
2017 Area Dairy Conferences

1

LGM-Dairy:  A Risk Management 
Tool for Dairy Farms

January 2017

AgRisk Management

Risk Management Tools
Pro & Con

 Risk Management

 Black Swan Events

 Reviewing Quotes

 Risk Management Plan
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 Price risk in the U.S. Dairy Industry

 Supply and Demand

 Political Risk

 Volatility

 Feed Risk

 Margin Risk

What is Risk Management?
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Whole-Farm Revenue 
Protection

Risk Management Planning

 Black Swan Events

 What is a Black Swan Event and why is it important?

 Weather

 Price

 Wildlife

 Value of the US Dollar

 Political Instability

 Supply and Demand

 Speculators
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Risk Management Planning

 LGM monthly planning

 Margin

 The 2nd and 4th Friday’s of each month

 Traditional Crop Insurance

 Input costs

 Pre-harvest marketing plan

 Minimum cash flow

 Buying a PUT on that high price

 How can a producer establish a floor on Income over 
Feed Costs (IOFC)?
Class III put options:  Creates milk revenue floor
 Feed call options:  Establishes feed cost ceiling
Using this bundled option strategy, producer can 

establish an IOFC floor
$/cwt

Milk revenue floor

Feed cost ceiling

Minimum IOFC

Margin Risk
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How to read a LGM 
quote

LGM Analyzer Homepage
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Price Risk in Today’s Dairy Industry

 We have seen a tremendous increase in the 
volatility of farm milk prices over the last 20 
years

11

Parity milk 
price support

Federal Order 
Reform

Use of 
BFP 
formula

Modern dairy-based 
futures and options 

Price Risk in Today’s Dairy Industry

12

$/lb

Correlation Coefficient
Oceania-U.S.:  0.939
Europe-U.S.:      0.822
Oceania-Europe: 0.962
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 Class III, corn, and SBM futures markets used as 
information source of Expected (forward 
looking) and Actual (“observed”) prices
No futures/options market transactions
Actual farm prices not used
No local basis added to Expected/Actual 

prices

 Prices:
 Feed:  Corn (Chicago), SBM (Chicago)
Milk:  Class III (standard composition)
 3.5% Fat
 Skim Portion:  3.1% Protein/5.9 Other Solids

LGM-Dairy:  Milk and Feed Prices

 Approved target marketings 
 Maximum amount of milk that could be 

produced
 Milk production actually produced certified 

once contract ends
 Milk production needs to be at least 75% 

insured without penalty

LGM-Dairy:  Expected Milk Production
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 Expected feed use converted to Corn (Energy) 
and SBM (Protein) equivalents
Allowable range of feed equivalents:
 Corn:  0.13 – 1.36 bu/cwt of milk
 SBM:  1.61 – 26.00 lb/cwt of milk

 Program default feed coefficients can be used:
 Corn:  0.5 bu/cwt    SBM:  4.0 lbs/cwt

No auditing of declared feed use
May only want to declare purchased feed
Using minimum amounts → approximate 

synthetic put

LGM-Dairy:  Expected Feed Use

 All 10 months of Expected Prices are known at sign-up
 Expected Prices = Average of last 3 days of futures 

settlement prices for each month including sign-up Friday

LGM-Dairy:  Expected Gross Margin

Futures market settle prices on these
days used to determine Expected Prices

Insurance sign-
up period
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 LGM-Dairy available for purchase each month
 12 contracts offered each year
 Each contract covers up to 10 months

 Purchase period starts at end of last business 
Friday of each month
 July contract purchase period would have started 

on July 29th

 Purchase period ends at 8:00 PM CDT 
Saturday

 Points to the reason why planning is needed 
well in advance of contract purchase

LGM-Dairy:  When Purchased?

 Simple hypothetical insurance strategy
 Purchase insurance at end of July

Jul
′11

Aug 
′11

Sep 
′11

Oct 
′11

Nov 
′11

Dec 
′11

Jan 
′12

Feb 
′12

Mar 
′12

Apr 
′12

May 
′12

Jun 
′12 

1 2 3 4 5 6 7 8 9 10

Purchase 
at End of 

Month

No
Cover-

age
Insurance Contract Period

Production 
Coverage

75% 50% 25% 25%

Hypothetical LGM Contract

LGM-Dairy:  Coverage Calendar

By rule:  No coverage the 
month after purchase
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 Producer chooses amount of gross margin not
covered by insurance, (i.e., Insurance 
Deductible):
Portion of Gross Margin not protected
Program allows $0 - $2.00/cwt Gross Margin

to be excluded from coverage
 Same $/cwt for all months

Higher deductible → Lower premium
 Producer assumes more risk

 Subsidy increases with higher deductible
Double impact on reducing premium 

LGM-Dairy:  Insurance Deductible

LGM-Dairy:  Current Premium Subsidy Schedule

Deductible 
($/cwt)

Subsidy 
(%)

Deductible 
($/cwt)

Subsidy 
(%)

0 0.18 0.60 0.31

0.10 0.19 0.70 0.34

0.20 0.21 0.80 0.38

0.30 0.23 0.90 0.43

0.40 0.25 1.00 0.48

0.50 0.28 1.10 – 2.00 0.50
Note:  There is no subsidy for a 1-month contract.  The 
subsidy % is the percentage by which premium is 
reduced.
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LGM-Dairy:  2010/11 Measures of Activity

State
Policies Sold CWT Insured Liabilities Premiums Subsidies

Subsidy 
%No.

% of 
Total

000
% of 
Total

$000
% of 
Total

$000
% of 
Total

$000
% of 
Total

CA 40 2.8 4,381 9.5 73,628 9.6 2,445 11.1 1,132 10.5 46.3
ID 28 2.0 1,405 3.0 22,132 2.9 628 2.8 217 2.0 34.5
IA 45 3.2 939 2.0 16,658 2.2 493 2.2 231 2.2 46.8
MI 119 8.4 4,723 10.2 80,072 10.4 2,503 11.4 956 8.9 37.9
MN 163 11.6 2,268 4.9 38,150 5.0 1,342 6.1 548 5.1 40.8
NY 86 6.1 3,259 7.1 55,355 7.2 1,950 8.8 773 7.2 39.6
PA 133 9.4 2,269 4.9 37,543 4.9 1,376 6.2 548 5.1 39.8
VT 94 6.7 4,746 10.3 76,965 10.0 2,172 9.9 1,066 9.9 49.1
WA 40 2.8 2,427 5.3 39,415 5.1 1,216 5.5 560 5.2 46.0

WI
422 30.0 9,273 20.1

154,48
7 20.1 5,038 22.9 2,083 19.4 41.3

Othe
r 239 17.0 10,473 22.8 175,864 22.8 2,878 13.1 2,629 24.5 44.7

Total
1 409 ----- 46 209 ----- 770 270 -----

25,04
1 ----- 10 743 ------ 42 9

 LGM-Dairy a flexible insurance program
Need not insure all months or production
Could make sense to overlap contracts
 Substantial premium subsidies

 Similar to combined use of Class III puts and 
corn/SBM calls as in a bundled option
 Premiums are very sensitive to elected deductible

 LGM-Dairy Major Drawbacks
 Short sign-up window at the end of each month
Need to wait until end of contract for indemnity 
After last actual price is determined

LGM-Dairy:  Summary
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LGM Analyzer

23

Help System

Help on Specific Topics
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25

50% Subsidy

↑ Subsidy w/↑
Deductible

Note Difference in Values

50% Allocation Results, $1 Deductible

LGM-Dairy:  Example Premium Estimation
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Farm Milk Covered Milk

Base
Analysis

Margin Risk

28

16% Dairy Ration and Class III Price Indexes (Jan. ‘85 = 1)

16% dairy ration composed
of 51% (by weight) corn, 8% 
soybeans and 41% alfalfa hay
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 Aug. 2008:  Livestock Gross Margin Insurance 
for Dairy (LGM-Dairy) became available
Objective:  Establish minimum IOFC
 Similar to bundled options strategy except:
 No options purchased
 No minimum size limit
 Upper limit:  240,000 cwt over 10 mo. or within 

insurance year
 Premium not due until after contract period
 Subsidized premiums

USDA-RMA administered and purchased from 
firms selling Federal crop insurance
 July 2010:  Available in lower 48 states

LGM-Dairy:  An Overview

 LGM-Dairy is customizable with respect to: 
Number of months insured by 1 contract
 1 – 10 months

% of monthly IOFC (production) covered
 0 – 100% of certified production each month
 % coverage can vary across months

Farm specific production, declared feed use, 
deductible and premium
 NMPF proposed revenue insurance program would 

be much less flexible

LGM-Dairy:  An Overview
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 Gross Margin (GM) = Total contract Expected 
value of milk – Total contract Expected feed costs
 Sum of monthly (Expected milk price x 

Insured milk) – Sum of monthly (Expected
feed price x Insured feed use) 

 1 GM per contract regardless of number of 
months insured
 One month’s low value can offset another month’s 

relatively high value as only total sum matters

 Gross Margin Guarantee (GMG) = 
GM – Total Deductible

LGM-Dairy:  An Overview
Expected Prices:  Today’s estimate 
of future milk and feed prices

 Actual Gross Margin (AGM) =  Total contract 
Actual milk value – Total contract Actual insured
feed cost
 Sum of monthly (Actual milk price x Insured

milk) – Sum of monthly (Actual feed price x 
Insured feed use) 

 1 AGM per contract regardless of number of 
months insured
 A month with a low value can offset a month with 

a relatively high value

LGM-Dairy:  An Overview
Actual Prices:  Milk and feed prices 
observed over insurance contract life
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QUIZ

 The ________________ is your friend.

 A milk contract is available the ______ Friday of every 
month.

 What is the web address for contract discovery 
information?

 What popular Dairy product uses flavoring from an 
Orchid seed pod?

33



2017 Area Dairy Conferences

18



2017 Area Dairy Conferences

19

Traditional Crop Insurance Quote


