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Thank you for the invitation to address dairy policy issues At USDA, we have agrong interest
in what is hgopening in dairy markets and in the performance of the Federd dairy programswe
operate, because milk is produced in dl 50 States, and milk sdes are an important source of farm
revenue. Farm milk slesthisyear will excead $21 hillion, over 10 percent of totdl farm sdesof
commodities Only sdesof cattle account for alarger proportion of farm receipts and even some of
those desarecul dary cows So, | will gart with afew comments on the dairy market Stuation and
then address afew key policy issuesthet are so srongly intertwined with the dairy economy.

TheMarket Context for Dairy Policy Development

Many factorswill determine the direction of Federd farm palicy. Thereare big picture
concarns, such aswhoisin politica power and what arethar views the date of the Federa budget
and how agriculture stacks up againg dl the priorities competing or funds. There are specific concerns,
such as how much any new farm proposalswould cost and what would be the market effects. And on
and on. But, akey factor dways, afactor that Congress and the Adminigtration dways want to
respond to, isthe Sate of the farm economy. And in 2000, the Sate of the farm economy is somewhat
drained.

Thedairy indudry today isfading many of the same generd pressures that much of farming
faces The padt two years have seen an extreordinaily large drop in farm income earned from the
market. Thisyesar, if direct government payments to producers are excluded, U.S. net cash fam
income is expected to be the lowest Snce 1984. Mog of the dedline in net farm income during the pest
two years has been aresult of wesk mgor crop markets, aslivestock markets Sarted to recover in
1999 and milk priceswere record high. Congder just the mgor program crops. whest, rice, corn,
sorghum, barley, oats, cotton and soybeans. Ther net cash income, exduding government payments,
during thefirg haf of the 1990s-that is 1990 through 1995-averaged dmaost $15 billion per year. This
year, their net income s expected to be only alittle over $3 billion. Thet isan enormous drop, and it is
no wonder thet farmers sought and Congress provided record-high government payments lagt year and
again thisyear. And those payments tataling $23 hillion this cdendar year, have mede adifferencein
maintaining cash flow and avoiding serious dett problems for modt farmers

But now milk hasjoined the low price dub after the collgpse of milk prices & the end of 1990.
Back in 1998 bad westher in the west and south reduced milk production, the srong economy raised
demand for dairy products, and dedlining feed prices dl heped lead producersto expand U.S. milk
production by 3.4 percant last year and an expected 3 percent inthisyear. Thisincreasein milk
production isthe largest back-to-back, two-year surge in milk production on a percentage basis snce
1980 and 1981, nearly 20 yearsago. Asareult, USDA forecadgtsthe dl-milk priceto average
$12.40 per cwt. this year, down 14 percent from lagt year, 20 percent from 1998, and the lowest leve
snce 1991. Looking aheed to 2001, USDA forecagts the dl-milk price a $12.70 per cwt, only dightly
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better than thisyear. Feed prices are lower, S0 cogts are down, but we dill sseaonly dow recovery in
net income for mogt dairy producers.

In addition to wesk milk prices, a second mgor market issue is the continuing adjusment to
ongoing sructurd changes, which could well acoderae. The mogt obvious changeisin the Sze of dairy
operations The number of dairy farms has declined sharply in the last 50 years, and therate of dedline
remains Seedy a 5-8 percent per year, as Sndler farms are being replaced by larger operdtions. The
fastest milk production increases this year are modtly coming from the western dates where the farms
aelages. Theaverage Sze of dairy faams now varies gregtly by region. Northeest dairy fams are
near the nationd average of 82 cows per farm, the Upper Midwest tends to be below the nationd
average, and dairy faamsin the West and Southwest tend to be above the nationd average. For
example, lessthan 1 percent of farmsin Wisconan have 500 or more cows. 1n comparison, over 40
percent of Cdiforniafarms have 500 or morecows  Today, onefifth of the nation’s dairy farms have
30 or fewer cows, and at foreseegble prices that Sze farm generates areturn over variable expenses
not much above the poverty levd. So, thereis and will continue to be enormous pressure on dairy
famsto get larger.

Issuesin Mg or Federal Dairy Programs

Federal Milk Marketing Orders. Inthisworld of continuing price pressure and sructurd
change, the proper role of Federd dairy programswill continue to be intensdy debated. Frst among
theseis Federd milk marketing orders, voluntary programs that cover 70 percent of the milk merketed.
Orders of course provide two key functions, minimum prices by use and pooling of revenues so that
each producer recaives an average or blend price. | want to comment on the economics of orders and
alesson we have dl learned from recent higtory.

Upper Midwest dairy producers and anumber of economidts, long argued thet many of the
Class| differentids interfere with market prices and encourage production in aress where, without
regulation, production would beless The agument isthat some  differentids are larger than needed to
produce an adequate supply of milk for fluid needs. Thiswasahig issuein the 1996 Farm Bill debete,
which ended by directing USDA to reduce the number of Federd orders and authorizing USDA to
meke other changesin orders

Asaresult, USDA conducted amgor review of orders and issued afind decison reducing the
number of Federd ordersto 11. USDA dso conduded that some Class| differentids ought to bea
little lower to reflect the availability of doser fluid supplies to some demand aress. USDA  would have
increased differentidsin the Upper Midwest and generdly reduced them esawhere, except in Horida
Nationdly, the average Class| differentid would have been reduced from $2.58 per cwt to $2.29, a
drop of $0.29 per owt. USDA ds0 redefined the dass| mover, no longer dwaysto bethe dasslll
price, but to be the higher of thedassllil or dass |V price. Over time thiswould mean ahigher dass|
mover compared with aways usng thedasslli| price. So, USDA’s proposd offered alittle higher
dass| mover to go dong with alittle lower average dass | differentid, without much changein fam
incomein the aggregate. In the end, however, there was enough opposition to the proposed changein
dass| differentias that Congress only bought haf the proposa. They took the higher dass | mover but
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rgected the lower differentias, and implemented aregiond Class| pricing sructure that changed some
differentids, left them unchanged in many arees, and | eft the average unchanged.

To put these eventsin higtorica pergpective, | think it isimportant to undergand thet the trend
in farm palicy over the past decade has been to try to meke dl farm programs more economicaly
effident, which is generdly achieved by letting markets determine what is produced and where.
Economic efidency is maximized by usng capitd and ather resources in the commodities and regions
where markets vaue them the highest. Making that hgppen does nat have alot to do with how much
government spends on farm programs. It has more to do with how a program is operated, epedidly
whether production and marketing decisons by producers are made in reaction to the market or in
reaction to program incantives. A recent study by Gardner edtimated that dthough about the same
amount has been spent on farm programsin the late 1990s asin the mid 1980s, the programs of the
1980swere 5 times more economicaly ineffident astoday’s programs. The efficdency gainshave
mainly resulted from the dimination of government st-agde programs and reduced loan rates.
USDA's proposed changesin Federd milk marketing orders were one way to improve the economic
effidency in milk production and digtribution.

Thelesson learned from order reform is thet the efficiency gains would not have been terribly
large, and sodety, acting through Congress, decided the efficiency improvements were not worth the
geogrgphicd redidribution of dairy income thet would have resulted. And because of the Srenuousness
of the debate, | redly don't think thet anyoneis going to take on mgor order reform again inthe
foressegble future. Ingteed, the focus will beto dean up amdler issuesin orders. For example,
Congress mandated that USDA review the new pricding formulas for Class 11 and Class 1V milk, with
any changesimplemented by Jenuary 1 of next year. You will hear adiscusson of theinasesson
tomorrow.

The next chdlenge to Federd milk marketing orders may wel comein theinterngtiond arena,
There has been increesing interest in Some regions, such as the Netherlands and in the Organization for
Economic Cooperation and Development, to cdl orders “ production and trade digtorting,” making
them subject to disdipline under the WTO. Thisissue may be asubject of discusson under the ongoing
WTO negatiations on agriculture. USDA does not believe Federd milk orders should be dassfied as
trade digorting and subject to discipline under the WTO.

Price Support Program for Milk. A program fadng immediate and subgtantid actionisthe
price support program, whaose authority expires a the end of thisyear. USDA'’s pending
gopropriaions hill for next year is expected to extend the price support program for one year and the
Adminigration supports extending it through 2002, when authority for other farm programs expires.
Many producers did not embrace the price support program through much of the 1990s because, prior
to the 1996 farm hill, they paid assessments which were viewed as a price tag for the program and, the
support leveswere often wel beow market prices, o there was very little support being provided.
Support has been provided the past two years as government purchases have increesed, and thereis
both good news and bad newsin thet sory. The good newsis that farm incomes are being supported.
Without the program, we esimate thet milk prices would be $0.30-0.50 per cwt lower than with the
program. The bad newsistha the effective levd of support is not the samein dl regions and whenever



prices are supported, market Sgnds are thwarted and production decisons are baing influenced.
Producers cut back production less than they otherwise would.

Ancther problem isthat lagt year, USDA purchased 176 million pounds of nonfat dry milk
under the price support program a acogt of nearly $200 million. Thisyear, we think we will buy 480
million pounds of nonfat dry milk, about 40 percent of totd U.S. production for the year, but no butter
and only alittle cheese. So our purchases are quite large and imbalanced. Government stocks of
nonfat dry milk could excesd 500 million pounds at the end of thisfiscd yeer, alevd unssenin nearly in
15years. Lad year, 125 million pounds of powder held in government inventory were moved out
under severd domedtic and internetiond programs. At thet rate, it would take 4 yearsto move the
expected government stockpile, and longer if the price support program is extended. We are now
examining options for reducing the sodkpile of nonfat dry milk without disrupting its commercid
market.

The obvious economic prescription is to reduce the USDA purchase price of nonfat dry milk
and offsat that with an increase in the purchase price of butter, while continuing to support the overal
price of milk a $9.90 per cwt. That would reduce government purchases and the cogt of the support
program. We can legdly make such a change, but the dilemmais thet it would dso lower milk pricesto
producers & atime when prices are week. And blend priceswould fal even morethenin the ped,
because under Federd order reform, the Class | priceistied to higher of the Classllii price or the
Class|V price, and currently it isthe price of milk used to produce butter and powder thet isthe base
for the Class| price.

Recently, USDA reviewed purchase prices and increased the purchase price of cheese by 2.2
cents per pound and the purchase price of butter by 1.8 cents per pound in order to be consgent with
the pricing formulas under Federd order reform. But we did not change the purchase price of powder
because of the large purchases we are making.

What will be the fate of the price support program? The program isdesgned asasafety net to
suppart income in the off year when milk prices are excessvdy low. However, farm policy hes
generdly moved away from programswith rigid floors Grains, oilseeds and cotton now have
marketing assgance loans, which let pricesfdl beow loan rates. The peanut loan rate has been
reduced. And even the sugar loan rate is under atack as sugar loan collaterd is now being forfated.
Given the concern over the effects of higher 1oan rates on competitiveness and production incentives |
think there is not much prospect that the support price for milk will be raised gppreciably to provide
grester income support.

Up to this point, Congress has been pretty clear that it won't raise support prices to support
dary incomes. They extended the support price a the $9.90 levd for one year, but they provided
additiondal dairy income support al as direct payments-$200 million in 1998 and $125 miillion in 1999.
The Senate-passed agriculture gopropriaions bill contains provisions that would provide about $440
million in direct paymentsto dairy producers.

These actions by Congress suggest that income support for dary faamersisnat likely to
disappear, as envisoned by the 1996 Farm Bill. But | don't think income support islikdly to take the
form of high price supports or codly direct payment programs either. | bieve there will be continuing
Oebate about having a price support program set near current leves, or replacing it with amodest direct



5

payment program. And with regard to direct payments, there would be focus on targeting the bendfits
We have dearly obsarved thet as farms concentrate, or indudtridize as some would say, thereisless
public interest in spending taxpayer dollars to support large operations. The hog indudry isan example.
The emergency soending bills by Congress are notable for their lack of support for hogs, despite a 50-
year low in hog pricesin late 1998.

Export Assstance. USDA dso suppartsthe price of milk by subgdizing dairy exports.
Taiff-rate quotas dso limit U.S. imports of many dairy products. In 1999/00, about 250 million
pounds of dairy products, mainly nonfat dry milk, recaived export subsidies under the Dairy Export
Incentive Program (DEIP). Thisyear, DEIP exports could drop to haf of thet level, due to our WTO
Uruguay Round commitments

The WTO negatiations on agriculture are proceeding in Geneva. Countries mudt table thar
proposas by the end of thisyear. The U.S. proposa waas tabled in mid summer, and it cdlsfor grester
import access, the end of export subsidies and further limits on trade digtorting domestic support. All of
these proposdls if adopted, would have seriousimplications for the U.S. dairy industry and dairy
policy. They would mean moreimports, the end of DEIP, and tighter limits on income support
programs. The market-ariented proposdsin the WTO cannat be ignored when designing domedtic
dary programs. They areasgnd tha domestic programs mugt be increesingly market oriented and
sengtiveto globa competition.  This could well make us pay more atention to non-digorting programs
such as conservation, risk management, research and market promotion.

Northeast Intersate Dairy Compact. Ancther policy issue that must be resolved isthe
Northeedt Intersdate Dairy Compect, which evolved from concerns over loss of dary famsin the New
England. The Compect establishes aminimum price for milk in fluid use thet sometimes exceedsthe
Federd order minimum pricein the Sx New England Sates  Dairy famersin many other arees of the
country support compacts asaway to raise prices, and more than twenty States outside of New
England have passed legidation to join the Northeest or a Southeast compact.

The economics of acompact generdly are not the same as a price support program. Under a
price support program, dl farmers face a higher blend price when the support program is operating.
And, the government is supporting the market price for everyone by removing surplus product from the
mearket. Neither of those conditions may hold for acompact. Under acompect, the higher fluid prices
do increase blend pricesin the region, consequently they can increase thet region’s milk production and
reduce fluid milk consumption. Unless the compect removes surplus from the market through itsown
supply control, the increased milk supplies go to manufacturing and lower prices for manufactured dairy
products. If thereisno supply control and you arein an region outdde the compect areg, your blend
pricewill fal. For these reasons and because of the effect of compects on lower income households
and food assgance programs, | think Congress will have much difficulty in extending or expanding the
current compact, dthough | am mindful they have doneit in the pedt..

| want to condude by emphaszing thet with dl of the dynamic change going onin thefarm
economy and indairy, it would beamigtake to put dl of our palicy atention on marketing orders and
the faam income safety net. The Federd government must continue to negotiate more open markets



globaly and work to reduce trade digorting foreign subsdies. The government must ensure domestic
markets are competitive and that farmers have negatiaing power in imperfect markets The
government should ensure new market inditutions, such as e-markets and contracting, arefair,
competitive and not discrimingtory.  The government must hep ded with the environmentd impects of
farm production. The government should help ensure adequiate risk manegement tools are availadle.
The government must conduct basic reseerch thet teaches us more about the qudlity and hedth effects
of milk and dairy products, the Stence of dairy cows and milk production, the economics of milk
production and marketing and what is needed to develop new dairy products  So isthere anything left
for theindudry to do? Asgreet asour chdlengeis yoursisgreater. All you mus do isforever drive
to produce high-qudity, safe dairy products that consumers want, a the lowest possble cos andinan
environmentdly friendly way. Y ou have been medting that chdlengefor along time. We hope USDA
can hdp you and we wish you the best in continuing to meat that chdlengein the future



