AR FI LE copy A.E.Ext. 85-3

Fe'bruary'l985 i

THE DAIRY INDUSTRY
AND |
DAIRY POLICY IN 1985

by

Andrew Novakovic

Department of Agricultural Economics
New York State College of Agriculture and Life Sciences

A Statulory College of the Stale University
Cornell University, Ithaca, New York 14853




It is the policy of Cornell Umversrfy actively to support equality
of educaﬂonul and employment opportunity. No person shall be
“demed admission to any educcmonal program or activity or be
denied empioymenf on the basis of any legally prohibited dis-
cnmmuhon mvolvmg, but not limited to, such factors as race,
- color,” creed rehgion,,nahonat or ethnic origin, sex, age or
".jhandlccp The Umversufy is committed to the maintenance of
El oy affirmative action progroms “which will assure the contmuahon
fof such equahty of opporturuty.




Preface

Andrew Novakovic is an Assistant Professor in the Department of
Agricultural Economics at Cornell University. The manuscript was prepared
for publication by Wendy Barrett.

This paper is the fourth in an annual series on The Dairy Industry

and Dairy Policy. Additional copies can be requested from Andrew Novakovic
or:

Publications Office

Department of Agricultural Economics
Cornell University

Warren Hall

Ithaca, NY 14853-7801



TABLE OF CONTENTS

PrefaCe toeeeeseosnasoecscnncesscsssssasssscsassssscssasosssassssses

Introduction ...ee00c.e e

The National Economic Situation ...ceeeececsceoss ceeesooraaas

Milk Production ..coceeecececoesscssascncccsoscssssssnsnssas

e s e 00

Imports and EXPOTtS ...eeeeeeecescococsassascoosacscasssascnns

Dairy Product Consumption .eeeeeceveresccsssosscsccssnccancnns

Commercial StOCKS ecveveeeeesocecascaasssossssssssosasasssosasanecs

USDA Stocks, Purchases, and Expenditures .....cceceeeeececsnns

PriCesS toeeieeeeosossosesssoscssssoncasssssssssscssssscsanonssosn

The National Economic Outlook ....ceeceeesecsnsccsasccscses

Policy Issues in 1983 ....ciiiieiiiiieinnnnerecnencscstaccccnnenss

Prospects for Policy Changes .....cecceeeriecnsncncnnns

- ii -

s e s 00 08

15

15

19

19



LIST OF TABLES

Table
1 U.S. Milk Production, Cattle Numbers, and Production
Per CoW tuiiiiiiiiiiitisttettntteceencsecnscnnnansnnnnans
2 U.S. Dairy Product Imports and EXPOTtS teveennnnennannanns
3 U.S. Domestic Disappearance of Dairy Products ............
4 U.S. Total and Per Capita Domestic Disappearance of

Selected Dairy Products from Commercial Sources ..........

5 U.S. Ending Stocks of Dairy Products ......eeveveeeennnnnn

6 USDA Removals of and Net Expenditures on Dairy Products
by Fiscal Year .veeeeieeeseeioecnroceacocecnsonsosanannans

e 7 USDA Net Removals and Production of American Cheese,
Butter, Nonfat Dry Milk and All Milk Ceesrecieiteienaaoe

8 Use of CCC Stocks of Cheese, by Fiscal Year ....cceeeeennn

9 Use of CCC Stocks of Butter and Butter Products, by
Fiscal Year .tuueerieiveeesreasosssessasasssssssasansscanses

10 Use of CCC Stocks of Nonfat Dry Milk, by Fiscal Year .....
11 U.S. Farm Prices for Milk, CCC Purchase, Wholesale, and
Retail Prices for Cheese, Butter, and Nonfat Dry Milk

and Selected Retail Prices IndiCesS ..veseeeeeeecaccacanses

12 U.S. Milk Supply, Utilization, and Prices .......... e

- iii -

10

11

12

13

14

16

17



Introduction

The objectives of this paper are: first, to review the current economic
situation of the dairy industry and the dominant dairy policies and issues of
1984 and second, to assess the economic and political outlook for the dairy
industry in 1985. The paper begins with a discussion of the economic status of
dairy markets in the U.S. at the end of 1984, followed by a review of the major
policy issues of 1984, The paper concludes with some comments on the 1985 eco-
nomic outlook for the U.S. dairy industry and on the possible policy changes
that could shape the dairy economy beyond 1985.

Nineteen eighty-four will be remembered in the record books as the year of
the asterisk. The Dairy Production Stabilization Act of 1983 (DPSA) initiated a
set of program changes and a sequence of events without precedent.. The DPSA
combines four major actions. First, it lowered the support price by 50¢/cwt.
last December, and it authorizes future 50¢/cwt. reductions in April and July,
1985. Second, it authorizes a direct assessment of 50¢/cwt. against all farm
marketings of milk from December 1, 1983 through March 31, 1985. Third, it
offers payments of $10/cwt. of milk "diverted" to farmers who agree to sell less
milk in 1984 and the first quarter of 1985 than they did during a base period.
Fourth, all farmers are required to contribute 15¢/cwt. of milk marketed to a
new national dairy promotion and research program, although credits of up to
10¢/cwt. are allowed for contributors to similar regional or statewide programs.

Each component of the DPSA has a different effect. The cut in the support
serves to discourage production and encourage consumption through lower prices;
generally one can expect that several months or more are required before these
price effects occur. The assessment further discourages production by lowering
farm returns, also a longer-run effect, and it immediately reduces the taxpayer
cost of the support program. The milk diversion program has the more or less
immediate effect of lowering milk marketings, through both lower production and
higher use of milk on farms. The promotion program primarily serves to increase
consumption.

Although the price cut and assessment began on December 1, 1983, the milk
diversion program did not really begin until February 1, 1984, when the sign-up
period ended. Consequently, milk production did not begin to turn down nation-
ally until March. In New York, it took an extra month before production de-
creased relative to year earlier levels. California is the only state (among
the 48 contiguous states) that has increased its production in 1984, which it
has done by a rather sizeable three or four percent.

: While the diversion program caused a reduction in milk production, it had
no effect on the demand for milk by processors., Other factors, however, led to
commercial demand that was unusually strong throughout 1984, Lower dairy prices
and a continually stronger economy appear to deserve most of the credit for the
increase, since the new promotion program did not get under way until September.

The combination of strong commercial sales, reduced production, and the
desire of all dairy processors to keep their plants as full as possible meant
that milk processors were not always able to get as much milk as they wanted.
This condition in turn caused milk prices to be bid higher than the support
level. Despite the 50¢ cut in support price, by September the monthly average
price of milk actually exceeded year earlier levels; moreover, only in April was



the monthly price the full 50¢ lower than the year earlier level. Upward pres-—
sures on price were particularly great in those regions of the country where
participation in the diversion program was the highest, e.g., the Southeast. 1In
these areas, premiums of up to $3/cwt. were reported to have been paid by fluid
‘mllk processors to attract milk from manufacturers in the Upper Midwest and
elsewhere.

. Although commercial sales improved considerably in 1984 and farm level
demand was strong, a considerable amount of milk still ended up in CCC stocks in
the form of cheese, nonfat dry milk, or butter. The combination of intense
_competition for a smaller farm milk supply and a continuing large surplus of
milk production compared to commercial use has left many farmers puzzled about
the dairy situation in 1984 and what to expect in 1985. Specific supply, use,
and price estimates for 1984 and possible changes in 1985 are discussed below.

The National Economic Situation

Milk beduction

_ The long trend of increasing and record-breaking milk production finally
broke in 1984, as shown in Table 1. This was due in large part to reductions on
farms part1c1pat1ng in the milk diversion program, although lower returns to all
farmers also contributed to the decline. The 3.9 billion pounds (2.8%) drop in
production was the largest since 1973, when milk production fell 4.3 billion
‘pounds (3.6%). The average number of milk cows on farms fell 2.2%, the first
decrease 1n cow numbers in five years. Production per cow also dropped slight-
1y, 0.7%, probably due to changes in feeding and milking practices by partici-
fpants 1n ‘the milk diversion program. :

i Cow and heifer numbers were up slightly at the beginning of the year.
AAlthough cow numbers declined, replacement numbers have increased through the
year. On the July 1 inventory, the number of replacement heifer equalled 45.67%
of cow numbers,

Impdrts and Exports

. The Bureau of Census data on imports, shown in Table 2, often are incon-
sistent with quotas and Customs Service data on imports of quota, products.
Given this caveat, it appears that imports were up about 7% in 1984, Most of
the gain in imports came from Italian and other specialty cheeses, casein, lac-
tose, condensed milk, and butter products. American cheese and nonfat dry milk
imports both declined about 10%.

Sinée’1981, exports and shipments of dairy products have exceeded imports,
contrary to the normal post World War II situation. Based on the preliminary

1Unless otherwise noted, all aggregations of dairy products are reported in
milk equivalent units based on the butterfat content of the individual products
and raw milk (fat solids basis).



‘%861 “Iqmedeq ‘(SY4) °in3Tnotady Jjo

juawlaedaq *S°N “66E-SA “Ixodey UOTIBNITS puE 0O[Ing Kireq

‘AieuTuwiTelg /e

:92an0g

666 8°0Y _0°1% 21y 0°0Y% 9°8¢ v°9¢ 9°¢¢ ("ou) smop QQ1 194 SI3ITSH
\m
T°00T I¥S°%  _€€S°Y €Sy SHE‘Y 8GT Y €6°¢ 766°¢€ I2AQ PuUB spunod (0§ SISITFAH
/€ ‘sjuswsoeTday Moy NTIW
£°00T O%TI°TIT _990°1IT ZI0°IT 098°0T 6LL°01 06L°01 %60°11 PaATR) dAey
/e 3BY] SISJTIY PUB SMO) IIRW
(spuesnoyl) [ Aienuer ‘smiej U0 a[IIB) YTIN
8°L6 €L8°0T 0TZI‘IT  €€O°IT  €Z6°01 OI8°0T  €%L°01 0€0°T1 (*snoyl) aesad Jutanp
‘ 28ei12A® ‘swmiejg uO SMO) TTIR
$'66 81G°C1  £8S°ZT  60€°CT  LL1°C1  688°11  88%°Il %6L°01 ("sqr) mo) 194 uworlonpoig
7°L6 GOT“9ET 896°6ET Z08°SET ECI0°EET $ZS°8Z1 TIVEZl 9G0°6TI (*SqT "TTW) UOTIONPOId ATIRW
€861 JO \M¢wmﬁ €861 7861 1861 0861 6161 8L61-%L61
%z S® Y45 YN
%861

M0) 134 UOTIONPOI4 puR ‘siaquny 97313e) ‘UOTIINPoId JTIW °S°'n

"1 °1qel



*1z1°C sTenba o8eieae ay3 ‘y/e1 ur siaodur ySry ATreWIOUqE FUTPNTOXH /B
*160¢91 sTenba o8evieae 8yl ‘ysg1 ur s3zzodur ySry LA[TEWIOUqE BUTPNTIXF \M
*sweidoxd (qIv pue Qg% °71°d sIpnfoul /3
*sooTad
J9jieWl DTISOWOP URYJ SSIOT I A[[ENSN €SO[BS JUSWUISA08 03 JUSWUISA0Z pue SABT]OP I0J SO[BS SIpNTIUT /P
*S9T101T1I93 °*S'n 03 siiodxs aae sjuswdryg /o
*s19Y30
pue ¢sosooyd pouadix €3jos ‘ezpulag °©3so3alH ‘ouriooag €iiogenboy CpIoON °n[g ‘epnon ‘uwepy SIPNTIUT \m
*9s99yd ssaooxd a194n19H pue adL31 I1sTeyjuswmy [[B SopNIOU] /€

*B1IBD V(SN OTYBTIBAR WOXJ OTAONBAON Maipuy £q P9IBWILS? #gg] fSNSUS) JO nesaing °901sWmo)
Jo Jusuwlaedsag °S° wWoaJ =in3Tnofady Jo 3Jusmiaedsag °S° ‘3Ixodey UuUOIIBNITS PuUB oO[3InQg AITBQ :30IN0O§

8°TI”T  00Z°1- 68— 611°2-  %GE1- LLTCT €2€°1 A s3ioduy TeTdI3wWmO) I8N
66 009°1 809°1 ¥%9 L9 96 8¢ 0¢ 5Vasn
0°8v1 000°¢Y 10L°T 96S°Y €89°¢ €6 286 110°1 |amﬂummaaou
\MMucmEaHmm pue sijxodxy
0°L01 008°¢2 919°2 LL%°e 62€°C 601°2 S0E‘T €91°C s3jzoduy TE30]
6°€11 YA €L€ y1¢ 897 682 0L0°T - 6.8 s3jzoduy ®lONH-UON
6°G01 GLE“T % YA/ €91°2 190°2 0Z8°1 GET T G9Z°1 s3jzoduy elONy

(stseq SPITOs 13eJ ‘jusfearnbs y[Tw jo spunod UOTTITW)

G811 000°68T LTS°6ST 2SL°9L1 €28°LZ1  92TIST  £T8°0ST  T1/6°CIT urase)
9°68 061°C 66€°C GE6°T 164°C 068°Y 8L1°C \w¢~m.qm ATTR £1Qq 3e3UON
1°901 08G°S 8627 °S 18Z°S 1€y 9%y 7GG Y £€69°¢ S2INJIXTR 3eJI93Ing I9Yy3l0
pue Troxsling €1a3jng
0°011 000“%71€ L%T 98T €¥E€E69T 199°/%T 191°1€Z  687°8%C  €9.°0¢€2 as99y) Tel0]
6°911 000°G6T 008991 T88°SST G%8°6E1 6G€°GT1 299821 8.6°L01 \mmem:u I34ip
7°001 00678  HEI‘¥8 1¥0°28  91%°6L 889°08 1.6°€6 6LE°9L 50599UD SSTAS
2°901 006°‘¥T  8%9 GLGET  6%5°8 LSO L 769°L 80T°T1 S29y) UBTTEI]
7°C6 000°0¢ GG9°1¢C SH8 L1 176°61 LL0°81 796°L1 \M&om.mm @529Y) ueBOTI2Wy
(3onpoad jo spunod puesnoy3l)
€861 3O 7861 €861 7861 1861 0861 661 8L61-%L61
%2 S® %861 28ex0ay

sjaodxy pue sjxodwy jonpoag Lareq *s°*n  *Z 9T9eL



data, exports were higher in 1984 than the previous peak in 1982. On a milk
equivalent basis, the U.S. was a net exporter of about 1.2 million pounds of
dairy products in 1984,

Dairy Product Consumption

Several figures are reported by the USDA which, in slightly different ways,
measure consumption. These figures differ in that some account for sales, while
others measure disappearance, a figure calculated as a residual from production
and other directly measured supplies and uses of milk or dairy products. Dis-
appearance figures, and there are several, may or may not include farm use,
exports, government donations, and changes in commercial stocks.

The data shown in Table 3 describe domestic disappearance of dairy prod-
ucts, a figure which excludes export use. The most recent of these data are
available for 1983. Farm consumption exhibits a steady decline, due both to
decreases in the farm population as well as declining per capita use of "home-
produced" milk and dairy products. Commercial use of dairy products is measured
in several ways. Civilian commercial use excludes purchases by the military and
any purchase or use through a USDA program. This measure perhaps most closely
corresponds to the conventional concept of demand--how much consumers buy at a
given price. By this measure, consumers have been steadily increasing their
purchases of dairy products. Civilian commercial use increased over four per-
cent between 1983 and 1979. Greater total use in this category appears to be
due to higher per capita use as well as increases in population. During the
five-year period 1974 to 1978, per capita civilian commercial disappearance
averaged 510 pounds; since 1979 it has averaged over 516 pounds.

In the last few years, USDA donations have increased greatly; between 1983
and 1982 alone donations increased over 50%. Increases in this category, which
includes product donations from USDA stocks as well as products purchased
through National School Lunch and Special Milk programs, primarily reflect
USDA's desire to reduce the massive stocks of dairy products accumulated under
the dairy price support program.

If one looks at civilian commercial disappearance plus USDA donatioms,
excluding direct product donations, a figure USDA calls civilian consumption,
this measure of civilian use is more stable than civilian commercial disappear-
ance, both in the aggregate and on a per capita basis. The data suggests that
normal commercial use has increased in partial compensation for decreases in
Special Milk and School Lunch program funding. '

Domestic disappearance of selected dairy products from commercial sources
is shown in Table 4. 1In 1983, the year for which the most recent data are
available, domestic disappearance of most products stayed on its recent aggre-
gate trend. Whole milk and cottage cheese showed modest declines, while lowfat
milk and frozen desserts increased. Contrary to recent trends, disappearance of
cheese dropped slightly and dry milk disappearance increased considerably.
Commercial disappearance of cheese may be showing a decline because heavy USDA
donations have displaced commercial sales. Cottage cheese and canned milk dis-
appearance remain fairly level.
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Commercial Stocks

After rising 18% in 1983, total commercial stocks fell back 6.5% at the end
of 1984. As shown in Table 5, stocks of other cheese dropped only 3% but nonfat
dry milk stocks were chopped back to 63% of year earlier levels. It would ap-
pear that the commercial trade is trimming its inventories in the face of tight
sugplies of milk in 1984 and price cuts in 1985 that will reduce inventory
values.

USDA Stocks, Purchases, and Expenditures

Net removals on a milk equivalent basis for the fiscal year ending Sep-
tember 30, 1984 fell to 62% of year earlier levels, as shown in Table 6. Cuts
in net removals were made for all three major products, with the greatest reduc-
tion in butter (39%) and the least for nonfat dry milk (27%).

Expenditures on price support activities were cut accordingly. Net expen-
ditures on price support activities fell to less than $1.6 billion, a cut of $1
billion. It should be noted that the net expenditures for FY1982-83 included
revenue from the milk marketing assessments. Assessment revenues were also
collected in FY1983-84; moreover, expenses for the diversion program and assess-
ment refunds were also made last year. If one ignored these revenues and ex-
penses, net expenditures just on the purchasing aspect of the support program
cost $2.8 billion in FY1982-83 and $2.1 billion in FY1983-84. It perhaps should
also be noted that the cash accounting procedures used by USDA to make these
calculations tended to understate accrued costs last year. Although last year
covered nine months of the milk diversion program, payments were made for only
the first six months of '"diversion." This has the effect of understating the
cost of the diversion program in FY1983-84 and overstating it in FY1984-85 (by

about $200 million).

_ Net expenditures on School Lunch and other food aid programs continued to
increase, almost 12%, ©Net expenditures on the Special Milk program, on the
other hand declined over 5%. In absolute terms, the dollar decrease in Special
Milk was almost exactly offset by the increase in School Lunch and other pro-
grams. In total, just over $1.6 billion was spent by the U.S. government on
dairy commodity programs.

Net removals also continue to be a sizeable percentage of total production,
although greatly reduced from year earlier levels, as shown in Table 7. In
1984, net removals as a percent of production ran about 17% for cheese and
butter and 57% for nonfat dry milk, compared to 28%, 327%, and 71%, respectively,
in 1983, On a milk equivalent basis, net removals of all products were half of
year earlier levels, such that in 1984 6.5% of all milk marketed was sold in the
form of dairy products to USDA,

Due to the cut in net removals and continuing large donations of dairy
products, government stocks were reduced considerably. At the end of 1984,
stocks of cheese, butter and nonfat dry milk were 88%, 70%, and 93% of year
earlier levels, respectively. Nonfat dry milk continues to be the hardest prod-
uct to utilize and the most difficult of which to curtail production. Tables 8
through 10, indicate how much of each dairy product was purchased, how it was
used, and how much was left over at the end of the fiscal year. The data
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vividly shows the large increase in donations during the last few years. Al-
though increases are shown in virtually all categories for each of the three
products, cheese and butter rely more heavily on domestic donations whereas
nonfat dry milk is more frequently donated abroad. The last few years also show
a fairly sizeable increase in export sales for all three products. For the most
part, these are subsidized sales to foreign governments for use in food aid
programs. Although domestic sales increased substantially in 1983-84 for all
products, use in this category remains fairly low relative to total use--4% for
cheese, 1% for butter, and 12% for nonfat dry milk.

Although a fairly small part of the total, domestic donations have become
very large relative to domestic production. Cheese and butter donations were
equal to about 257 of production of those products in 1984. For nonfat dry
milk, the figure is close to 10%. When compared to commercial use, the relative
level of donations is even higher. At these levels, despite efforts to minimize
the effect, it seems inevitable that some commercial sales of cheese and butter,
and perhaps even nonfat dry milk, have been displaced by donations. For exam-—
ple, given trends in cheese consumption, it's possible that commercial sales of
American cheese were reduced about 77 due to large donationms.

Prices

As noted in the introduction, this was an unusual year for farm milk
prices, Although the support price was 50¢/cwt. lower in 1984 than 1983,
monthly milk prices in all but one month reflect a much smaller drop than that;
in fact, in a few months, 1984 prices were actually higher. The reason for this
seeming contradiction lies in the milk diversion program, which led to much
shorter supplies than the price cut alone would have caused. Regardless of
whether they sold dairy products to the USDA or not, dairy processors spent much
of 1984 scurrying to find more milk for their plants. To attract this milk,
farm (and plant-to-plant) prices were bid up to within 20¢/cwt. of 1983 1levels
(as shown in Table 11). Although a surplus of about 6% existed from the view-
point of the market as a whole, farm prices showed some strength as plant
operators felt supplies were unduly short from their point of view.

The strength in farm milk prices was also reflected in wholesale product
prices, which fell only slightly in the case of cheese and actually increased
for butter. Nonfat dry milk price, however, continued to ride with the purchase
price. Retail prices, as for the last two years, rose only slightly. Retail
prices of dairy products advanced at about one-third the rate of retail prices
for all food. :

The National Economic Outlook

A summary of the U.S. supply and utilization of milk for the last 10 years
and a projection for 1985 is presented in Table 12. Similar to last year, two
principal questions surround the outlook: What will happen to production after
the milk diversion program ends and with new cuts in support prices? and How
much will consumption increase as a result of favorable prices and the new pro-
motion program?
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The author's estimates for 1985 are offered in Table 12. Several factors
are behind the almost two billion pound (1.4%) increase in production. One,
although the gross price of milk is expected to drop about 40¢/cwt., the fact
that the milk marketing assessment will be terminated on March 31 implies that
the effective farm price (including assessments) will be about the same in 1985
as 1984, While this by itself does not encourage production, it indicates that
price changes may be much less of a negative factor than the pending support
price cuts on April 1 and July 1 might otherwise suggest. Feed prices are ex-
pected to decline slightly, holding costs about even or slightly below last
year's level. Again, this does not provide a big incentive to increase, but
neither does it portend a decrease in production. Third, the means for a re-
surgence in cow numbers is evident in the large number of replacement heifers
that are now available. Fourth, although the outcome of the 1985 farm bill may
be somewhat grim for dairy farmers, it is expected that most financially mar-
ginal farmers will wait to see what it brings, thus delaying some of the ex-
pected attrition in farm numbers. Finally, in the face of the foregoing assump-
tions, it seems likely that most of the participants in the diversion program
will return to full-time farming, increasing their herd size and bringing pro-
duction per cow back up (an% using less milk on the farm). Thus some increase
in production seems certain.

Farm marketings are expected to increase over 3% as production rises and
farm use returns more nearly to normal levels following the expiration of the
diversion program. With minor changes in commercial stocks and imports, this
puts total supply at 142.8 billion pounds, slightly above its 1982 level.

Commercial disappearance is shown to increase over two percent. This may
be a conservative guess given the uncertainty about the impact of the new na-
tional promotion program, which began in earnest last September. While a larger
increase will obviously be welcome, it will be a considerable achievement to
reach 128 billion pounds.

Again, given a small change in commercial stocks, these estimates leave
9.8 billion pounds in net removals, a 15% increase over 1984. Even if one were
most optimistic about changes in production (less) and consumption (more), it

2The 138 billion pounds forecast for 1985 can be interpreted in two ways.
Looked at from one perspective, this is consistent with production in the first
quarter of 1985 four percent less than production in the first quarter of 1983
(the percentage reduction which occurred during the last half of 1984) and an
increase for the remaining three quarters of 1985 equal to three percent more
than production during the same period in 1984 (i.e., quarter I 1985 = quarter I
1983 - 4% and quarters II-IV 1985 = quarters II-IV 1984 + 37%). One can also
think of 1985 in terms of what MDP participants might do versus what nonpartici-
pants might do. 1In 1984, a rough guess of what these two groups did might be
that the nonparticipants, who represented about 76% of the milk produced in
1983, increased their production 3.5% while the participants decreased their
production 237%. If the nonparticipants increase their production 3% in 1985 and
if 85% of the participants increase their production 107 after March 31 while
the other 15% quit milking altogether, then total production will increase to
138 billion pounds.
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seems that at best net removals will be little improved compared to 1984. At
this level of net removals and given the "extra quarter of diversion payments
that will be paid in FY1984-85, net expenditures for the fiscal year ending on
September 31 may be in the neighborhood of $2 billion.

Policy Issues in 1984

Last year for the first time in perhaps five or ten years, changing price
support policy was not a big issue., For the most part, the dairy industry was
occupied with learning about and adjusting to the market conditions created by
the current legislation.

To the extent that policies were discussed it was primarily with an eye
toward 1985 and beyond. Issues such as product identity standards, product
labeling, federal order pricing, etc. are still on the stove but well toward the
back. The principal issue preying on the minds of everyone in the dairy indus-
try is what happens under the new farm bill,

Prospects for Policy Changes

The quadrennial review of agricultural policy and new agricultural legis-
lation is slated for 1985. Dairy cooperative and other groups have already
developed positions. Much of the debate that has taken place over the last
three years will continue. Many are fearful that Congress will take drastic
measures, perhaps even eliminate price supports, as a result of the lower than
expected sign-up under the diversion program and the prospects for no improve-
ment in 1985,

Among the most likely changes are the following. First, the old parity
formula is assuredly assigned to history; however an alternative may be speci-
fied and take parity's place as a standard by which to set support prices.
Perhaps the prime contender for a new standard is simply a revision of the
parity formula to better reflect prices relevant to dairy farming--the so-called
dairy parity approach. This is the approach that has been endorsed by the
National Milk Producer's Federation. Other possibilities include a cost of
production measure or three- to five-year moving averages of farm milk prices.
Key concerns for any price standard will be that it be flexible, perhaps within
upper and lower bounds, and that it reflect changes in productivity and supply
and demand conditions.

With respect to the latter, a second potential component of 1985 agricul-
tural, legislation may well be a trigger mechanism that automatically signals an
increase (decrease) in the support price when relative deficits (surpluses)
exist or are expected. The supply/demand adjuster concept has also been en~
dorsed by the National Milk Producer's Federation as well as the Milk Industry
Foundation. A third item may also be related to a trigger mechanism, and that
would be a farmer assessment to defray government costs when they reach a cer-
tain level.

These first two items have been discussed for several years and would not
represent a dramatic policy shift. If a more substantive change occurs it is
likely to reflect a concern that the current program provides too great a



benefit to large producers. The National Milk Producer's Federation and other
dairy farm interest groups have called for a standby supply control program (as
opposed to an assessment), but there seems to be virtually no political support
for such programs, permanent or temporary. ‘

Early signals from the USDA and the administration are that they will en-
dorse replacing support prices and product purchases with a target price-
deficiency payment program that would give up to $10,000 to farmers if the rele-
vant market price fell below the target price. The administration further sug-
gests eliminating all dairy support efforts, including direct payments, by 1991.
Congress is not likely to adopt such a pelicy and is more likely to be concerned
about providing some kind of market safety net or income maintenance. This
concern could lead to proposals for lower support prices with supplemental in-
come subsidies to smaller farmers, along the lines of the target price-loan rate
programs for cash grain producers,

The pressures to change prices under federal orders will continue to build.
Indications of a major cut in price supports will likely be countered by propo-
sals to raise Class I differentials, especially the implicit transportation
differential component. On the other hand, consumer interests will increasingly
push for lower Class I prices. Whether Congress will directly intervene in what
is normally an administrative affair and mandate changes in federal order prices
does not yet seem likely but is increasingly possible. In addition, there are
growing signs that relaxing or eliminating dairy import quotas may be seriously
proposed as the U.S. approaches a new round of multilateral trade negotiationms.
Dairy quotas came under harsh review during the last MTN and largely survived.
It has been suggested that it may be more important to make concessions on
quotas to our European trading partners the next time around.



