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LGM-Dairy: A Viable Margin Risk Management Program

In the December 2, 2011, issue of the
Cheese Reporter, John Umbhoefer,
executive director of the Wisconsin
Cheese Makers Association, pro-
vided a summary of his organization’s
position as to where efforts in chang-
ing US federal dairy policy should be
directed. In that editorial he stated
that the 2012 farm bill should
“Develop a producer-funded margin
insurance program executed by
USDA.” (see www.cheesereporter
.com/Umhoefer/umhoefer.htm).

We thought we should provide
some information as to a currently
existing program that is being
actively used by dairy farm operators
for margin risk management. This
program is the Livestock Gross Mar-
gin for Dairy (LGM-Dairy) insur-
ance program administered by
USDA’s Risk Management Agency.
This program has existed since 2008
and is available for all dairy farms
both small and large in all states
(except Alaska and Hawaii).

This program is a pilot program
that is supported by a combination of
producer premiums and direct pay-
ments from USDA funds. This pro-
gram has proven to be so popular
that for the last two insurance years
the funds have been depleted well
before the end of the year.

In 2010/11 the funds were used up
by March 2011 with most of the sales
occurring after September 2010. In
2011/12 the funds available for this
program were used up after only two
months of contract offerings.

In spite of the inadequate funding
for this program, in 2010/11, 46.2
million hundredweights was insured
which represents 2.1 percent of the
2010 US milk production. In 2011
40.6 million hundredweights were
insured which is 2.4 percent of 2010
milk production. This latest sales fig-
ure occurred again with only two
months of funding available.

Given the history of this program
the dairy industry could “hit the
ground running” if the farm bill
would (i) remove LGM-Dairy from
its pilot program status, (ii) use the
savings from the MILC and Dairy
Price Support Program elimination

to SUBSTANTIALLY increase the

funding for this program, and (iii)
extend the effectiveness of this pro-
gram by reducing the premium subsi-
dies currently in place.

Many insurance providers have
indicated to us that they have cus-
tomers who would be willing to pur-
chase this insurance with $0 subsidy.
Our research has found that the dairy
producer cost of this insurance pro-
gram is relatively low (even without
the premium subsidy) when com-
pared to other margin risk manage-
ment strategies.

Here at the University of Wiscon-
sin we have an active LGM-Dairy
training program for dairy farm oper-
ators, insurance providers, agricul-
tural lenders and other educators.
We have also developed an exten-
sive website with informational
regarding LGM-Dairy
including online decision support
tools.

resources

If you would like more informa-
tion access the webpage: http://

future.aae.wisc.edu/lem dairy.html .
We

have the foundation of 13

viable margin risk management pro-
gram. We don’t think we have to
reinvent the wheel.

Editor’s Note: Profs. Gould and
Cabrera are the co-authors of a recent
report, USDA’s Livestock Gross
Margin Insurance for Dairy: What
is it and How Can it be Used for
Risk Management, which provides a
brief overview of the LGM-Dairy pro-

gram. The following information is

taken from that report, which is avail-
able at http://future.aae.wisc.edu/lgm-
dairy/lemdairymanual.pdf .

Livestock Gross Margin insurance
programs have existed for swine and
feeder cattle for more than a decade.
These programs
designed to offer protection against
declines in livestock feeding margins
(i.e., selling price minus feed costs).

For beef cattle, the insurance
product pays producers an indemnity
when the spread between fed cattle
sales value and the costs associated
with feeder cattle and corn feed are
reduced. With swine, an indemnity
is paid based on the relative sale

insurance are

price of market hogs and the costs
associated with the feeding of corn
and soybeans.

LGM-Dairy is a natural extension
of the cattle and swine insurance
programs. The program is a risk
management tool that allows dairy
farm operators to purchase insurance
to protect against unanticipated
decreases in their gross margin, or
the difference between estimated
milk revenue and feed costs or
income over feed cost (IOFC).

Under this policy, an indemnity
(insurance payment) at the end of
coverage period is the difference, if
positive, between the anticipated
gross margins at contract purchase
and actual gross margins.

Under LGM-Dairy, the evaluation
of all revenues and feed costs are based
on current futures contract settle
prices that exist at insurance sign-
up. In contrast to the use of tradi-
tional futures and options strategies,
there are no purchases of futures and
options to offset the insurance posi-
tion.

CME Class 111, corn and soybean
meal futures and options markets are
only used as information sources in
the setting of premiums and at the
end of the contract, an insurance
payment determination. As there
are no actual futures markets trans-
actions, there will be no margin
calls, should prices move against
one’s position.

In addition, in spite of the Class
III options market being relatively
thin, the desired LGM-Dairy con-
tract may be undertaken, regardless
of the level of activity in the actual
Class III options market.

The contract premiums are estab-
lished to be actuarally sound in the
sense that over the long run, the
expected indemnities paid equals
the producer premiums. A unique
feature of LGM-Dairy is that premi-
ums are not due until the last actual
prices can be estimated. This could
be 13 months after the contract was
purchased.

In contrast, when purchasing
futures and options contracts, premi-
ums and other fees must be paid at the
time of purchase of these contracts.
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