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Abstract

This paper offers advice to veterinarians that ser­
vice small dairy producers in the United States (US). 
There are opportunities in today’s market place for dairy 
producers that want to remain small, but only if they 
follow a few basic business practices. These may in­
clude getting to an optimum size that will generate ad­
equate income for family living while avoiding the 
problems associated with a “large farm,” limiting invest­
ments and debt, focusing on just milk and heifer pro­
duction, achieving high levels of productivity per cow, 
and avoiding some of the “philosophical issues” that 
prevent small farms from achieving profitability. In 
fact, these rules apply not only to small dairy farms, 
but any business. Small dairy farms can take advan­
tage of strategies used by their larger competitors in 
order to prosper in the years ahead.

A central theme in this paper is that not all farms 
in the US have the same goals for profitability family 
income and size of operation (number of cows). For ex­
ample, some farms want to limit farm size in order to 
avoid hiring labor beyond what the family can provide. 
Others want to build equity before retirement. For oth­
ers, a family may want to significantly expand in order 
to create opportunities for a son or daughter that wants 
to participate in the business. Thus it is important to 
recognize that people have different goals and objectives. 
That said, these goals must make sense in today’s com­
petitive market environment.

Resume

Cet article offre des conseils aux veterinaires qui 
font affaire avec des producteurs de petites fermes 
laitieres aux Etats-Unis. Dans le marche economique 
actuel, la reussite pour les producteurs qui ne desirent 
pas s’agrandir n’est possible qu’en suivant quelques 
regies d’affaires bien simples. Ces regies peuvent inclure 
de choisir la taille optimale du troupeau qui permettra

de generer assez de revenus pour supporter la famille 
tout en evitant les problemes associes a la gestion des 
grandes fermes, de lim iter les investissements et la 
dette, de mettre l’accent sur la production de lait et de 
genisses de meme que d’atteindre une forte productivity 
p ar vache tou t en ev itan t les problem es d’ordre 
philosophique qui empechent les petites fermes d’etre 
rentables. Ces regies s’appliquent non seulement aux 
petites fermes laitieres mais en fait a toute entreprise. 
Les petites fermes peuvent beneficier des strategies 
utilisees par leurs plus gros competiteurs dans le but 
de prosperer ulterieurement.

Le theme principal de cet article est que toutes les 
fermes aux Etats-Unis n’ont pas les memes buts en ce 
qui concerne la rentabilite, le revenu familial et la 
grosseur de l’en treprise  (nombre de vaches). Par 
exemple, des fermes veulent limiter leur operation pour 
ne pas avoir a engager de la  m ain  d’oeuvre 
supplementaire. D’autres encore veulent accumuler des 
elements d’equite avant la retraite. Dans d’autres cas, 
une ferme peut s’agrandir pour donner une chance a un 
fils ou a une fille de participer a l’entreprise. II est done 
bien important de reconnaitre que differentes personnes 
ont des buts et des objectifs differents. Ceci etant dit, 
ces bu ts doivent e tre  rea lis te s  dans le contexte 
economique competitif actuel.

Consolidation in the US Dairy Industry and 
Possible Reasons

The United States (US) dairy industry has been 
facing rapid consolidation over the last decade. Farm 
numbers have declined and output per farm has in­
creased. According to USDA data, the number of dairy 
farm operations in the US declined from 159,450 in 1993 
to 97,560 in 2001. Production per cow, however, grew 
from 15,722 lb (7,146 kg) in 1993 to 18,139 lb (8,245 kg) 
in 2001. Also, 57% of the milk produced in 2001 was 
from farms with 200 cows or more. In 1993, only 36.3% 
of milk was from this size group.
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There are many opinions regarding the reason for 
this consolidation in the US dairy industry. Here are 
my top five reasons:

1. low milk production,
2. poor sales relative to investment, resulting in a 

low return,
3. poor business knowledge,
4. labor inefficiency, and
5. low quality milk.
Clearly some of these overlap. First, one should 

recognize that milk is the product that a dairy farm sells. 
If it costs $8 in feed to generate 100 lb (45.4 kg) of milk 
sold for $15, then it makes sense to expand since there 
is the potential for profit. In many cases, expanding 
productivity per cow will allow you to lower your feed 
costs to say $7 per 100 lb of milk, even though you are 
purchasing more feed. With very few exceptions, farms 
with high levels of productivity (annual milk sales per 
cow) have the potential to generate more profits than 
farms with low levels of milk productivity.

Related to this issue, no business can survive with­
out increasing sales each year. To keep ahead of infla­
tion, dairy farms must increase milk sales each year in 
order to have sufficient profits to live on. Given volatile 
milk prices, that means developing a plan to expand pro­
duction each year through more cows and higher milk 
production per cow (productivity). That does not mean 
you need to jump from 50 to 5,000 cows. But it does mean 
you need to increase your sales at least 5-15% each year 
by improving productivity or by adding a few cows.

Second, no business can continue if they require a 
large investment and realize very poor sales. The re­
sult is a low return on investment. Dairy farms require 
a lot of capital. Thus farms that “over invest” in capital 
(i.e., a very expensive barn, parlor or machinery) and 
have poor sales due to low production levels will not 
survive over time. They will also not increase equity.

This relationship between sales and investment is 
called the asset turnover ratio. If a dairy farm invests 
in a brand new $150,000 parlor, they must have the cows 
and milk volume to increase sales in order to cover this 
new investment. Otherwise, their overall profitability 
and return on capital will decline. This idea of compar­
ing annual sales with total investment also works for 
Wal-Mart, Exxon, Microsoft, or the local “Mom and Pop” 
grocery store.

Third, poor business knowledge is a key factor in 
business consolidation. Dairy producers need more than 
just a good work ethic to make it in the business world. 
They need to know how to invest money to competing 
uses, increase sales, manage labor and other resources. 
In short, modern dairy producers need basic manage­
ment and business skills.

Fourth, labor efficiency is one reason why some 
farms are more profitable than others. Many farms that

employ hired labor need to develop new skills to man­
age this important resource. That means lining up the 
number of hired workers with your volume of annual 
milk production. Labor must be budgeted each year, 
just as other high dollar items on the farm are (i.e., ma­
chinery and equipment, feed, etc.).

Fifth, the market today no longer wants poor qual­
ity milk. The days of commingling poor quality milk 
with good quality milk are nearly past. Dairy produc­
ers who consistently produce milk with a somatic cell 
count over 400,000 should either improve milk quality, 
or think about an alternative enterprise (i.e., heifer rais­
ing). Producers who cannot produce quality milk will 
find they no longer have a market. The premiums and 
discounts in the milk pricing system are weeding out 
poor performers. That said, producers of high quality 
milk will find increasing opportunities in today’s mar­
ket place, regardless of size.

Misconceptions That Affect Survivability of 
Small Farms

There are a number of misconceptions that some 
producers have regarding the US dairy industry. These 
misconceptions, unfortunately, may in fact lead to the 
demise of these very farms. Some of them are as fol­
lows:

1. The system is unfair.
2. Someone else, XYZ Corporation, is to blame.
3. I don’t want to overproduce.
4. Low input means more profits.
5. My goal is to have the lowest cost of production.
First, the system is not unfair. Under federal or­

der reform, cooperatives and their members, processors, 
and the USDA worked together to revamp the present 
pricing system. While not perfect, it does reflect mar­
keting conditions, and in many cases reflects milk qual­
ity. Thus, the US dairy industry represents a balance 
between free market principles and government inter­
vention. Producers are free to produce and market un­
limited quantities of milk. Dairy policy has evolved over 
time, but always after significant debate regarding the 
impact of policy changes on dairy farmers, processors, 
retailers, consumers, and more recently, the environ­
ment. The fact is, good quality producers who recog­
nize market forces will likely expand their operations 
and will become more profitable. On the other hand, 
producers of low quality milk who do not understand 
the basics of running a business will be punished by 
market forces.

Second, it is pointless to blame others for industry 
trends. The US dairy industry is part of a dynamic 
market that results in significant changes over time. 
These changes direct resources (i.e., money) in our 
economy. They decide, for example, why some farms
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are expanding, and others are going out of business. This 
focus on business is one of the reasons we have such a 
strong economy compared to other countries. This was 
first discussed by Adam Smith, the father of modern 
economics, in his observation of a “guiding hand.”

Third, some producers do not want to improve milk 
output because they do not want to contribute to the 
“surplus.” After all, surplus milk is a cause of low milk 
prices. But if one takes this to the logical conclusion, 
those producers could do even more good by simply “sac­
rificing” themselves and going out of business. From a 
competitive standpoint, that does not make any sense. 
Our economy allows competition in order to determine 
who will produce milk and who won’t. We do not as of 
yet have a national quota system.

Fourth, low input production is believed by some 
to lead to greater profits. The idea is that if I write 
smaller checks and spend less money, I’ll keep more for 
myself. The only problem with this idea, of course, is 
that it does not work in the business world. Just the 
opposite is true. A business makes more money and 
more profits by leveraging capital—some borrowed— 
against a business model that works. In other words, 
you make money by spending money. Alow input dairy 
means less milk production. Less milk means higher 
per unit costs, lower sales and less profit. More about 
this later.

Fifth, don’t  focus on more milk, just lower your 
costs. I hear that a lot. This argument is similar to the 
low input model. The idea is to get a bunch of dairy 
farmers together and compare their cost of producing 
100 lb of milk. The farmer with the lowest per unit cost 
is the winner. Right? Well, not always. You can cer­
tainly achieve the lowest unit cost of producing milk by 
not ever investing in new cows, facilities and equipment. 
After all, doing so will result in depreciation and inter­
est costs. The farm that is “living off depreciation” may 
have the lowest unit cost, since they have not invested 
in their business in years. That said, one should avoid 
over investing in your dairy farm, or ignoring costs. All 
investments and expenses should be carefully budgeted 
each year.

F irst, D efine Success
Economists are not known for being decisive, and 

this one does not want to disappoint. However, to be 
clear, one should offer a very simple definition of what 
it means to be “successful” in today’s dairy industry. 
From a business point of view, this means two things:

• earning sufficient dollars from the dairy opera­
tion to support family living, and

• building equity over time. Equity is that portion 
of the value of the farm that is not claimed by 
the bank (it’s what the farmer owns).

I question the feasibility of an operation that does 
not at least contribute something to family living. The 
cost of raising a family is getting higher each year. Dairy 
farmers should be realistic about their needs. For some 
farms, one spouse may have to work off farm, and the 
other spouse run the dairy business and “contribute” to 
family living. From a farm management standpoint, 
the dollar value of this contribution should at least ap­
proximate a reasonable wage in order to justify the 
owner/operator’s time.

The farm should also contribute towards equity 
over time. A farm that contributes only $10,000 per year 
to family living could be viewed as “successful” if farm 
equity increases by an average of $25,000 per year.

Equity is very important for another reason. If 
the farm has a bad year (i.e., low milk prices and/or high 
feed costs), they will need to borrow (reduce equity) in 
order to remain in business and hopefully prosper in a 
better year. One cannot borrow, however, if there is not 
sufficient equity in the business. A business tha t is los­
ing equity over time will not be around for the long term.

One measure of success on a dairy farm is “profit­
ability,” or the technical definition of revenue minus vari­
able and fixed expenses. However, one should be careful 
in using this as the sole benchmark for success. For ex­
ample, a holistic grazing dairy farm with 35 cows may 
technically earn a very good “profit,” say $3 per hundred­
weight (cwt), but are they “successful”? They have a high 
profit, but only because they have no buildings and equip­
ment to depreciate. Their annual milk sales per cow may 
be just 11,000 lb (5,000 kg), resulting in a profit of just 
$11,550, most of which is going into debt payments.

On the other hand, a new dairy expansion with 
1,000 cows may only have a profit of $2 per cwt, and 
annual milk sales of25,000 lb (11,363 kg) per cow. Their 
profits are lower because they are incurring lots of in­
terest costs and are depreciating cows, equipment and 
buildings. But at the end of the year, they have $500,000 
available for debt servicing and family living.

So who is more profitable? Is it the farm with the 
absolute lowest profit per cwt of milk sold, or is it the 
farm with the most cows? The point is, profit per cwt of 
milk sold is just ONE measure of financial success. Suc­
cess should reflect a careful balance between annual con­
tribution to family living and equity growth over time.

What S tudies Show
Are small farms less profitable and less successful 

than larger farms? That question was recently ad­
dressed in a few studies.

Professor Tauer at Cornell University analyzed 
dairy farm business records for New York dairy farmers 
and concluded that larger farms are more profitable.3 
However, most of the high cost of production on small
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Table 1. Farm size and profitability.
Less than 
90 cows

90-149
cows

150-299
cows

300
or more

Avg. no. of cows 67 115 216 536
Milk sold per cow (lb) 18,743 19,703 20,668 21,454
Milk sold per worker (lb) 627,900 755,300 892,840 1,045,391
Milk price per cwt. ($) 16.08 15.99 16.18 16.18
Cost of production per cwt. ($) 15.33 14.93 14.34 14.15
Assets per cow ($) 9,683 8,737 8,208 6,633
Asset turnover 0.36 0.41 0.48 0.59
Percentage net worth 75 73 70 63
Net earnings per cow ($) 317 302 408 412
Return on assets (%) 5.0 5.4 7.2 9.0
Source: Northeast Dairy Farm Summary, 2001.2

farms was due to inefficiencies. Once efficiency was 
equalized across farm sizes, the study concluded that 
production costs for a small 50-cow dairy farm were only 
4% higher than a 500-cow dairy farm.

Northeast Farm Credit produces an annual dairy 
farm business summary of members in New York, New 
England and New Jersey.2 The 2001 summary of 511 
dairy producers clearly shows that larger dairy farms 
produce more milk per cow, have a higher milk price 
and a lower cost of production, and use fewer assets to 
generate a dollar of revenue. In short, they were more 
profitable (Table 1).

The bigger question is, why? The Farm Credit 
study shows farms with 300 cows or more produced 
14.5% more milk each year from each cow than farms 
with less than 90 cows. More milk generally allows the 
farm operator to spread out more revenue over fixed 
costs, and even results in lower variable costs (i.e., feed). 
Also, larger farms were likely receiving higher premi­
ums for quality and volume. Finally, larger farms fo­
cused their investments on higher returning assets.

The Northeast Farm Credit survey concluded, “suc­
cessful management had more to do with profitability than 
any other factor, including size.” Thus one can interpret 
this to mean that small size dairy farm operations can 
achieve most of the higher profits and return on assets 
that larger operators were able to generate. There is noth­
ing inherent in our marketing system that will prevent 
smaller farm operations from being successful.

Economics of Milk Production—
It Hasn’t Changed!

By now it seems like I’m making contradictions 
left and right. But in fact I’m not. Farmers invest in a

business that generates income and expenses. Their 
objective is to do two things: 1) make a profit, and 2) 
build equity over time. The profit part is actually very 
simple. It is represented as follows:
Farm Profits = Operating Margin X Production -  Fixed Costs 
Operating Margin = Milk Price -  Feed and Other Variable 
Costs

Farmers, like any other business, define profitabil­
ity by combining their operating margin with volume 
(milk production) and fixed costs. The idea is to have 
an operating margin and volume of milk high enough 
so that profits are realized after paying fixed costs.

The operating margin is simply the milk price less 
variable expenses such as feed, labor, veterinary and 
other supplies. Fixed costs are items such as insurance, 
some machinery costs, and perhaps interest expense.

Some farmers try to circumvent this equation by 
attempting to achieve higher profits by lowering milk 
volume. For example, they may cut back on feed and 
other inputs in order to “lower costs” or save cash. But 
that actually results in a higher per unit variable cost 
and a lower margin. Why? Because the cow allocates 
feed to two things: maintenance and milk production. 
Cows that increase production from 15,000 to 25,000 lb 
(6,818 to 11,364 kg) will obviously consume more feed, 
but the unit cost of that feed will actually go down. If 
the cost of feed per pound of dry m atter is fixed, farm­
ers can achieve a higher margin by expanding produc­
tion. This is well established in the literature.

Thus dairy farmers, small and large, should at­
tempt to balance their size (number of cows), productiv­
ity (yield per cow), and expenses in order to achieve a 
level of profit that meets their needs.
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A dvantages/D isadvan tages of B eing Sm all
There are a few situations in today’s market place 

where being small may have certain disadvantages:
1. You may not have access to certain marketing 

premiums that larger farms (those that produce 
tanker loads of milk) do.

2. You may not have bargaining opportunities for 
feedstuffs, teat dip, etc., that larger operators 
have.

3. Much more of your time is “tied up” with daily 
chores which may limit your management time 
and opportunities to attend educational meet­
ings and travel.

4. Your hauling costs may be higher.
That said, there are also advantages to being small:
1. You don’t  have to worry about problems associ­

ated with a lot of hired labor. The farm can ef­
fectively use family labor.

2. You can avoid the risks associated with major 
expansions. Let’s be clear about this, there are 
economic risks that result from any dairy ex­
pansion!

3. The business can operate with less debt and 
personal stress.

4. You can avoid large investments and thereby 
have the flexibility to liquidate if you need to.

There is something to be said for the start-up op­
eration that keeps its costs low, and its business liquid. 
Young start-up operations should focus on building eq­
uity in the cows, not in expensive assets such as equip­
ment and housing. Thus they may want to consider 
renting a facility. They can build equity rather quickly 
tha t way, and set themselves up for a bigger expansion 
later. If market conditions deteriorate, or if they see 
other opportunities, they can easily liquidate their as­
sets without significant depreciation.

D on’t  F o rg e t R isk  M anagem ent!
The dairy industry is characterized by large swings 

in market prices. Figure 1 illustrates this clearly; mar­
ket prices are becoming more volatile, not less. Thus 
dairy producers should consider using risk management 
techniques to avoid low milk prices. The current slide 
in milk prices and the rise in feed costs could have been 
avoided had producers locked in the milk margin—both 
milk and feed costs.

The best way to do this is to forward contract 
milk through a dairy cooperative. All work behind 
the scenes is carried out by brokers. To learn more 
about hedging and forward contracting, see my re­
cent report, “The Fundamentals of Forward Contract­
ing, Hedging, and Options for Dairy Producers in the 
Northeast.”1

F igure  1. Volatility in Federal Order Class III Prices, 
1985-2002.

F org e t M argins, F in d  New E n te rp rise s
Some very innovative dairy producers have decided 

to get off the competitive tread mill and instead focus 
their efforts on new enterprises. Some bottle or “jug” 
their own milk. Others process, market and distribute 
their own brands of organic milk, ice cream, etc.

These are called “niche” markets. They aren’t for 
everyone. For example, farms located near urban cen­
ters may have the opportunity to develop a roadside 
stand, participate in agro-tourism, or actually home 
deliver fresh milk. There are some very good examples 
of entrepreneurial people who are developing these niche 
markets. They find consumers who want something 
different. Just go to your local farm er’s m arket if you 
want ideas.

Here are a few guidelines one should consider be­
fore starting a new enterprise:

1. Niche markets are not for everyone. That’s why 
they are called “niche” markets.

2. New enterprises will increase risk to the dairy 
operation, not reduce it.

3. Not everyone has the marketing skills, or people 
skills, to successfully develop a retail niche mar­
ket. Don’t set up a road side stand if you “don’t 
like people!”

4. A new enterprise will take more capital, labor, 
and time to develop.

5. One should plan to “break even” after a few years 
of hard work.

6. Capital investments and debt should be care­
fully considered. Most new businesses overin­
vest in capital, and don’t have sufficient 
operating cash. Only invest in a new enterprise 
if you are willing to lose or write off 50-90% of 
the investment. Starting small and cheap is 
therefore a good alternative.

One should be realistic about niche markets and 
carefully assess the risks. Make sure you get your ad-
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vice from fellow entrepreneurs, not “arm chair econo­
mists.” That said, there is more opportunity in the US 
dairy industry today than simply producing milk.

What It Takes to Succeed in Today’s Market

1. Push production and quality; unit costs will fall.
2. Line up investments with sales (will hopefully 

improve economic returns).
3. Grow a little bit each year.
4. Don’t get fancy, invest in proven technology!
5. Use SIMPLE production and financial bench­

marks as guides.
6. Separate “philosophy” from economics.
First, no one should stay in the dairy business

unless they are committed to achieving productivity, 
efficiency and quality in milk production. There simply 
is not room in today’s market place for anything else. 
Thus it does not m atter whether you have 50 or 5,000 
cows.

Second, investments should make sense relative 
to your annual sales. This business concept, called “as­
set turnover,” also applies to the dairy industry. That 
means if you want to stay in business with 100 cows, 
avoid making an investment of $200,000 in a brand new 
parlor. Your business just will not sustain this level of 
debt. The same idea applies to robotic milking systems, 
new machinery, or any expensive investment. While 
such investments have the potential to improve your 
lifestyle, the market today may not support it. Compe­
tition will force you out.

Third, all businesses must grow over time. That 
means if you have 50 cows, focus on achieving higher 
levels of productivity per cow. Then look for ways to 
add a few more cows each year. No business can afford 
to remain static year after year. The market will even­
tually cull you out.

Fourth, there is clearly proven technology in today’s 
dairy industry. Farms that invest in unproven technol­
ogy such as new parlors or equipment are taking on more 
risk than they need to. We know what it takes to bed a 
cow comfortably in a free stall, so why take chances with 
fancy ideas. If you are looking for new challenges, find 
a cheaper hobby (i.e., take up fishing).

Fifth, if you ask anyone from an academic back­
ground what essential records you need to keep on the 
farm in order to remain profitable, the answer you may 
get is “all of them.” Ideally speaking, modem dairy farms 
should keep monthly accrual-based enterprise financial

records, and be able to produce “sweet sixteen” finan­
cial ratios with the touch of the keyboard. They should 
also produce monthly or at least quarterly financial 
statements. That said, farms can achieve the same level 
of financial success as those with more intensive records 
if they monitor a handful of key financial and produc­
tion data, and compare those to benchmarks.

Key production parameters may be daily tank av­
erage, days-in-milk, cull rate, etc. Key financial mea­
sures may be investment per cow, asset turnover, gross 
margin, debt to asset ratios, etc. Whatever those bench­
marks are, dairy producers should use them in develop­
ing an annual marketing plan. This plan should forecast 
production and key expenses on a monthly basis. It 
should also set goals or benchmarks for the key produc­
tion and financial parameters. The objective of the farm 
operator should be to monitor these key benchmarks 
and see if they are attained.

Conclusions

Small dairy farms can be almost as profitable as 
larger ones, on a per hundredweight basis. The ben­
efits that accrue to larger dairy operations, called econo­
mies of scale, are a real advantage. However, they are 
not so significant that smaller operations cannot com­
pete. There is a future for those dairy operations that 
want to remain small, but profitable.

Smaller farms must focus on those attributes that 
make larger ones successful. They must improve pro­
ductivity, focus their investments on where they can get 
a positive return, manage debt and control costs. They 
must also improve management skills in order to tie 
together all the various aspects of the operation that 
drive efficiencies. Small farms must also commit to 
growing larger over time. That does not mean jumping 
from 50 to 5,000 cows. It may mean growing from 100 
to 150 cows over a period of time, and improving pro­
ductivity per cow.
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