2017 Area Dairy Conferences

Risk Management Tools
Pro & Con

» Risk Management
» Black Swan Events

> Reviewing Quotes

» Risk Management Plan
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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

vV V. Vv vV VvYv

Speculators




2017 Area Dairy Conferences

Risk Management Planning

» LGM monthly planning

» Margin

» The 2" and 4t Friday’s of each month
» Traditional Crop Insurance

» Input costs

» Pre-harvest marketing plan
» Minimum cash flow
>

Buying a PUT on that high price

Margin Risk

" How can a producer establish a floor on Inco
Feed Costs (IOFC)?
» Class III put options: Creates milk revenue

» Feed call options: Establishes feed cost cei

» Using this bundled option strategy, producer

establish an IOFC floor
$/cwt

Feed cost ceili
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quote

LGM Analyzer Homepage

How to read a LGM

F
o Production Corm Equiv Soybean Meal Equiv % Monthly Gross Marain
C[I:HVEF:I-?E (cwt) (tons) (tons) covered v g
on
Covered Milk Seicison Covered SBI @é;svggsut $/EWt $/CWt
Month Year | Millkk Qty. {x Expected frice) Carn Qty. * E;(ﬁg:ted SBM Qty. | * Expected Pric - SBM Cost of of
= Milke Revenu - Corn Cost = 5BM Cos] - (Deductible = Farm |Covered
Millc Qty. ) Milk | Milk
7 4,500 cwt 63 tons 3 tons
Aug 6000 | = sie.s0/cm 84.0 | xs7.64/bu 12.0 | = s367.40/ton 75.0 | 59,602 |9.93| 13.24
2011 = £84,598 = 417,189 = 43,306
Sep 3,000 cwt 42 tons & tons -
6000 $18.44/cwt 84.0 $7.49/b 12.0 $365.62/t 50.0 38,890 6.48 | 12.96
2011 = $55,31Ea z $11,234LI & $2,193Dn
Oct 3,000 cwt 42 tons 6 tons
6000 | =$17.86/cwt 84.0 | x$7.35/bu 12.0 | = $362.19/ton 50.0 37,380 6.23 | 12.46
2011 = $53,577 = $11,024 = 2,173
Fl 3,000 cwt 42 tons 6 tons
Nov 6000 | «s17.72/0m 84.0 | x$7.21/bu 12.0 | x $363.07/ton 50.0 | 37,165 |6.19| 12.39
2011 = §53,157 = $10,814 = $2,178
Dec 1,500 cwt 21 tons 3 tons
6000 | =s$i7.62/cwmt 84.0 | x$7.07/bu 12.0 | = $363.96/ton 25.0 18,534 3.09 | 12.36
2011 = §26,428 = $5,301 = 1,091
7 0 cwt 0.0 tons 0.0 tons
pan 0 | x$17.17/em 0.0 | x$7.10/bu 0.0 | x $385.25/ton 0.0 0 NA NA
2012 =50 =50 = $0
7 0 cwt 0.0 tons 0.0 tons
Feb 0| = érsesront 0.0 | =¢7.14/bu 0.0 | = s385.45/ton 0.0 0 NA NA
2012 =30 =§0 =50
7 0 cwt 0.0 tons 0.0 tons
Mar 0| =550/t 0.0 | x$7.17/bu 0.0 | = $365.65/ton 0.0 0 NA NA
2012 =30 =50 = $0
¥, 0 cwt 0.0 tons 0.0 tons
Apr 0 | xsi5.a5/0m 0.0 | =é7.20mu 0.0 | = $364.03/ton 0.0 0 NA | NA
2012 =50 =50 = $0
7 0 cwt 0.0 tons 0.0 tons
May 0 | =$i6.3¢/cm 0.0 | =$7.24/bu 0.0 | x $362.41/ton 0.0 0 NA NA
2012 =30 =350 = %0
| Farm 30,000 cwt 420 tons 60 tons
Totml(‘mmrpd 15 000 cwt 210 tones 30 tons O G20 | dery
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years

Price Risk in Today’s Dairy Indust

We have seen a tremendous increase in t
volatility of farm milk prices over the last
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¥ Class III, corn, and SBM futures markets use

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

v" 3.5% Fat
v Skim Portion: 3.1% Protein/5.9 Other So

" 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
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" Expected feed use converted to Corn (Energ
and SBM (Protein) equivalents

» Allowable range of feed equivalents:
v Corn: 0.13 —1.36 bu/cwt of milk
v SBM: 1.61 —26.00 Ib/cwt of milk

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

» No auditing of declared feed use
» May only want to declare fee
» Using minimum amounts — approximat

synthetic put

" 10 months of Expected Prices are known at sign-
» Expected Prices = Average of last 3 days of future
settlement prices for each month including sign-up

July 2011

Sundey Msoday Tuesdsy Windsseaday Thrday Fralay Saturdey
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¥ LGM-Dairy available for purchase each mo
» 12 contracts offered each year

v" Each contract covers up to 10 months

» Purchase period starts at end of last busines

Friday of each month

v July contract purchase period would have start
on July 29®

» Purchase period ends at 8:00 PM CDT
Saturday
» Points to the reason why planning is nee
well in advance of contract purchase

" Simple hypothetical insurance strategy
» Purchase insurance at end of July

Hypothetlcal LGM Contract

Jul Aug | Sep | Oct | Nov | Dec | Jan | Feb | Mar | Apr | May | Jun
11 11 11 11 11 11 12 12 12 12 12 12

¥ Purchase
at End of Cover
Month age
Production
Coverage




2017 Area Dairy Conferences

¥ Producer chooses amount of gross margin ng
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
v" Same $/cwt for all months

»Higher deductible — Lower premium
v Producer assumes more risk

¥ Subsidy with higher deductible
> Double impact on reducing premium

ol
Ded D DS10 Ded D DS1d

0 0.18 0.60 0.31

0.10 0.19 0.70 0.34

0.20 0.21 0.80 038

0.30 0.23 0.90 0.43

0.40 0.25 1.00 0.48

0.50 028 |1.10-2.00 0.50

Note: There is no subsidy for a 1-month contract. T
subsidy % is the percentage by which premium is
reduced.
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Policies Sold|CWT Insured| Liabilities Premiums

State % of % of % of % of
No. Total 000 Total $000 Total $000 Total

CA| 40| 2.8|4,381 | 9.5/73,628| 9.6/2,445|11.1|1,132
ID 28| 2.011,405]| 3.0/22,132| 2.9| 628| 2.8| 217 | 2.0
1A 45| 3.2| 939 | 2.0{16,658| 2.2| 493| 2.2| 231
MI | 119 | 8.4 4,723 |10.2|80,072|10.4]|2,503|11.4| 956 | 8.9
MN | 163 |11.6 | 2,268 | 4.9/38,150| 5.0|1,342| 6.1| 548 | 5.1
NY | 86 | 6.1]3,259 | 7.1{55,355| 7.2|1,950| 8.8| 773 ,
PA | 133 | 9.4 2,269 | 4.9]37,543| 4.9|1,376| 6.2| 548
VT | 94 | 6.7 | 4,746 |10.3|76,965|10.0(2,172| 9.9| 1,066
2.8 12,427 | 5.3/39,415| 5.1|1,216]| 5.5

$000

175,864

220 .9270

LGM-Dairy: Summary

¥ 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 deductib

® LGM-Dairy Major Drawbacks
» Short sign-up window at the end of each

» Need to wait until end of contract for indk

v’ After last actual price is determined

11
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LGM Analyzer

Return to Understanding Dairy Markets Webd

The LGM-Analyzer is a software suite developed at the University of Wisconsin that can be used to assist in the use of the
Livestock Gross Margin for Dairy (LGM-Dairy) insurance program for revenue risk management. The user can evaluate the
performance and cost of LGM-Dairy either using historical data or in anticipation of the upcoming LGM-Dairy contract offering the
cost of a yet to be LGM-Dairy offering.

The LGM-Analyzer Suite of Programs

There are currently three seperate programs that comprise the LGM-Analyzer suite. T hese programs are the: (i) LGM-Dairy
Premium Estimator, (i) LGM-Dairy Optimizer and (iii) Bundled Options Estimator. Below is a brief description of each of these
software systems. Although the above three programs are standalone the input data is shared across application and thus
minimizing duplicate data entry.

The Premium Estimator
This program can be used if you want to estimate LGM-Dairy premiums for a user-defined LGM-Dairy contract. An
LMG-Dairy contract is specified by the % of production insured each month owver the life of the contract and deductible
level.

The LGM-Dairy Least Cost Optimizer
Select thiz if you want to minimize the premium costs for attaining a pre-defined level of target Income over Feed Cost
(IOFC) for all milkk produced on-farm. Note that for some target IOFC's less than 100% of milk will need to be insured to
achieve the total target IOFC. In contrast to the Premium Estimator when using the Optimizer, the user does not supply
the contract. The Optimizer designs the least cost contract for you.

dled Options C ison

This =oftware can be used to compare the cost of using a traditional bundled options strategy to establish a similar level of
IOFC floor as provided by a particular LGM-Dairy contract design. Under the bundled options strategy, Class III puts are
used to establish a revenue minimum and corn/SBM call options are used to establish a feed cost ceiling. With the
establishment of a revenue minimum and a feed cost maximum, the producer has established a minimum IOFC. When
the options contracts mature, the value of the options will be added to help offset the options premium costs.

Topic Specific Help Documents

Using the Premium Estimator

Using the Least Cost Optimizer

Bundled Options Cost Comparison Help on Speciﬁc TOpiCS
How to Evaluate Contract Perfomance for an Active LGM-Dairy Contract

Evaluating Actual Contract Performance for a Completed LGM-Dairy Contract

12
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oy

'@Sg\fgf’% % (et oM (ﬁrgfb' NEtaE:eomlum‘ Net Prem.|% GMG
($/cwt) ($) Payo of GMG change Chang

NS N (%)
0.0 14,009 | 12,226 |206,573|194,347| 52 5.00 R R
0.1 14,118 | 11,435 |205,073|193,637| 50 5.58 6.47 0.73
0.2 13,349 | 10,546 |203,573|193,026| 48 5.18 13.74 | -1.45
0.3 12,604 | 9,705 |202,073|192,367| 47 4.80 2062 | -2.18
0.4 1221 | 20911 [200,573|191,661| 45 4.44 2711 | 2.90
0.5 1 Subsidy W/{ y5, [109 073 191,018 44 4.05 3412 | -3.63
0.6 Deductible 5551707 555T100,315| 42 3.67 40.64 | 4.36
0.7 9,879 | 6,520 |196,073|189,552| 40 3.33 46.67 | -5.08
0.8 9,264 | 5,744 |194,573|188,828| 39 2.05 53.02 | -5.81
0.9 8,672 | 5,203 |193,073|187,869| 37 2.70 57.44 | -6.54
1.0 8,111 | 4,218 [191,573|187,354] 35 2.20 265.50 | -7.26
117] | 7,578 | 3,789 |190,073|186,283| 33 1.99 69.01 | -7.99
1.2 7,071 | 3,535 |188,573185,037| 32 1.87 71.08 | -8.71
13 6,500 | 3,205 |187,073|183,777| 30 1.76 73.05 | 9.44
1.4 6,133 | 3,066 |185,573|182,506| 28 1.65 74.92  [-10.17
15 L g0, Subsidy 840 | 184.073[181,223[ 27 1.55 76.69 |-10.89
1.6 oo %641 [182,573 179,931 26 1.45 7839 |-11.62
1.7 4,887 | 2,443 181,073 |178,629| 24 135 8001 | -12.34
1.8 4,514 | 2,257 179,573 177,316] : 13.07
10 4,164 | 2,082 |[178,073 |175,001| 22 1.17 | -82.97 |-13.80
2.0 3,835 1,017 [176,573[174,655] 20 1.00 | C84.31 [-14.57)

Summary

Unit

Premium

GMG |Net GMG

Total ($)

4,218

191,573(187,354

Per cwt
of Farm Milk

($/cwt)

0.14

6.39 6.25

Per cwt
of Covered Milk

($/cwt)

0.28

12.77 | 12.49

13
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Deductible
Level
($/cwt)
0.0
0.1 : 0.76 Covered Milk 12.
0.2 0./9 6.43 0.70 13.5/ 12.87
0.3 6.74 6.41 0.65 13.47 12.82
0.4 6.69 6.39 0.59 13.37 12.78
0.5 6.64 6.37 0.54 13.27 12.73
0.6 6.59 6.34 0.48 13.17 12.69
0.7 6.54 6.32 0.43 13.07 12.64
0.8 6.49 6.29 0.38 12.97 12.59
0.9 6.44 6.26 0.35 12.87 12.52
1.0 6.39 6.25 0.28 12.77 12.49
1.1 6.34 6.21 0.25 12.67 12.42
1.2 6.29 6.17 0.24 12.57 12.34
1.3 6.24 6.13 0.22 12.47 12.25
1.4 6.19 6.08 0.20 12.37 12.17
1.5 6.14 6.04 0.19 12.27 12.08
1.6 6.09 6.00 0.18 12.17 12.00
1.7 6.04 5.95 0.16 12.07 11.91
1.8 5.99 5.91 0.15 11.97 11.82
1.9 5.94 5.87 0.14 11.87 11.73
2.0 5.89 5.82 0.13 11.77 11.

16% Dairy Ration and Class III Price Indexes (Jan.
2.50
225 . 16% dairy ration compose
—16% Dairy Feed of 51% (by weight) corn,
200 | =—Class III soybeans and 41% alfalfa
1.75
1.50 n l
1.25 I"
1.00 - L
V |
0.75 U.v v
0.50 T T T T T T T T T T T
L LD H P PSP LR
FFFIFFIFFFSFEFSFS

14
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LGM-Dairy: An Overview

Aug. 2008: Livestock Gross Margin Insura
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 withir
insurance year
Premium not due until after contract period
Subsidized premiums

USDA-RMA administered and purchas

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

v 1 — 10 months
» % of monthly IOFC (production) covered

v 0 —100% of certified production each month
v % coverage can vary across months

» Farm specific production, declared feed use, 1
deductible and premium ‘

v NMPF proposed revenue insurance program Would
be much less flexible
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LGM-Dairy: An Overview

Expected Prices: Today’s estimate
of future milk and feed prices

¥ Gross Margin (GM) = Total contract Expecte
value of milk — Total contract Expected feed ¢
» 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 o

months insured
v" One month’s low value can offset another
relatively high value as only total sum ma

¥ Gross Margin Guarantee (GMG) =
GM -

LGM-Dairy: An Overview

Actual Prices: Milk and feed prices
observed over insurance contract life

" Actual Gross Margin (AGM) = Total contrac
Actual milk value — Total contract Actual insu
feed cost

» Sum of monthly (Actual milk price x Insuré
milk) — Sum of monthly (Actual feed prlc
Insured feed use)

» 1 AGM per contract regardless of number of

months insured [
v" A month with a low value can offset a month wit
a relatively high value

16
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» The

QUIZ

» A milk contract is available the
month.

» What is the web address for contract discovery
information?

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

is your friend.

Friday of every
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Soybeans
DE, MD, NJ, NY, NC, PA, VT, VA, WV

-
e o el

ey
* oty s e e 7 e ot

-
* Lo e s b b ot
Pl

st v e o el
e L £ e 1 T i

Eneacm . Tl CETY s o g ey

b T e b i e T
[

frd wirw
i e por gt ree

i s
s, ot bt Ll e
il e s T ey TS e po— T
W n
Fares g
il LA ]
N e g A
P et ek
[T o )
e cinty v ek Lo, e dc. N
AB it mcinkng €A1
Avuisble @ Yot Lotz andy wrndstie bom priee ciny ence age.
Aeva il o gt b o v a1

ey v prdruon b, Arodable i Ko Corvi sl o e

eerrage Optas G b  c10p

S e e s g
'r'\'-'“-r\cnmququw
w-—-&.wmr-.. G et
ik el
- e _._....:_.._.m..:txmn
Lt et Praveried Planting

e s

ot ey e gt ey e
Loss Exampla i e
A e v gy el € bt e e 2 e

= e e T
e ™ e
e Dt 2 skl cume of fom. e

it
i

T s b

e e ass 10 wadl

Small Grains

Demtrars, Wi, Wy, W Jorey, e 750, W € avana
s e orm, g, e Vs

ommm o TmE
Foeua Letrems
o s

L L Coomage Loval
b e

Progacid Fros.

e s o et e

Cottgles Bk Prowesm ICAT) tovmape o Band
1 par

Canp Inatmnal %
iy PU—

s o s i o

e
® Vi 4 s o ey

W s
W o ) T
O e 12 300

Cheung!
B oy MY, V. T4 fn
it

A et v vt et W
iyeng ME¥T
L

e
it (g M1.VT By e MEE Y.
FATT Do g 8 0D 33 TP V.
-

. - =
— [t et A ey

. waaa

[A——— Dt b the Evest of Durmage oo Lows

(o=

-yt iy s st

e Corvetage Laveis arel Promiven

[ S — —

[ e ——— rvms e e b S of e remm w1

. varey L e

e varaen Tho o
e b 01105 [T
Protcnen . Cont Vi 110880
R Inmnce e 187
i — 10t
O e
sy byl o el ol X AR 1
s [ty ey
ot - Taure  Whers to Dy
sy e
: el s o o AT i
""mu—u-m-ntww
Insance P i

Errane Protretion - Lares e cove
Mwm»»m»ﬁmm
e decize o o,  combumancn

v e e o oo b, prce decke. o 4
ozt
Vi Prstretion

A
Haree Prce, sl

‘vrmlible L vt @ ek Gt et
P

Seplemectsl Covmroge Option (5C0)
Kuumhhin

Latn and Prevensed Planiing

P e i 1 o i o Tt e o o 5 T8 b o 508

NLows Exsmpile e e G St = oy W

Pt ettt ST =i
i o gt et e e B e S S

«.- " e e et The prged e e

T e i s

18



2017 Area Dairy Conferences

Traditional Crop Insurance Quote

Sate 19 M Unit Nusmber: 0081-8000 Projocicd Price:. $2.86
Counly: 038 Hariord Acree 10000 Price Percent. | 00
Ceop: 0041 Com Share 1003 Frice Volutility: 017
Flam: 02 RP Agpesvel Vidd #0100 Faperien Facinr: | 00
Practice (03 Man-lengated Rote Viddk L8000
Type IE Grais Tuatad R 5500
c‘;"‘ﬂ? Plan Unit Guar - Tolal Gar WA?: e Tl Coverage m::‘m Suibaidy ;:::::’I ;:E::?x
75% Wpoz EU 1350 1350000 LI ssiim|  siam 3,556 ] 577
7% SCO-RP-32 (] $76.43 $7643| 5193 51,260 3678 6,78
75 [ au 1350 1350000 152010 sszii|  s5nn s3017 52480
T SCO-RP-32 ou 47643 T3 81594 §1.260 3478
% e L 1440 14,400,060 455584 555584 54367 s2970
=3 SCOLRP-32 [ $4L69 19| 5L
) KP.02 ou 144.0] 14,400.00 55581 SS5564| 56,664 3,05
) SCO-RP32 ol HLGY siie9]  siam
w5 W0z EU 1550 15,300.00 £500.58 sEO0RH|  sEs03 52,97
% SCO-RP-32 EU $6.95 605 5264
5% [T ou 1530 15,300.00 300,58 sw0s8| 5791 33,009
A% SCORRP32 o 36,95 L B2

Fiease vur toe batorical o mals
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Pilot Insurance Program
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