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Rice Dairy,* Chicago. He is a guest
columnist for this week’s issue of
Cheese Market News®.

Looking to the latter half of 2010

For many, 2009 was hardly a year
that people expected or knew how
to analyze in terms of historical
perspective. At the tail end of 2008,
with commodity prices throughout
the world plummeting, dairy prices
came tumbling down too. We entered
December 2008 with block cheese
prices in the $1.80s and by Jan. 7,
2009, blocks were trading at $1.04,
representing a42 percent decrease in
market value in just a 30-day period.
Chicago Mercantile Exchange butter
made itaslowas $1.09, and the nonfat
drymilk price spent several months at
$0.80. International prices, operating
without government support levels,
were reported in at prices muchlower
than the United States.

Feeling that this market drop could
only be short term in nature, many
market participants approached the
market in ways that seem to still be
affecting the market today. End users,
or those with upside marketrisk, used
the lower prices as an opportunity to
begin building stocks. These stocks
were purchased with the intent of
being a physical hedge, so that when
prices ultimately recovered, end us-
ers would simply draw down on these
stocks, as opposed to being forced to
purchase at the higher levels that
were sure to come.

Dairyproducers onthe other hand,
feeling equally convinced the break
would only be a few weeks to a month
long, did everything they could to keep

fromreducing their milk output. While
some had used the earlier premiums
in the futures markets to lay off their
downside risk (the equivalent of
end users buying futures or building
physical stocks), most felt noreasonto
forward contract their milk at the low
levels the futures were offering.

The lending institutions, who had
lent very large sums of money in or-
der to fund the enormous expansion
of milk during the last four years,
seemed to find themselves caught in
the downdraft of lower prices as well.
With many feeling that their competi-
torshad made loans to borrowers with
questionable debt/equity ratios, the
banks appeared to take on the same
“this can’t last” attitude, and many
did very little to force the hand of
producers to begin liquidating.

As time went on, stocks built,
production maintained, and prices
remained low. In fact, it wasn’t until
late August, with what many feel was
precipitated by the increase in Com-
modity Credit Corp. support levels,
that blocks were able to move above
$1.40 level. This means that almost
eight months were spent with milk
prices at an average of $10.28 on a
Class III basis. With even the most ef-
ficient producers reporting that their
break-evens were in the $14.00 area,
it becomes obvious that there was
a very significant hit to the already
fragile equity levels of most dairy
producers.

At the same time, the physical
stocks that were put up in the spring
didn’t seem to be needed until holiday
demand season, if they were needed
at all. The most recent cold storage
report indicates that total cheese
stocks stand at 17 percent higher
right now than they were at this same
time last year. Milk production, while
hindered, is only down slightly more
than 1 percent as compared to last
year. In other words, the elements of
a sustained recovery have yet to fall
into place, and the decisions made
during the first part of the year by
the buyers/sellers/lenders are still
haunting the market today.

Iwillmake the argument that those
very same decisions were not incor-
rect decisions. I just think they were
off in terms of their timing. In fact, I
believe those decisions are what are
going to lead to prices in the tail end
of 2010 moving back to historically
high levels.

From the end user perspective,
much of the cheese that was pur-
chased for the use of physical hedges
is going to be rounding the year-old
mark and was purchased atlevelsless
than $1.30 per pound. End userslikely
willlook to turn that product into cash
andwith current spot levels still above
their purchase plus carry levels, they
will start the process of clearing the
market. At the very least, they will
likely stop building inventories.

As we move into a period of de-
clining prices, the producers who
have been skating by on razor thin
debt/equityratios and the good graces
of their lenders and feed suppliers
will likely begin having to make more
tough decisions, and I think both cow
numbers and production per cow will
start to drop again. Infact, I think the
liquidation stands to be more wicked
than many expected, as the banks
simply won’t want to go through an-
other round of pain like they did last
springasthe equitylevels are inmuch
worse shape today than they were
then. At the very least, there won't
be the necessary expansion that many
believe the annual 2 percent increase
indomestic dairy demand will require
to satisfy the market.

This process of clearing the physi-
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calmarket and simultaneously reduc-
ing production levels will of course
take several months to work through,
but I think as we move into the July-
December period, typically thought
of as the demand period, we will find
that our stocks have been liquidated
and our ongoing production capabili-
ties will have been severely damaged.
This, I believe, will cause our markets
to move back to historically high, if
not record high, levels.

So for those who have upside price
risk as it pertains to dairy prices, I
suggest you look for ways to mitigate
that risk and that you focus your at-
tention on the second half of 2010.
There are certainly several methods
you can employ to conquer that task,
one of which is the futures and op-
tions market, which offers a default
free, transparent method of mitigating
that risk.

Currently, futures are pricing
cheese during the July-Decembertime
horizon around $1.71, which sounds
like a historically high level to be
building stocks. However, when put
in the perspective that we just came
off the $1.72 level during a time with
milk production only down 1 percent,
more than ideal weather conditions
throughout most of the year, world
economic conditions that are shaky
at best, and inventory levels at 17
percent higher than last year, $1.71
may ultimately be seen as a very
cheap level if the factors mentioned
above begin to turn in even the slight-
est fashion. In other words, I find it
wise to prepare for higher prices in
the second half of the year. CMN

“These observationsincludeinformation
Jrom sources believed to be reliable, but no
independentverification has been made and
therefore their accuracy and completeness
cannot be guaranteed. Opinions and recom-
mendations expressed are the opinion of the
author and are subject to change without
notice. The risk of loss in trading futures
contracts or commodity options can be
substantial, and investors should carefully
considertheinherent risks of such an invest-
ment in light of their financial condition.
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