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Background - History

}  Agricultural crop insurance has been around for many decades.

B Authorization with Federal Crop Insurance Corporation, FCIC, 75th U.S. Congress on
February 16, 1938.

B The FCIC was created under Title V of the Agricultural Act of 1938.

BIlIt is the stated opurpose of this subtitle to pr
economic stability of agriculture through a sound system of crop insurance and providing
the means for the research and experience helpful in devising and establishing such
i nsurance. 6

B Each new agricultural act or farm bill reauthorizes the FCIC and this is true of the current
Food, Conservation, and Energy Act of 2008, Public Law 110 - 246.
} The actual LGM - Dairy Insurance product was developed by lowa Agricultural
Insurance Innovations Consortium, L.L.C.(1All).

}  Section 508(h) of the FCIA provides for the submission of new insurance products
to the FCIC, which, if found to be actuarially sound, can be offered for sale by
certified agricultural crop insurance agencies.

y  The product itself is owned by IAll. IAll has created other livestock insurance
products, such as LGM - Swine and LGM - Cattle prior to LGM - Dairy.

» A complete set of documents covering all aspects of the LGM - Dairy can be
accessed at the USDA RMA website



http://www.rma.usda.gov/livestock/

What is LGM Dairy?

} Federally reinsured dairy insurance program
administered through the U.S. crop insurance
program.

1 Indemnifies against unexpected declines in gross
margin (market value of milk minus feed costs)
on specified target quantity of marketed milk.

} Uses averaged futures prices to determine the
expected gross margin and the actual gross
margin .

BMi mics the OAsiand0 option
prices

f
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What is the gross margin in Ohio?

» Milk price, yields, feed cost, nonfeed cost, operating cost and calculated margins
for a typical Ohio dairy farm: 2003 0 2010.

USDA Cost and Returns Data: Chio 2003 - 2010
2003 2004 2005 2004 2007 2008 2009 2010 20117
Mailbox Price(a) 12.35 15.87 15.07 13.04 19.34 18.83 13.41 16.54
Avg Yield(b) 47.3 47.6 48 48.9 49.3 49.8 51.4 53.3
Feed Cost 9.06 9.3 2.95 T.87 2.85 12.19 9.52 9.28
Monfeed Cost 3.05 3.04 3.41 3.56 3.87 4.3 3.8 3.96
Total OpCosti c) 11.83 12.05 12.06 11.17 12.44 16.2 13.03 12.92
Income / Unit per cwt. Milk shipped

Margin / Feed 3.29 6.57 6.12 5.17 10.49 6.64 3.89 7.26
6.13 99, 7% -6.8% -15.5% 102.5% -36.7% -41,4% &6.6%
5.84 53% 106% 99% 84% 170% 107% B63% 117%
Margin / Nfeed 9.3 12.83 11.66 9.48 15.47 14.53 9.61 12.58
11.33 35.0% -9.1% -18.7% 63.2% -6.1% -33.9% 30.9%
11.73 78% 108% 98% 79% 130% 122% 81% 105%
Margin / TOC 0.52 3.82 3.01 1.87 6.9 2.63 0.38 3.62
2.84 &34.6% -21.2% -37.9% 269.0% -61.9% -85.6%  852.6%
2.02 13% 134% 106% B6% 243% 92% 13% 127%

a] Mailbox price as reported by the Mideast Federal Milk Marketing Order.
b] Avg Yield calculated from the USDA Milk Production Reports.
] Total OpCost excluding marketing cost.




Expected Prices
Determined

Producer Inputs
Target Marketings

Gross Margin
Guarantee

Gross Margin Guarantee
Minus
Actual Gross Margin

Indemnity

Actual Gross
Margin
Calculated

Actual Prices
Determined




Causes of Loss Covered

. What is covered for loss?

BLGM for Dairy covers the difference between the
gross margin guarantee and the actual gross
margin.

+ What is not covered for loss?

BLGM for Dairy does not insure against death loss or
any other cause of production loss or damage to
the producer os dairy cattl e.




What LGM-D is Not

} LGM does not protect milk producers against
multiple year declines in milk prices or
Increased feed costs

} LGM does not protect milk producers against

anticipated declines in milk prices or
Increased feed costs




Dairy Gross Margin

} Projected Margin = Projected All Milk Price
minus Projected Feed Costs

 Projected All Milk Price = CME Futures Price
(Class Il milk contract )

1 Projected Feed Costs = Amount of corn *
(CBOT Corn Price) + Amount of soybean
meal * CBOT Soybean meal Price




Dairy Margin Risk Management with Options

A How can a producer establish a  floor on Revenue over Feed
Costs (ROFC) using the optlon market?
U Class Il put options : Creates milk revenue floor

u Requires a premium and broker fee and cannot be tailored to an individual farm size

U Feed call options : Establishes feed cost ce/ling

u Requires a premium and broker fee and cannot be tailored to an individual farm size

U Using this bundled option strategy, producer can
establish an ROFCfloor

$/cwt

Milk revenue
_______________ floor

} Minimum Revenue over feed cost = Margin

Feed cost ceiling
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Dairy Margin Risk Management with LGM

A How can a producer establish a  floor on Revenue over Feed
Costs (ROFC) using the insurance market?

U Purchase an LGM - Dairy contract
u Requires a premium, no broker fee, and can be tailored to an individual farm size
U Feed call options : Establishes feed cost ce/ling
u Requires a premium, no broker fee ,and can be tailored to an individual farm size
U Using this /nsurance strategy , producer can establish an
ROFCfloor
$/cwt

Milk revenue
_______________ floor

} Minimum Revenue over feed cost = Livestock Gross Margin

Feed cost ceiling
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LGM-D Contract Sales Period

1 LGM- Dairy: The sales dates for the policy are the
end of business on the last F riday thatis a
business day for each of the 12 calendar months
and ending at 8pm(CDT) the next day.

+ The application must be completed and filed not
later than the sales closing date of the initial
Insurance period for which coverage Is
requested.

1 Coverage is effective only after the insurance
company receives and accepts a completed
application and a target marketing report, and
the insurance company sends the producer a
written summary of insurance.




A Contract sales period is the last Friday of the month that is a

LGM- Dairy: Contract Sales Period

business day until 8:00om (CDT) on Saturday.

February 2011
Sunday Monday Tuesday Wednesday Thursday Friday Saturday
1 B 3 4 B
Insurance
6 7 8 9 o SIgn-up 12
period
13 14 15 16 17 1 \ 19
b0 21 2 3 74 25
7 28
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Insurance Period

} There are twelve insurance periods in each

calendar year. Each insurance period runs
for 11 months.

+ For the first month of any insurance period,
no milk can be insured.

Aug Sep Oct | Nov | Dec | Jan | Feb | Mar | Apr | May | Jun | Jul
Policy No —___ :
p”ﬂ"haggd p01!grﬂgg ‘ L’\‘S [Rjiﬂr CE CO I ERA GE P

Figure 2: Livestock Gross Margin for Dairy (LGM-Dairy) Insurance Periods. E.g.,
policy purchased on August Sales Closing Date.




LGM- Dairy: Expected Prices

A All 10 months of Expected Prices, {Class 3 milk and Corn and
Soybean Meal} are known and used at time of sign - up

U Average of last 3 days of futures settlement prices for each

month/commodity including sign

- up Friday

February 2011

Sunday

Wednesday

Saturday

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

AN

13
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Advantages of the LGM policy

; Two advantages over traditional options:

BConvenience

{ Producers can sign up for LGM twelve (12) times per year
and insure all of the milk they expect to market over a
rolling 11 - month insurance period.

BCustomization

1 The LGM policy can be tailored to any size farm.

1 Options cover fixed amounts of commodities and those
amounts may be too large to be used in the risk
management portfolio of some farms.

{ The producer does not have to decide on the mix of
options to purchase, the strike price of the options, or the
date of entry.




Approved Target Marketings

y maximum amount of milk  that may be
stated as Target Marketings on the
application .

» Approved Target Marketings are certified by
the producer and are  subject to inspection

by the insurance company.




LGM_Calc_Ver2_OSUE: An Excel
Workbook Example

}

LGM_Calc_Ver2 OSUE

BMicrosoft Excel Workbook available for both Excel
2003 or Excel 2007 versions.

BAvalilable on the Ohio Dairy Web 2011 website

1
BAvallable by email requestto  thraen.1@osu.edu

Includes all of the components required to
evaluate Livestock Gross Margin @ Dairy
Insurance product.

BActual premiums must be calculated using the RMA
Premium Calculator at the time of the contract.



http://aede.osu.edu/programs/ohiodairy/
http://www.rma.usda.gov/tools/premcalc.html

} Target marketings for any month of an
Insurance period cannot be greater than the
approved target marketings for that
Insurance period.

1+ Your target marketings are due at the time of
application in the initial insurance period and
your target Marketings Report is due by the
sales closing date in subsequent insurance
periods .

} Target marketings cannot exceed 240,000
cwt for a single contract year and single
owner.




