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EVERYBODY talks about the 
weather,” an old quip often attrib-
uted to Mark Twain starts, “but 
nobody does anything about it.” 
Likewise, everybody seems to be 
talking about income-over-feed-cost 
(IOFC) margins these days, as well, 
and largely because of the weather. 
But what can be done about them? 
Getting a sense of what 2013 holds 
for dairy farmers in terms of IOFC 
would be a good first step. 

What margins should we talk 
about? Dairy producers across the 
nation face quite different mar-
gin outlooks based on their busi-
ness model (purchased versus home 
grown feed), location and a myriad 
of other factors. It might help if we 
consider the IOFC margin about to 
be enshrined in the next farm bill. 
Originally proposed by the National 
Milk Producers Federation in the 
Foundation for the Future white 
paper, the new IOFC margin will 
likely become a standard that will 
replace Milk-Feed Price Ratio in 
analyses of farm profitability.

A new long-term definition?
The proposed farm bill defines 

an IOFC margin as the difference 
between the All Milk price and an 
average national cost of feed ration 
comprised of 60.07 pounds of corn, 
14.7 pounds of soybean meal and 
27.4 pounds of alfalfa hay. This feed 
ration is designed to represent the 
average herd feeding needs per hun-
dredweight of milk produced, heif-
ers, dry and hospital cows included. 

A team of dairy economists at the 
University of Minnesota, The Ohio 
State University, the University of 
Wisconsin and Michigan State Uni-
versity is engaged in the develop-
ment of an internet-based tool that 
would, among other things, help 
forecast the farm bill IOFC mar-
gin for up to one year in the future. 
What we want to do is produce not 
just a number, but estimate the risk 
levels of these IOFC margins. 

To make an estimate, we took a 
look at the futures markets for corn, 
soybean meal and Class III milk 
and made an assumption about the 
price of hay. After evaluating these 
factors, our model estimates that 
the July 2013 margin is forecasted 
to be about $6.87 per cwt. Of more 
interest is to get a grasp of, for 
example, how likely is the July 2013 
margin to be below $4 or some other 
level you consider to be critical for 
your operation. 

Additionally, the current draft of 
the farm bill envisions that when 
IOFC margin falls below a critical 
threshold of $6 for two consecu-
tive months (or below $4 in any 
one month), a set of disincentives 

known as Dairy Market Stabili-
zation Program (DMSP) would 
be imposed upon dairy producers 
benefiting from the new margin 
insurance program. The goal of the 
DMSP is to reduce milk produc-
tion quickly and restore long-run 
equilibrium IOFC margins without 
excessive equity bleeding so charac-
teristic of recent downturns. 

If you choose to subscribe to the 
new dairy safety net programs, you 
will want to know what the odds are 
that you may be asked to cut back 
your production. Put another way, 
what is the probability that IOFC 
margin would be below $6 for two 
consecutive months?

Takes an objective look
How can we forecast such margin 

risks? And what does the picture look 
like currently? Our approach is to be 
as objective as possible, using mar-
ket expectations rather than our own 
personal opinions. Except for alfalfa 
hay, expectations about levels of milk 
and feed prices can be read straight 
from futures contracts. Similarly, 
from option prices we can learn a lot 
about expected risk in milk markets 
and in feed markets, too. 

Simple logic commands that as 
risk goes up, so will the option pre-
miums, as milk put and feed call 
options are in fact insurance against 
just such price risks. Finally, based 
on co-movements of milk and feed 
prices in recent years, we can infer 
how likely are unexpected changes 
in milk prices to be of the same 
direction and similar magnitude as 
unforeseen developments in corn 

and soybean meal prices.
The forecasts change daily, as new 

information becomes available, and in 
this figure, you can see how the fore-
casts for the first three quarters of 
2013 looked on October 27, when I was 
writing this column. Forecasted mar-
gins for January were at $7.17, pro-
jecting to fall throughout spring until 
hitting the bottom in May at $6.60, 
thereafter recovering up to $7.61 next 
September. The shaded area around 
the graph shows both the upward 
potential and the downside risk.

According to our model, there is 
a 25 percent chance margin will be 
below the lower border and just as 
equal likelihood the margins will 
exceed the upper border. For exam-
ple, for May 2013, there is about one 
in five chance that margins will fall 
below $4.25 and equal odds of mar-
gins above $8.91 in that month.

Worth a review
Even if the farm bill is indeed passed 

before January, the stabilization pro-
gram will not be implemented right 
away, as producers will have some 
time to decide if they want to partici-
pate. But it is important to study what 
would happen if the program were in 
place starting in January 2013. In the 
table, you can see what our model indi-
cates the percentage chances are that 
disincentives for production over the 
historical base would be activated in 
each of these months.

Forecasting margins will never 
be easy. But if this exercise makes 
you worried about the weather next 
year, now is the time to do some-
thing about it.

Model helps predict 
income over feed costs

MILK CHECK OUTLOOK
by Marin Bozic

The author is an assistant professor in dairy 
foods marketing economics at the University of 
Minnesota-Twin Cities.

for additional information
or a dealer near you,

please contact us.

The       Company, Inc.

1-800-776-7042
www.coburn.com

for Ambic or other
automated spray systems

Classic
SprayGun

Still your
best choice!

AmbicSprayersB- W_Layout 1  10/5/2012  10:32 AM   

GINGWAY
PRODUCTS, INC.

FREE STALLS

• Easy to install
• Cleaner cows
• Savings on bedding
• High strength tubing
 (1.9 x 9 ga. or 2-3/8 x 10 ga.)

9900 P.C. - Georgesville Rd.
Plain City, OH 43064

www.gingway.com
1-800-848-0188 • 614-873-4814

Project4  12/17/09  3:32 PM  Page 1

Chance DMSP will be activated
January <0.01%
February 0.10%
March 3.86%
April 10.18%
May 16.12%
June 18.20%
July 22.22%
August 24.42%
September 22.98%

Risk forecast for next year’s IOFC margins
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Current and future 
publications of the income-over-
feed-cost margin calculator and a 
publication explaining the forecast-
ing methodogy will soon be avail-
able at the Dairy Markets and Policy 
homepage http://dairy.wisc.edu which 
is maintained by Mark Stephenson at 
the University of Wisconsin-Madison.
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