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CROP INSURANCE
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Why Should I Buy Crop Insurance?

“...it makes good economic sense!”

By Dr. Laurence M. Crane, NCIS

Insurance is a simple concept, yet a
complex subject. The concept of joining
together to provide affordable protection
against staggering economic loss is sim-
ple; understanding the large number of
insurance plans, products, and compet-
ing options to choose from is complex.
Thus it is sometimes easy to become
confused, discouraged, or worse—to do
nothing at all. This article outlines the
basic principles of insurance and high-
lights some of the popular misconcep-
tions of crop insurance that lead to poor
decisions and/or inaction.

By definition insurance is the means
of protecting against unexpected loss.
Everyone has insurance; either you buy
insurance from an insurance company,
or you insure yourself. When you self-
insure there are no premiums to pay, but
in the event of a loss you pay the full
amount. In other words, with self-insur-
ance you have a policy with a 100 per-
cent deductible. The easy answer then
to, “Why should [ buy crop insurance?”
is: It is better than the alternative. The
more complete answer would be that in
most cases it makes good economic
sense.

To understand why buying crop
insurance makes good economic sense
and is prudent risk management, one
needs to understand the basic principles
of insurance.

Principles of
Insurance

Pooling of Risks
Insurance is the pooling or combin-
ing of enough small unpredictable
risks so that the losses over time for
the combined group become statisti-
cally predictable. The basis of any
insurance is the “law of large num-
bers.” This basic law of mathematics
means that as the number of exposures
or participants increases, or as the size
of the pool increases, the average
results become more stable. Hence,

what is a risky, uncertain, and burden-
some possibility for an individual
becomes in the combined pool a meas-
urable, relatively constant, and man-
ageable event that can be statistically
estimated.

By paying a proportionate share of
the loss for the group as a whole, it is
possible for an individual to avoid a
loss that, if borne alone, potentially
could cause major financial problems
or complete business failure. The rela-
tively small premium paid by the indi-
vidual is considered the expense of
avoiding the full adverse effects of the
particular risk being insured.

PRIMER 2005 1
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Insurable Risks

Unfortunately, not all risks are
insurable. To be insurable, objects must
be important enough to cause econom-
ic hardship to the insured if they are
damaged and of sufficient number and
quality to allow a reasonably close cal-
culation of probable loss. Also, the
potential loss must be accidental and
unintentional, and, when an adverse
event occurs, the amount of the loss
must be capable of being determined
and measured.

Economic hardship. What is a seri-
ous loss to one person may not be serious
to another. A basic principle of purchas-
ing insurance is that the most economic
use of insurance premiums is to protect
against the most serious loss first, i.e.,
those losses that cause the greatest busi-
ness interruptions because one cannot
absorb them out of current income or
savings. For this reason, most insurance
policies have deductible amounts to
avoid the expense of small claims. This
enables the cost conscious individual to
purchase coverage for just the most
severe events. Smaller losses can often
be handled more cost effectively by the
insured, rather than by the insurer.

Sufficient number and quality. To
predict probable loss through the law of
large numbers, it is essential that a large
number of similar, though not necessar-
ily identical, units be exposed to the
same peril. The units must be of suffi-
cient number and quality to allow a rea-
sonably close calculation of the proba-
ble loss. Generally, the more data—
geographical and historical—the more
reliable the estimated loss potential and
the more actuarially sound the rate
structure.

Accidental and unintentional.
Although some losses are expected for
the combined group (pool), specific
individual losses should be unexpected.
There must be some uncertainty sur-
rounding the occurrence, size, or timing
of the loss, otherwise there would be no
risk. There must also be little or no
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moral hazard. That is, the risk must
generally be accidental in nature and
the availability of insurance coverage
should not reduce the incentive of the
insured to prevent the loss, or induce
the insured to cause the loss to occur in
an effort to fraudulently collect the
indemnity payment.

Determined and measured. The
loss must be definite in time and
place, and must be capable of being
measured with reasonable accuracy.
Loss procedures need to be estab-
lished that determine if a loss
occurred and its size before an insurer
can safely assume the burden of risk.
That is, for a loss to be insurable it
also must be difficult to counterfeit so
that the true cause can be determined
and the true extent of loss can be
measured. If this isn’t done, the insur-
er could be exposed to phantom
claims that would undermine pro-
gram stability.

Popular
Misconceptions

Crop insurance is a popular risk
management tool with farmers and
agricultural policy makers. Over 292
million acres were insured in 2000, and
it is estimated that even more acres are
covered this year. Congress has made
crop insurance a major component of
the safety net for farmers and continues
to appropriate funds to subsidize farmer
premiums. Education on crop insurance
and risk management has been a major
focus of the Cooperative State
Research Education and Extension
Service (CSREES). In spite of all this,
there are still some producers who don’t
buy crop insurance. Sometimes this is a
wise economic decision; other times it
is due to common misunderstandings
about insurance and/or a lack of under-
standing economics. Consider the fol-
lowing misconceptions about crop
insurance.

“Insurance is a Bad
Investment”

Sometimes insureds will  say,
“Insurance is a bad investment. [ have
been buying crop insurance and haven’t
collected a single payment.” Insurance is
not an investment with an associated
expected return. However, crop insur-
ance is particularly important from a
financial standpoint. It enhances bor-
rowing capacity because it can be
assigned to a lender as loan collateral. It
opens the door to marketing opportuni-
ties that would otherwise be unavailable
by providing the means to replace
bushels lost to an insurable cause, thus
allowing a producer the ability to guaran-
tee bushels as part of an aggressive mar-
keting plan.

Crop insurance is a way of transferring
the actual loss to another party in
exchange for a fixed premium in advance
of the occurrence of loss. Looked at
another way, individuals who purchase
automobile insurance and insureds who
buy fire insurance on their homes under-
stand that they don’t want to collect.
They view their insurance as protection
against potential loss, not an investment
earning an expected return.

Insurance is not purchased to recover
losses per se, but is a method of eliminat-
ing the uncertainty for an individual as to
whether or not a loss will occur that he
must completely absorb. Thus, insurance
performs its chief function during the
period before any potential loss.
Insurance has been described as the dis-
tribution of losses of the unfortunate few
among the fortunate many. The insured
has the security of knowing that should
he be one of the unfortunate few indi-
viduals in the pool who suffer a loss, he
will be reimbursed out of the premiums
paid by the fortunate many who suffered
no loss.

Finally the principle of indemnity
means that a person may not collect
more than his actual loss in the event of
damage caused by an insured peril. This



means that even if the coverage pur-
chased is in excess of the value of the
crop, the insured cannot make a profit by
collecting more than his actual loss if the
crop is damaged.

“Crop Insurance
Costs Too Much”

The cost of any insurance product is
reflective of the size and uncertainty of
the underlying risk. As discussed above,
there are numerous factors that can
affect the predictability and cost of any
given uncertain event. The price of crop
insurance is based on the historical dam-
ages of the units being insured in the
same county.

Congress has recognized that crop
insurance is a very useful tool in manag-
ing risk, but due to the risky nature of
production agriculture the full cost of
providing insurance is not a trivial

expense. Consequently Congress has
appropriated sufficient funds to subsidize
the cost of buying crop insurance. In fact,
the recent ARPA legislation significant-
ly increased the subsidy to farmers.
Moreover, a growing number of states
provide an additional state funded pre-
mium subsidy to entice their producers to
purchase crop insurance. The bottom
line is this: crop insurance is widely rec-
ognized as an effective tool in managing
crop production risks and is becoming
more affordable.

“The Coverage | Need

is Not Available”

This is becoming less of an issue
all the time. Not only did congress
authorize increased subsidies for
farmer premiums, they also author-
ized increased coverage levels for
some crops, and appropriated
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adequate funds to research and devel-
op additional insurance products
covering previously uninsurable
crops. The chart beginning on
page 59 lists, by state, the crops that
are insurable under the federally
subsidized and reinsurable MPCI
product. However, private companies
also offer many other crop insurance
products that are not listed on this
chart. Over time the offerings of crop
insurance  have  significantly
increased and all indications are that
this will continue in the future.

Insurance is one commodity that
must be purchased before it is need-
ed. Once the hailstorm starts, it is
too late to buy hail insurance.
However, it is never too late to learn
about crop insurance products and
take advantage of this risk manage-
ment opportunity. IQRAY
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CROP INSURANCE PLAN

By Lisa Cain, NCIS

The Crop Insurance Plan Comparison, first developed by NCIS in 2001, was updated in December
2003. The comparison includes the main and most popular government subsidized multiple peril prod-
ucts. But the comparison summary of coverage and chart is only an introduction, a starting point. It is
NOT all encompassing, so the comparison should NOT be the ONLY source referenced before making
any decisions that impact farming operations.

Crop Revenue Coverage (CRC)

The most widely available revenue protection policy is CRC. This policy guarantees an amount of revenue [based on the
individual producer’s actual production history (APH) x commodity price] called the final guarantee. The coverage and
exclusions of CRC are similar to those for the standard MPCI policy. This final guarantee is based on the greater of the spring-
time generated price (base price) or the harvest-time generated price (harvest price). While the guarantee may increase, the
premium will not. Premium will be calculated using the base price. Since the protection of producer revenue is the primary
objective of CRC, it contains provisions addressing both yield and price risks. CRC covers revenue losses due to a low price,
low yield, or any combination of the two. A loss is due when the calculated revenue (production to count x harvest price)
is less than the final guarantee for the crop acreage.

The products and product topics summarized in this outline are not all-encompassing and do not substitute for the pol-
icy provisions. See the policy provisions and/or contact your company for a complete description of available coverage’s and
their terms and conditions.

4 NATIONAL CROP INSURANCE SERVICES
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COMPARISON

Group Risk Plan (GRP)

Like GRIP, GRP coverage is based on the experience of the county rather than individual farms, so APH is not required
for this program. GRP indemnifies the insured in the event the county average per-acre yield or payment yield falls below
the insured’s trigger yield. The Federal Crop Insurance Corporation (FCIC) will issue the payment yield in the calendar year
following the crop year insured. Since this plan is based on county yields and not individual yields, the insured may have a
low yield on their farm and not receive payment under GRP.

Income Protection (IP)

IP is a revenue product that, based on the individual producer’s APH, protects against a loss of income when prices and/or
yields fall. While IP looks a lot like CRC, it does not have the increasing price function of CRC. The guarantee and the pre-
mium will be calculated using the spring-time generated price (projected price). An indemnity is due when the revenue to
count (production to count x harvest price) is less than the amount of protection.

Multiple Peril Crop Insurance (MPCI)

MPCI is the oldest and most popular product to make this list. As the name implies, MPCI provides protection against a
loss in yield due to nearly all natural disasters. For most crops, that includes drought, excess moisture, cold and frost, wind,
flood and unavoidable damage from insects and disease. MPCI guarantees a yield based on the individual producer’s APH.
If the production to count is less than the yield guarantee, the insured will be paid a loss.

Revenue Assurance (RA)

The coverage and exclusions of RA are similar to those for the standard MPCI policy. However, MPCI provides cover-
age for loss of production, whereas RA provides coverage to protect against loss of revenue caused by low prices or low yields
or a combination of both. RA has the Fall Harvest Price Option (FHPO) available. This Option uses the greater of the fall
harvest price (harvest-time generated price) or the projected harvest price (spring-time generated price) to determine the
per-acre revenue guarantee. So, with the Option, RA works like CRC, without the Option, it works like IP. RA protects a
producer’s crop revenue when the crop revenue falls below the guaranteed revenue.

©2005 National Crop Insurance Services Current as of January 6, 2005
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CROP INSURANCE
AND RISK MANAGEMENT

The Multiple Peril
Crop Insurance Purchase

Losing a crop could cost you up to five
years' profits. Most farmers can’t stand
much of that. This is why the various
plans of multiple peril crop insurance
(MPCI) makes good sense. Simply put,
insurance enables you to substitute a
small known amount of money (the pre-
mium) for a guarantee of an amount of
production or revenue should your insur-
able crop suffer damage during the insur-
ance period. There are well over a mil-
lion MPCI policies on the books, each
paying into the premium pool. A sizable
portion of the premium is subsidized to
make the farmer-paid portion more
affordable. When crops suffer losses, it is
the premiums that are used to pay them.
Since all insured producers are unlikely
to have a loss in a given year, actuaries
can calculate average inflow and outflow
from the premium pool in order to run
the program on a sound basis. It is a sim-
ple concept tested and proven over many
years. So, even if you have surplus capital
in the bank, why would you tie it up to

By Dan Shelden, NCIS

protect against the possibility of a loss
when you could substitute a much small-
er outlay to accomplish the same thing?

A fully subsidized catastrophic level
(CAT) of insurance is available to pro-
ducers “free” except for the “fee” ($100
per crop per county). However, farmers
have increasingly realized that levels of
coverage in excess of CAT should be
considered in structuring a well thought
out risk management program. Out-of-
pocket MPCI premiums paid by the
farmer are now the lowest ever thanks
to recent passage of the Agricultural
Risk Protections Act of 2000 that has
provided enhanced premium subsidies.
A $30 administrative fee (per crop per
county) is applicable when you pur-
chase an MPCI policy above the CAT
level. The chart below, provided by
USDA’s Risk Management Agency
(RMA), tells the story.

The time has never been more right
to consider crop insurance as a risk man-
agement tool.

Premium Subsidy Levels

Coverage Level

What Does My

Policy Cover?

The MPCI program is run by the
United  States  Department  of
Agriculture. Its mandate derives from
an act of Congress (The Crop
Insurance Act) that governs the man-
ner in which the program operates. The
Act specifies, “...the losses of the
insured commodity must be due to
drought, flood, or other natural disas-
ter.” Though some policies cover only a
single peril, such as insuring raisins
against rain damage as they are drying,
most cover a wide range of perils that
fall within the constraints of the Act.
All told, some 120 causes of loss have
been identified over the years.
Importantly, adjustments to production
for low quality are also built into most
policies. Your loss payment will be based
upon the deficit between your guarantee
and the amount of production or revenue
(where available) you actually achieve

100% | 67% | 64% [ 64% | 59% | 59% | 55% | 48% | 38% | N/A

Premium Subsidy**

GRP/GRIP Premium Subsidy 100% | NA | NA | NA | NA 64% | 64% | 59% | 59% | 55%

Administrative Fee $100 | $30 $30 $30 $30 $30 | $30 $30 $30 | $30

*Where applicable.

**Applies to all plans of insurance (except group risk-based policies: GRP and GRIP) and all price levels within a coverage range.
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for the crop year. In qualifying situations
where the production is of low quality less of
it counts against your guarantee, thereby
increasing the loss payment.

What Insurance Plan
is Right for You?

Perhaps you have talked to a crop
insurance agent before. If so, you have
probably discovered that crop insurance
comes in a variety of forms. Not all of
these plans of insurance are available
everywhere or on every crop. Your crop
insurance agent has information specific
to your operation and whether or not a
particular insurance plan is available for
your crop.
® Multiple Peril Crop Insurance

(MPCI) provides comprehensive pro-

tection against weather-related causes

of loss and certain other unavoidable
perils. Indemnities are paid at a price
you elect prior to planting the crop.

This is the ‘original’ plan and has been

the workhorse of the industry. In

recent years, farmers have increasingly
considered innovative revenue plans
of insurance.
Group Risk Plan (GRP) insurance is
based on the county expected vyield
rather than individual farm yields.
This affordable plan can be useful
when a farmer’s individual yield tends
to tract the yield of the county.
Revenue Products provide revenue
guarantees instead of MPCI yield
guarantees. Revenue policies protect a
grower’s loss of revenue resulting from
low prices, low yields, or a combina-
tion of the two. These programs are
increasing in popularity. Introduced
only a few years ago, they now com-
prise approximately 30 percent of all
crop insurance liabilities.

O Crop  Revenue  Coverage
(CRC)—A loss results when the
calculated revenue is less than the
final guarantee. Losses are based on
the minimum or harvest guarantee
(whichever is higher) and the cal-

culated revenue. This plan is now

avorscmanscenet IPRIIVIER

widespread through the country for
corn, cotton, grain sorghum, rice,
soybeans, and wheat.

00 Group Risk Income Protection
(GRIP) makes a payment only if
the county revenue for the insured
crop is less than your trigger rev-
enue. This plan is available for corn
and soybeans in Illinois, Indiana,
lowa Michigan, Ohio, and
Wisconsin; and for corn in Texas.

0 Income Protection (IP) policies
pay when the harvested and
appraised production to count,
multiplied by the harvest price, is
below the IP guarantee.

O Revenue Assurance (RA)—An
indemnity is payable when the
production to count (any combi-
nation of harvested and appraised
yield) multiplied by the county
harvest price is less than the unit
revenue guarantee. A fall harvest
price endorsement is available.
This plan is available for feed bar-
ley, canolafrapeseed, corn, rice,
soybeans, sunflowers, and wheat in
twenty-three states, although not
every crop is available in all these
states. Your local crop insurance
agent can help you determine if
this plan is available for your crop.

Adjusted Gross Revenue (AGR)

provides protection against low rev-

enue due to unavoidable natural dis-
asters and market fluctuation that
occur during the insurance year. The
pilot program uses a producer’s histor-
ical IRS Schedule F tax form informa-
tion and annual farm report as a basis
to provide a level of guaranteed rev-
enue for multiple agricultural com-
modities in one insurance product.

AGR is now available in 18 states.

AGR Lite is a streamlined version of

AGR available in limited states offer-

ing protection to smaller farms.

Supplemental Protection to MPCI

O Replacement Cost Coverage
(RC) provides for a payable
indemnity when the unit has a
yield shortfall and the harvest

PRIMER 2005 9
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commodity price exceeds the
FCIC indemnity price. RC man-
ages risk of forward contracting
when the crop is short and the
producer has to buy and deliver
more expensive grain.

0 Fixed Price Indemnity provides a
producers election to choose a
fixed price increase (e.g. 10¢, 25¢,
50¢) above the FCIC market
indemnity price.

O Increasing Payment Rate pays
after a low yield threshold is
reached and carries a reduced
deductible.

Crop insurance policies are available
from private insurance agents. A list of
crop insurance agents is available at all
county U.S. Department of Agriculture
Farm Service Agency offices.

How Much Coverage
Should | Get and
What Will It Cost?

That depends upon your needs and
your risk tolerance. Let’s look at a pro-
gram such as MPCI (also CRC and RA)
that utilizes your individual yield history.
Your agent will ask you to provide acreage
and production information to establish
the average yield you have historically
produced for the crop you wish to insure.
It is referred to as your Actual Production
History (APH). The APH is a simple
average of at least four, but not more than
ten, years of prior yields. If you have never
produced the crop, you may be eligible for
a yield determined by actuaries as a tran-
sition until you begin to accumulate your
own history. Coverage is stated as a guar-
antee. Generally, the insurance guarantee
is available from as low as fifty percent of
your average yield up to seventy-five per-
cent. For some commodities such as grain
sorghum, soybeans, cotton, and corn,
coverage is now available for up to eighty-
five percent in some areas of the country.
Premiums run higher depending upon
the increased level of protection you
choose. But remember, thanks to the
Agricultural Risk Protection Act of 2000,

10 NATIONAL CROP INSURANCE SERVICES

subsidies help defray your out-of-pocket
costs to a greater degree than ever before.
Your crop insurance agent can help you
decide on an amount of protection that’s
right for your operation.

Your Responsibilities
The insurance policy is a contract of
insurance, and both you and your insurer

have important responsibilities. After the
historical acreage and production figures
you provide to your agent are used to estab-
lish your APH, they must then be updated
each year with the results of your most
recent growing season. In this manner, a
moving 10-year average is built and main-
tained to ensure that your guarantee is
based on the best possible data. . .your own.




This updating of the APH is done before
the growing season starts each year. There
are deadlines specified in your policy and
your agent will help you. Once your
insured acreage is seeded for the insur-
ance year, you report the number of acres,
your share in the crop, the date you com-
pleted planting, and other important
information to your agent. Again there
are deadlines associated with the job of
reporting, and this is a crucial step that
results in the determination of premiums
and insurance liability.

Generally, if the insurable crop suf-
fers damage, you must give notice to
your provider within 72 hours of your
initial discovery of damage. But be
aware that there are more reporting
requirements in the policy to which
you must adhere, and you should spend
considerable time with your agent in
discussing them. The policy also
requires you to protect the crop from
further damage by continuing to care
for it, and to obtain consent before any
insured acreage is destroyed. This is not
a complete list of your duties; conse-
quently, it is important to have discus-
sions with your agent so you have a
clear understanding of your duties and
how they affect your coverage.

Your insurance company also has
duties under the contract. They
promise to pay the loss within 30
days after you have reached agree-
ment. Also your company must use
loss adjustment procedures estab-
lished or approved by the Federal
Crop Insurance Corporation.
Because of this, you can be assured of
consistency in loss adjustment proce-
dures regardless of the company you
select to do business with.

This has been a brief overview of
the multiple peril crop insurance pro-
gram. There is much more to know
about the program and how it can be
used to help you manage risk. Call your
crop insurance agent for current infor-
mation. You'll be glad you did. ropay
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Important dates

* Contract change date—the crop insurance contract states that the policy-

holder will be notified of any changes in the insurance coverage on or
before a specified date, so you can consider how they may affect your cov-
erage before the cancellation date (below). The contract change date typi-
cally occurs 90 t0120 days before the policy annually renews.

Sales closing and cancellation dates—An applicant for insurance must
apply prior to a specified date on file in your agent’s office. Sales closing
dates are intended to be early enough that neither party to the insurance
contract has knowledge of the crop’s production prospects for the year. The
application for insurance includes the crop for which the insurance is
sought, the county in which it is to be grown, the coverage level you choose
with the price at which the crop is to be insured. A farmer may choose to
insure a crop in one county but not in another. Other choices, such as cov-
erage level, can also vary from county to county.

For policies that are continuing from last year the sales closing date serves
another function as well. It is the last opportunity to make changes (like
coverage level or price election) to your contract for the upcoming year.
Cancellation date—If you wish to discontinue insurance for the next year,
you must do so by a specified date know as the cancellation date. The can-
cellation date is usually the same as the sales closing date, though minor dif-
ferences occur on some crops.

Reporting of yields for prior years—To keep your APH up to date, you
must certify each year the acreage planted and the total production from
the previous year. This annual update occurs the earlier of the acreage
reporting date or 45 days after the sales closing date.

Final planting date—The final planting date is the latest date that a crop
can be planted in the area and qualify for the full insurance guarantee.
Acreage planted after that date may still be insurable, but at a guarantee
that has been reduced to reflect the shorter expected growing season.
Acreage reporting—After the crop is planted, insured producers must file
an acreage report with their insurance provider to certify the number of
acres planted, the farming practice (for example, irrigated, non-irrigated,
etc.) where appropriate, and any other information required to insure that
crop in that area. Typically, the acreage report is due about two weeks after
the final planting date.

After RMA accepts the acreage reports, it calculates the amount of sub-

sidy and credits the appropriate amounts to insured farmers and their insur-
ance providers.
Payment of premiums—Premiums and any fees that insured farmers are
required to pay are generally billed after the acreage report has been filed
and processed. The amount of the premium that is owed depends on sever-
al factors, including the number of acres planted, your APH yield, level of
protection selected and the farming practice. Policyholders have 30 days
after a date known as the billing date (on file in your agent’s office) to pay the
premium.

PRIMER 2005 11



CROP INSURANCE
AND RISK MANAGEMENT

CHARACTERISTICS OF
OUTSTANDING AGENT
SERVICE

By Dr. Laurence M. Crane, NCIS

The question is often asked, “What
makes a good agent?” The answer can
be summarized into one word: service.
Obviously, service can mean different
things to different people; but in gen-
eral, service is providing the customer
what they want, when and how they
want it. Nonetheless, there are some
basic components of service, that
when followed, earn the moniker of
“good service.” Successful farmers
know what they want from their insur-
ance agent, and they expect to get it.
In our competitive economy the mar-
ketplace rewards those who provide
what is expected, and penalizes those
who don’t.

Professional Ethical

Behavior

First and foremost is personal and
professional ethics. Companies and
farmers alike want to do business with
individuals who act ethically and
exhibit professional behavior. Agents
who have demonstrated an ability to
do the right thing both personally and
professionally, are a credit to them-
selves, the companies they represent,
and the crop insurance industry. These
individuals will always be in demand
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professionally because everyone knows
they can be trusted. Companies seek
their services because the company
knows they will be well represented,
and potential legal liabilities mini-
mized. Farmers seek out honest agents
with professional behavior because
they desire reassurance that their pri-
vate production records and other per-
sonal information will be kept confi-
dential. Moreover, farmers are interest-
ed in doing business only with agents
who understand how crop insurance
works, and who make a genuine effort
to correctly and completely represent
the available products.

Product Knowledge
A good agent knows what products
are available and the protection they
offer. They also have the communica-
tion skills and ability to effectively
explain them to others. The prolifera-
tion of crop insurance products, and the
changing nature of the Federal program
presents significant challenges for crop
insurance agents to stay updated.
Remaining current is critical and
increasingly difficult to do. Being able
to effectively explain the aspects of
all available products to potential
insureds, can appear overwhelming.
Nonetheless, an agent must possess a
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thorough working knowledge of all
products available in their area.

[t requires a strong commitment to
education and lifelong learning for an
agent to stay technically current, thor-
oughly understand available insurance
products, understand other aspects of
agriculture important to crop insurance
such as marketing, and possess the
human relations skills required to com-
municate and provide the quality of
service farmers need and deserve. Few
vocations require more vigilance in
personal study and effort to stay current
than crop insurance. Consequently,
crop insurance agents may need to
attend a variety of training sessions and
seminars, as well as engage in self
directed study, to maintain their prod-
uct knowledge and skill set regarding
the components of the crop insurance
program and farm management.
Generally, this is time well spent as
farmers select agents based upon an
expectation that the agent’s level of
product knowledge is superb.

Provides Guidance

A good agent helps find the best
product-to-farming operation fit to
meet the producers risk management
goals. For this to happen, an under-
standing of crop insurance, farming
practices—including production, mar-
keting, and financing—and risk man-
agement and their interrelationships
are essential.

Successful farmers have a very good
understanding of production and mar-
keting practices and are proficient in
the specific practices they employ.
Coping with risk and unexpected
changes is a constant challenge, and
they are in a continual hunt for the best
approach to manage these risky events.
This is where their crop insurance
agent comes in. They expect their
agent to be fully and completely
informed about crop insurance and
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have the ability to answer their ques-
tions. Perhaps, even more valuable to
them than answering technical ques-
tions about crop insurance products, is
the ability for an agent to explain how
crop insurance products support and
impact their marketing plans. This is
true customer service: a professional
who can provide important informa-
tion, critical to their making correct
marketing and production decisions,
and help them synthesize it into their
management practices.

To successfully provide this type of
information service, agents
understand production agriculture,
how farmers formulate decisions, and
the specific areas where they can add
value to the process. They need an
understanding of the big picture,
including their role and the role of
others who impact the farmer’s deci-
sions. They must recognize that the
agribusiness environment is complex
and interactive, and decisions and
their outcomes are interrelated and
connected.

Of particular importance is the abil-
ity of an insurance agent to understand
marketing and its interaction with spe-
cific crop insurance products. It is
expected an agent will understand
marketing; producers does not want to
have to educate their agent in the mar-
keting area other than to discuss their
preferred marketing  alternatives.
Successful farmers recognize the com-
plexity of marketing, and the size of the
task and effort needed for an agent to
understand and comprehend all there
is to learn about potential marketing
practices. However, agents who make
the effort and learn what is critical to
understand, are in a position to provide
the type of service their farm customers
need, and view as exceptional.

must

Sends Reminders

It is the producer’s responsibility to
strictly adhere to the terms of the policy
or insurance contract. A helpful agent
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will make it as easy as possible for an
insured to provide essential and/or
required information in a timely manner.
For example, throughout the insurance
year there are multiple critical deadlines
that must be met. A good agent helps
their insureds meet these deadlines and
policy requirements by sending timely
reminders of producer obligations.
Regardless of whether the producer
remembered the deadline or not prior to
receiving the reminder, the underlying
message has been received that the agent
is looking out for the farmer in a mean-
ingful and important way. It is a concrete
way of further increasing their trust and
strengthening the relationship.

Available
for Assistance

A good agent is available to answer
questions and provide assistance when
and where the insured wants it.
Convenience is important to producers
who are often strapped for time at crit-
ical points during the year. Meeting
their needs in an unobtrusive way usu-
ally reaps rewards. Even though we live
in a service-oriented, high-tech socie-
ty, there is still a strong demand for a
high-touch approach. This is particu-
larly true in production agriculture
with its tradition of relationship-based
sales. Typically, farmers identify with
the personality of an agent more so
than a particular company. The agent
becomes the company to them.
Consequently it is imperative to be
seen as a risk management problem
solver and not just a seller of insurance
products.

Astute agents recognize their
unique role and the importance of
providing assistance in meeting dead-
lines and completing paperwork.
Long-term survival depends on serv-
icing the producer’s crop insurance
needs this year, and sufficiently
addressing their other risk manage-
ment needs to ensure they will be in
business next year as well.

Provides

Gap Measures

A good agent will go the extra mile to
meet the insured’s needs and leave noth-
ing to chance. Providing services to fill
information gaps and help farmers use
crop insurance to manage their risk is an
area where good agents excel. In a com-
petitive industry there is little time for
hand holding, business babysitting, and
prodding; but there is ample room for
innovation, initiative, and effort.
Unfortunately, working hard is not
enough to guarantee success. One must
be proactive and creative, recognize
opportunities, and be self-motivated to
make it happen. Being able to recognize
and capitalize on opportunities is usually
the result of preparation and planning.
Demonstrating behavior that makes the
crop insurance process a little easier for
the farmer will go a long way in cement-
ing a long-term relationship.

A pattern seems to be emerging that
typifies successful agents—those posi-
tioned to be around for the long term.
The characteristics that describe this
agent group are similar to the characteris-
tics of other professionals (lenders, eleva-
tor operators, brokers, etc.) who work suc-
cessfully with farm clients. As a group
they understand the role service plays in
selecting professional assistance. They are
self motivated and go the extra mile in
meeting the needs of their insureds. They
have an appreciation for and understand
the economic principles driving farm
management decisions. They approach
their professions as part of a larger team
and know how crop insurance relates to
other functions on the farm, particularly
marketing. They know the value of edu-
cation and outreach and are involved in
professional development to maintain a
keen understanding of product knowl-
edge. They are persons of high integrity
with a strong work ethic, and are effective
in communicating and relating with oth-
ers. They use these skills to deliver the
high level of outstanding service farmers
deserve and desire. IORAY
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Harvest-Price Revenue Insurance
and Pre-harvest Pricing

Companion Tools for Managing Grain Price and Yield Risk

By Dr. Robert N. Wisner, University Professor of Economics and
Extension Grain Marketing Economist, lowa State University

Today’s grain production
and marketing environment
can be described as one with
narrow and uncertain profit
margins, and a high degree
of price and yield risk. For
the producer who has mod-
erate debts and chooses to
self-insure yields while rely-
ing strictly on cash market-
ing of corn, wheat, and soy-
beans, the future is highly
uncertain. Even with gov-
ernment payments, a cash-
only marketing strategy and
normal yields in recent years
has generated very limited profits or no
profit at all. For the producer who takes
advantage of above-average prices
through forward contracting or hedging,
but does nothing to manage production
risks, the future also is risky. A year or two
of severely reduced yields and having to
buy back over-sold contracts at high
prices can take years to recover from
financially. Fortunately, however, there
are tools that can help deal with these
risks. This article provides some recent
examples of how the tools work and their
performance.

Pre-harvest Pricing
While selling part of a crop before
harvest is not a guaranteed way of adding

i

value to production, the historical track
record indicates the odds of enhancing
prices versus those available at harvest or
through storage are increased with pre-
harvest sales. With com, for example,
December corn prices during the spring
of the year have been above harvest-time
prices in about 80 percent of the years
since 1975. For soybeans, November
futures prices during this period have
been above harvest time prices about
two-thirds of the time. September futures
on the Minneapolis spring wheat con-
tract during early May, based on data
compiled by Ed Ussett at the University
of Minnesota, have been above early
August prices in 68 percent of the years
since 1980. The average price increase

for all years was $0.13 per
bushel. While that may
seem like a small price
gain, it represents a 43 per-
cent increase in net rev-
enue for a typical producer
operating with a $0.30 per
bushel net return. For corn,
the average gain was $0.31
per bushel in the 81 per-
cent of the years that pro-
vided a positive net return
for forward pricing. For soy-
beans, the average gain in
those years was $0.62 per
bushel. Kansas City hard
red winter wheat monthly average prices
for September futures from 1985 through
1998, as compiled by Daniel Obrien at
Kansas State University, show a $0.19
per bushel higher average price for May
than for July.

Managing Production
and Price Risks at

the Same Time

Crop Revenue Coverage (CRC) and
Revenue Assurance with fall harvest
price option (RA-F) are logical compan-
ion products for pre-harvest pricing.
Both guarantee dollars per acre of cover-
age, with coverage increasing if prices rise
at harvest from the initial pre-harvest
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levels. Both set the pre-harvest price
before the normal increased spring
volatility in prices, and on average, may
not capture the price incentives available
in April and May. Also, coverage is based
on price times yield, so that the producer
is not fully protected against price
declines. If price declines but the yield is
good, there may be no indemnity pay-
ment. By combining this tool with pre-
harvest pricing, two things are accom-
plished. First, even with better-than-normal
yields, there is protection against lower
prices. Secondly, in case of low yields, with
the exception of replant payments, the insur-
ance provides for replacement of the lost
(non-produced) inventory at the higher har-
vest price, thus providing coverage to buy
back over-sold forward contracts or hedges.
For a hedge, the equal and opposite cash and
futures positions are maintained with these
msurance products—up to the insured per-
centage of the historical yield. That is quite
different from other types of crop insur-
ance or no crop insurance at all, where
rising futures positions generate losses
that are not offset by an increased cash
value of the crop or increased insurance
coverage.

Examples of CRC or
RA-F and Low Yields

vs. No Insurance

The following examples show how
these two tools work together for risk
management. The initial corn futures
price is the one used for revenue insur-
ances in 1998. The rising price example
is a hypothetical situation that could
have resulted from adverse weather over
a large part of the Corn Belt, for a farmer
who contracted 100 bushels of corn per
acre for fall delivery at a December
futures price of $2.80 per bushel. In
example 1(A,B,C), we assume the farmer
had a zero yield and December futures
rose by $0.50 per bushel after the corn
was contracted. The zero yield obviously
would represent an extreme, unlikely sit-
uation, for the majority of Corn Belt pro-
ducers. We took the extreme case to illus-
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trate the kind of protection
provided by this insurance.
Our example (1A) producer
had an APH of 143 bushels
per acre, and 70 percent
CRC insurance coverage.
This allowed him to forward

contract up to 100
bushels per acre,
knowing that market
replacement
coverage was avail-
able for up to this
amount of grain.
Examples 1B and
1C show the net
indemnity payments
with CRC, RA-E
and with RA with-
out the fall harvest
price coverage, com-
paring the
results from
these poli-
cies  with
the “no
insurance”
situation.
With no
insurance
and 100
bushels

value

CRC/RA-F Example

* Feb. avg. price of Dec. corn, $2.84

* Farm APH yield: 143 bu./a.

* Insurance @ 70%: 143 x .7 = 100 bu./a.
* 100 x $2.84 = $284/a. gross revenue

Example 1A

Pre-Harvest Contract

With CRC of RA-F
Zero Yield & Rising Price

* Min. income: 100 bu./a. x $2.84 = $284/a.

* Actual income: 0 bu. x $3.30 = $0.00/a.

* Effective insurance: $3.30 x 100 bu./a.: $330/a.

* Indemn. payment: $330-0.00 = $330/a.

* Buy-back cost on contract = $50.00/a.

* Net: $280/A.

* Net indemn. pmt. without harvest price: $234/a.

Example 1B

Net Income Results, Zero

* With no insurance:

-$50/A. (Before deducting any costs)

* With CRC:

$330 - ($50 contract buy-back) = $280/a

* RA without the fall harvest price option:

$283 - ($50 contract buy-back) = $233/A
Difference = $47/a.

per acre for-
ward contracted,
the  producer
would have a neg-
ative $50 per acre
return (cost of buy-
ing back the con-
tracts) before
subtracting any
production costs,
which might be as
high as $300 to $350
per acre. In the
insurance examples,

Example 1C

Income Results, Zero

Yield & $175/A.
Variable Cost

* With no insurance:
-$50/A. -$175/A.=$225/A.

* With CRC:
$330 - ($50 - $175) = $105/A.

* RA without fall harvest price option:
$284 - ($50 - $175) = $58/A.

Example 2A

we did not deduct premiums since these
vary from farm to farm and from area to
area. Example 2A shows return over vari-
able cost, when variable costs total $175
per acre. Variable costs are those costs
that would not exist if the crop is not

planted. Fixed costs include such items as
costs of owned land, depreciation on
equipment and facilities, and any other
costs that would be incurred even if the
crop were not planted. With no insur-
ance, this example would produce a dis-
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Pre-Harvest Contract with CRC

Normal Yield & Falling Price

* Indemn. payment: $0.00

* Min. income: 100 bu./a. x $2.83 = $284/a.

* Actual insur. income: 145 bu. x $2.15 = $311.75/a.
* Effective income: $1.81x145 bu./a.:$262.45/a. (N. C. lowa Cash price).
* Return over Var. Cost without contract = $87.45/a.

* With 100 bu./a. contract @ $2.45 local price: $326.45 gross/a.
e Return over variable cost with contract: $151.45/A
* Increased return over over var. cost through contract, 1,500 acres = $96,000

astrous situation for the farmer, with a
negative net return over variable cost of
$225 per acre. For a producer with 1,500
acres, that would be a total loss of
$337,500 before deducting fixed costs.
For the producer with CRC and the
same 1,500 acres, the return over vari-
able costs would be a positive $157,500.
For RA without the fall harvest price
option, it would be $87,000. Clearly, for
non-irrigated farms, heavy use of for-
ward contracting without attention to
management of production risk can be
dangerous.

Next (Example 2B), consider the risk
of passing up attractive pre-harvest pric-
ing opportunities. By harvest time of
1998, December corn futures prices had
fallen to $2.15 per bushel, with north
central Iowa cash prices dropping to
$1.81 per bushel (five cents above the
CCC loan rate). With these market con-
ditions and slightly above normal yields,
as shown below, the farmer’s return per
acre, for insurance purposes, was above
the minimum revenue guarantee in the
CRC policy. Accordingly, no insurance
indemnity payment was made. If the
corn grower had not forward contracted
corn at a higher price earlier, he/she
would have received a gross return of
$262.45 per acre and a return over the
$175 variable costs of $87.45 per acre.
Forward contracting 100 bushels per acre
at an earlier price of $2.45 per bushel,

Example 2B

however, increased the gross return to
$326.45. That, in turn, left a net return
over variable costs of $151.45 per acre.
On a 1,500-acre corn operation, this
combination of risk management tools
and strategies would have boosted the
return over variable cost by nearly
$96,000.

Producers who use options purchases
to set a floor on prices while retaining
upward price flexibility may find that
APH and/or hail and other types of sup-
plemental coverage are adequate com-
panion tools to combine with their mar-
keting strategies. Options purchases do
not expose farmers to market losses with
rising futures prices, as happens with for-
ward contracts.

Conclusions

The example above, for actual 1998
corn prices, is not an isolated example,
although the declining-price pattern
into harvest is not guaranteed and will
not occur every year. A similar pattern
also occurred in 1996, 1999, 2000, and
numerous other years. To show the
exposure to yield risks, we have taken
the extreme case by using a zero yield.
We used the extreme case to show a
producer’s financial vulnerability if he
or she forward contracts aggressively
without managing production risk.
The extreme case also shows the

potential role of CRC or RA-F in effec

tively managing that risk. The 1998
example also demonstrates that revenue
insurances are not designed as substi-
tutes for good marketing, but rather are
companion tools to help producers mar-
ket more effectively and to raise the
comfort level when pricing grain before
it is harvested. Because revenue insur
ance products base indemnity pay
ments on both price and yield, there is
not automatic protection against
falling prices. Moderately declining
prices combined with normal or higher
yields should not be expected to gener-
ate indemnity payments. But use of
marketing tools can protect against
lower prices with normal or higher
yields.

Today’s farm economy reflects nar
row profit margins, substantial price
risk, and increased weather wvolatility.
To manage under these conditions,
grain producers owe it to themselves to
carefully study how various insurance
products work and their potential role
as companion tools in selling grain
before it is produced. History indicates
that the best opportunities to add value
to a crop through marketing often come
when the size of the national crop is most
uncertain—often that is during the
spring of the year. ~IQRAY

For additional crop-related risk
management information, visit
www.econ.iastate.edu/facultylwisner/.
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MANAGING
PROFIT AND RISK

By George Flaskerud, Extension Crops
Economist, North Dakota State University

Marketing tools and crop insurance
are among the basic building blocks of
most strategies to manage profit and risk.
Both need to be evaluated during the
market planning process. In this article,
development of a marketing plan will be
discussed first followed by methods for
implementation. During this phase of the
plan, the use of evaluation software will
be presented. Further information on the
concepts and software can be found at
http://www.ag.ndsu.nodak.edu/aginfo/c
ropmkt/cropmkt.htm.

e o B

Development

One of the first steps in developing a
marketing plan is to evaluate fundamen-
tal supply and demand factors. The
stocks/use ratio is a frequently used statis-
tic to summarize the fundamentals. The
ratio is equal to ending stocks divided by
total use. It is often used to project the
direction and magnitude of price changes
based on historical relationships.

Price movements in futures prices can
be analyzed using technical analysis. It is
the study of past price behavior to deter-
mine where prices are likely to go in the
future. Trends, resistance and support
levels, retracements, moving averages,
and other price indicators are the tools of
the technician. Technical analysis should
be used to supplement fundamental



analysis. For example, price objectives
can be specified in a marketing plan
using fundamental and technical analy-
sis, and technical analysis can be used to
refine the objectives as they are about to
be achieved.

The basis is used along with the
futures market to make farm level price
projections. It can also enable a farmer to
make more profitable cash sales and to
make better use of other marketing tools.
Basis is calculated as the cash price minus
the futures price.

Agricultural commodities have his-
torically exhibited seasonal price move-
ments that are tied to the annual nature
of the crop cycle. Those times of the year
when prices are usually the highest can
be used as a time deadline for selling a
percentage of the crop. Storage costs
must also be considered when selecting
the time deadlines for selling.

Every attempt is made by producers to
sell above breakeven prices. A survival
breakeven price is equal to all cash obli-
gations, including principal payments
and cost of living, less government farm
program payments, divided by the aver-
age yield. This breakeven price must be
achieved annually if the farm is to survive
without renegotiating loan payments. An
acceptable breakeven price differs from
the survival breakeven in that economic
costs are included in the calculations
instead of cash costs. Depreciation and
interest on investment are substituted for
principal payments. This breakeven price
must be achieved in the long run for the
farm to remain viable over time.

Marketing plans can be formulated
with a number of goals in mind. Consider
risk factors when deciding on a goal or

Example Wheat Marketing Plan

combination of goals. Attitude toward
risk and the financial condition of the
farm operation are key risk factors.

® One marketing goal may be to sell
for the marketing year average
farm price.

¢ A modification of this goal would
be sell during those times of the
year when prices are at their high-
est, on average.

e This goal could be further modi-
fied so that preharvest sales would
only be made during those years
following a short-crop year.

* Another goal could be to sell only
for prices that exceed costs of pro-
duction.

® Selling at prices considered to be
likely, given supply and demand
fundamentals, is another goal.
This goal must have a contingency
plan in case the price projections
are not achieved. A typical backup
is to sell by a time deadline deter-
mined by seasonal price pattern
peaks. A certain amount of the
crop must be sold if a specific price
objective has not been reached by
the time deadline.

* Another goal may be to plan sales
for those times of the year deemed
most profitable by futures prices
and basis projections.

® A combination of goals may be
followed in constructing the mar-
keting plan. The best combination
will be unique to individual situa-
tions.

Based on the goals and other concepts
discussed, a marketing plan can be con-
structed. Below is an example marketing
plan for 2004 wheat production.

Production or MGE
Inventory Percent Time Deadline December or Nearby
10 5/06/04 4.00
25 5/27/04 415
30 11/04/04 4.45
25 11/11/04 470
10 11/18/04 495
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Price objectives are matched with
time deadlines. At least five objectives
and corresponding deadlines are usually
specified in a marketing plan.

A percentage of the crop is sold when
either the first price objective or time
deadline is reached, another percentage
of the crop is sold when either the second
price objective or second time deadline is
reached, and so on. The largest percent-
age is specified in the middle of the price
range for this example. Alternatively,
equal percentages or progressively larger
percentages could be specified.

Time deadlines are based on the sea-
sonal price pattern for cash wheat prices.
Those times of the year when cash prices
are usually the highest would be picked
as selling deadlines.

Price objectives are specified in the
Minneapolis December/nearby futures
contract. The December contract would
be used until December 1 and then the
next nearest futures contract would be
used. Futures prices rather than cash
prices are specified to facilitate the use of
technical analysis and alternative mar-
keting tools such as hedges and options.

For the example marketing plan, sell
10 percent of the anticipated wheat crop
by May 6 or when the December futures
price reaches $4.00, whichever comes
first. Sell an additional 25 percent by
May 27 or when the price reaches $4.15;
sell an additional 30 percent by
November 4 or when the price reaches
$4.45; sell an additional 25 percent by
November 11 or when the price reaches
$4.70; and, sell the final 10 percent by
November 18 or when the price reaches
$4.95. After November 30, use the next
closest futures contract instead of the
December contract. Marketing plans
need to be reviewed and adjusted as new
information becomes available.

Implementation

A marketing plan can be implement-
ed using a number of marketing tools.
The best tool to use depends on the situ-
ation. Elevator contracts can be used on
that portion of production that can be
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produced with near certainty, probably
the first one-third in the case of prehar-
vest sales.

Cash forward contracts, hedged-to-
arrive contracts (sometimes called
futures fixed contracts), and minimum
price contracts are elevator contract
alternatives that should be looked at for
making preharvest sales. The best con-
tract for a producer to use largely depends
on current and expected futures prices
and basis.

In general, selling one-third of antici-
pated production using a cash forward
contract or a futures fixed contract and
one-third using put options manages an
enormous amount of price risk. A floor
price can be established on two-thirds of
anticipated production while the price is
still open to the upside on two-thirds.

Price strategies can be refined when
analyzed in combination with crop insur-

ance products. Crop insurance and mar-
keting tools can be evaluated in an easy-
to-use spreadsheet program, which can
be downloaded from the web site denot-
ed at the beginning of the article. The
program is called the “Insurance and
Marketing Simulator” and requires the
use of Microsoft Excel. It was developed
by Matthew Diersen, South Dakota
State University Extension Service, and
Andrew Swenson, North Dakota State
University Extension Service.
Instructions for use of the model are also
given on the web site.

The simulator can be used to evaluate
popular insurance products: Multi Peril
Crop Insurance (MPCI) and Crop
Revenue Coverage (CRC). The simula-
tor can also be used to evaluate a third
product, Revenue Assurance with the
Harvest Option (RA-HO), because it is
essentially the same as CRC.

The simulator permits the sale of
futures, purchase of puts and purchase
of calls in combination with different
insurance products. Selling futures can
be used to represent a hedge-to-arrive
elevator contract. All three of the
tools can be used simultaneously.

The simulator is used to deter-
mine the best combination of insur-
ance and marketing tools. The best
combination may vary from one pro-
ducer to the next depending on risk
preferences, yields, prices, and prod-
uct premiums.

Making marketing and crop insut-
ance decisions based on a marketing
plan that evaluates marketing and
crop insurance tools simultaneously
should improve the producer’s market-
ing performance. Farm management
concepts will be the guide instead
of emotions. I9RAY
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MARKETING ALTERNATIVES
TO MANAGE RISK

By Dr. Laurence M. Crane, NCIS

It is clear that the financial stakes are high in developing a
sound plan to deal with fluctuating net farm income. After all is
done to keep production expenses at a minimum, the only other
components to income are maximizing the bushels produced
and marketing them at a favorable price. Crop insurance is an
important key for both of these because crop insurance can
guarantee a certain level of production. And, because produc-
tion is guaranteed, marketing alternatives become available that
allow farmers to lock in a favorable price and sell at a profit.

Successful operators are sharpening their skills in mar-
keting. Increasing numbers are marketing some, if not all,
of their crop prior to harvest. Although producers do not
individually control price, they do control when and how
to price. Price movements in all commodities carry a great
deal of uncertainty because of changes in weather and
resulting vyields, in foreign and domestic policies, in
government and trade policies, and in general supply and
demand forces.
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Profitable marketing requires a logical
approach in deciding at what price to sell
or buy and by what method to establish
that price. While the pricing decision is
not always easy, it may be extremely
rewarding. The decision of how to mar-
ket and at what price requires an
informed understanding of how markets
work and why prices move up and down.
Knowing the basics of supply and
demand is necessary. But, also under-
standing the various marketing methods
and tools helps in making the right mar-
keting decisions. In this article, seven
common marketing practices are briefly
described and the major advantages and
disadvantages of each are listed.

Sell At Harvest

This is the easiest form of marketing
because it requires no planning or extra
effort. When the crop is harvested it is
sold for cash at the prevailing price. There
are no storage or interest costs and the
price  is  immediately  known.
Unfortunately, prices at harvest are usual-
ly the lowest of the season and sometimes
congestion at the elevator will slow deliv-
ery. By selling at harvest, other marketing
alternatives are no longer available.

Storing For Later Sale

A step up in sophistication from sell-
ing at harvest is to store the grain in on-
farm storage or rent space in a commet-
cial storage facility and market at a later
date. This provides the grower with a
longer marketing window into the future
with the anticipation that the increase in
price will offset storage costs and loss in
quality. There is no guarantee that price
will increase however, and the grower is
exposed to not only storage and interest
costs but also the risk of price declines
and quality losses.

Cash Forward

Contract

A third cash market based alternative
is to sell the crop using a cash forward
contract. Prior to harvest, the farmer
signs a contract to deliver a fixed quanti-
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ty and grade of grain at a specified price
and at a specified location. These con-
tracts are relatively easy to understand
and readily available in convenient
quantities. In this way a grower can
extend the marketing window to a time
earlier than harvest and take advantage
of potentially higher pre-market prices,
and eliminates the risk of adverse price or
basis changes. The main disadvantage of
a cash forward contract is the risk of a
production shortfall. Crop insurance can
essentially eliminate this risk; however,
by guaranteeing a level of production,
the insured grower can contract with
confidence up to the level of their crop
insurance protection. Also, there is the

The decision of how
to market and at what
price requires an
informed under standing
of how markets work
and why prices move
up and down.

potential for prices to rally at harvest and
contracting early eliminates the opportu-
nity to take advantage of strengthening
basis or price increases.

Deferred Pricing

Contract

With a deferred pricing contract the
grower agrees to the non-price terms of
trade and a formula for determining
price, but not on the price itself. For
example, the grower agrees to deliver a
specified quantity and quality of grain to
a commercial elevator by a specified date
at a price to be determined in the future.
The sales price is tied to a particular base
price (e.g., local posted bid or to a termi-

nal market bid) plus a differential relative
to the base price.

This affords the grower a longer pric-
ing window and an opportunity to capi-
talize on any price increase, and to
reduce storage costs. Cash flow is
enhanced through advance payment
options, and there are convenient con-
tract quantities available. The downside
is, the longer the grain is in storage the
higher the potential storage and interest
costs and likelihood of adverse price and
basis changes. Also, should the elevator
experience financial problems the grow-
er is exposed to those risks inherent with
being an unsecured creditor because they
have surrendered title to the grain with-
out first receiving payment.

Basis Contract

The final cash market based market-
ing alternative described in this article is
a basis contract. With a basis contract,
grain is delivered to a commercial eleva-
tor and sold prior to a designated date at
a specified amount above or below a
futures price. Basis is simply the differ-
ence between the cash market price and
the price for a given futures contract.
Basis encompasses local supply and
demand conditions and reflects the
transportation costs between the local
market and the delivery point specified
in the futures contract. Basis tends to be
reasonably stable and predictable. Even
though prices can vary greatly from year
to year, the basis, or difference between
the local elevator and futures price, varies
relatively little.

Basis contracts allow growers to
extend their pricing decision window
while avoiding adverse basis changes
and expensive commercial storage costs.
Basis contracts are also available in con-
venient quantities and frequently par-
tial advance payments can be arranged
to help with cash flow. Even though
basis is fairly easy to understand and cal-
culate, it does require a certain level of
understanding and effort to calculate.
Also as with a deferred pricing contract,
should the elevator experience financial



avo s manscevent IPIRIIVIER

Sell At Harvest A:harvest grain is delivered and sold for cash in a convenient market.

Advantages: Disadvantages:

e Easily understood ¢ Harvest price is often lowest

e Price is known immediately ¢ Shortens marketing window

® No costs or inconvenience of storage e Eliminates other cash-based alternatives
® No accumulating interest costs e Congestion at elevators

* No shrink or deterioration

Storing For Later Sale Guinis placed in on-farm or commercial storage and sold at a later time determined by the grower.

Advantages: Disadvantages:

e Extends pricing decision window * Quality may deteriorate

® Increases delivery flexibility with on farm storage or ® Decreased delivery flexibility if stored commercially
increases delivery convenience with commercial storage ® Increased storage and interest costs

e Return on storage if price rises e Risk of adverse price change during storage

Cash Forward Contracts rrior o harvest, grower signs a contract to deliver a fixed quantity and grade of grain at a specified price, and

at a specified location.

Advantages: Disadvantages:

e Extends pricing decision window ¢ Increases production risk; delivery is an obligation
e Eliminates risk of adverse price or basis change ® Reduces flexibility when market conditions change
e Easy to understand ® No gain if price rises or basis strengthens

L]

Awailable in convenient quantities

Deferred Pricing Contract Grain is delivered to a commercial elevator and sold by a specified date at a price to be determined in the
future. Price is tied to local posted bid or a terminal market bid.

Advantages: Disadvantages:

e Extends pricing decision window ® Interest cost and storage fees

¢ Gain when price rises ¢ Risk of adverse price or basis change until grain is priced
® May eliminate or reduce commercial storage ® Potential repayment of advance

e Possible advance payment ¢ Unsecured creditor in bankruptcy

L]

Convenient contract quantities

Basis Contract Guin is delivered to a commercial elevator and sold prior to a designated date at a specified amount above or
below a futures price (or basis).

Advantages: Disadvantages:

e Extends pricing decision window ¢ Unsecured creditor in bankruptcy

® May reduce commercial storage o Risk of adverse price change until grain is priced
® No risk of adverse basis change ¢ Potential repayment of advance

* Convenient contract quantities ® Basis knowledge required

()

Possible advance partial payment

Hedging With A Futures Contract Selling appropriate amount of futures contracts offsets actual or expected cash market position.
Futures contracts are “bought back” when grain is sold on cash market. Net price received
is a combination of the cash market and futures transactions.

Advantages: Disadvantages:
e Extends pricing decision window ¢ Risk of adverse basis change
e Risk of adverse price change is eliminated ® Margin requirements increase interest costs and may cause cash flow problems
® Easy to reverse position (liquidity) ¢ Contracts only in fixed increments
e Basis is more predictable than price ¢ Requires knowledge of futures and basis
()

Eliminates gain from rising cash price

Using An Opl'ions Contract A put option(s) that allows the holder to take a futures position is purchased for the actual or expected
cash position. Options can be exercised, sold, or allowed to expire. Net price received is a combination
of the cash market and options market transactions.

Advantages: Disadvantages:

e Extends pricing decision window ® Risk of adverse basis change

e Risk of adverse price change is eliminated e Cost may be greater than price protection

e Partial gain from rising cash price ¢ Contracts in fixed quantities only

e Eliminates margin requirements ¢ Requires significant knowledge and substantial data

®_Easy to reverse position (liquidity)
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problems, the grower is exposed to
those risks inherent with being an
unsecured creditor.

Hedging With A

Futures Contract

Hedging is based on the principle
that cash market prices and futures
market prices tend to move up and
down together. A grower (hedger) can
protect against the risk of a price
decline in the cash market by taking an
opposite position in the futures market.
When the grain is sold in the cash mar-
ket, the futures contract is bought back
by the grower. The net price received
for his grain is a combination of the
cash and futures market transactions.

Hedging with a futures contract
reduces the risk of adverse price
changes and extends the window of
time for making pricing decisions.
Hedging offers a high degree of liquidi-
ty and while downward price risk is off-
set, gains from rising prices are also
eliminated and basis risk still exists
until the cash transaction is made;
however, basis risk is usually easier to
predict than price risk. Futures con-
tracts are only available in fixed incre-
ments and hedgers are subject to mar-
gin requirements that potentially could
negatively affect cash flow. Margin
money is a performance bond that pre-
vents contract default and guarantees
that the positions taken in a contract
will be honored. Also, because hedging
with a futures contract is a more sophis-
ticated marketing strategy, the knowl-
edge level and understanding of the
relationship of basis and futures markets
is increased.

Using An Option

Contract

An options contract allows the
grower to take advantage of price
increases while protecting against price
declines. A put option allows the
hedger to take a futures position and
establish a floor or minimum selling

price. This contract gives the buyer the
right (but not the obligation) to sell a
futures contract at a predetermined
price. This option can be exercised,
sold, or allowed to expire. Options con-
tracts allow growers to extend their
marketing timeline and eliminate both
decreasing and increasing price risk.
Options also offer a high degree of lig-
uidity and don’t require margin money
and the associated potential cash flow
problems. On the other hand, market-
ing with options requires a working
knowledge of the futures markets and
good farm data.

Summary

Financial and marketing risks for
farmers are much greater than a few
years ago. Narrow profit margins and
wide swings in prices and income are
causing farmers and their lenders to
look seriously at the payoff for devel-
oping marketing plans and imple-
menting well-managed marketing
strategies. As with any decision, the
more an individual knows and under-
stands about all factors involved, the
better the decision will be.

Market-determined prices are
volatile. Current U.S. farm programs
focus towards less government influ-
ence on price stabilization, and more
emphasis on market-based production
decisions. The farm safety net primari-
ly consists of subsidizing crop insur-
ance to make it affordable to every
farmer, and market enhancement
policies to expand the demand for
farm products. Thus, farmers are
forced to individually face the impacts
of prices for their commodities that
are determined in markets essentially
free from government manipulation.

The good news is there are
increased opportunities for profit; the
bad news is there is an increased like-
lihood of loss and failure. The bottom
line is farmers need to be proactive in
their marketing and crop insurance
decisions to ensure a profit and avoid
a loss. IODAY
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Managing Risk in Fruit and
Vegetable Production

When considering profitability, peo-
ple are often seduced by the potential of

fruit  and  vegetable production.
Compared to most agronomic crops,
these horticultural crops offer the oppor-
tunity to produce a fair amount of
income on small acreage. With this
income potential, however, come sizable
risks. These risks can be categorized as
either those impacting receipts or those
relating to the cost of production.

Yield and Price Risk

Receipts are the gross returns (price
times yield) from production. For peren-

Jayson K. Harper, The Pennsylvania State University and Gerald B. White, Cornell University
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nial horticultural crops (tree fruits and
nuts, small fruits, etc.), receipts may be
zero for several years while the planting is
in the preproductive stage. Variability in
both yield and prices will affect receipts.
The ability of the producer to deal with
both types of variability will impact on
the profitability of the enterprise. Large
yields are not the important yardstick;
having sufficient sales of high quality
product is what is important to prof-
itability.

Every year horticultural producers face
yields risk in the form of adverse weather
and pest damage. In a perennial crop,

¥ e

yield risk can take the form of year-to-year
variability, or more serious damage that
reduces the long-term production poten-
tial of the planting. Although yield risk is
important, it usually has readily identifi-
able causes and remedies. In the
Northeast, for example, average seasonal
rainfall is somewhat less than is required
for optimal performance of fruit and veg-
etable crops. Seasons in which moisture is
a severe limiting factor affecting prof-
itability occurs perhaps two or three years
in ten, for individual growers.

Producers can reduce the effects of
yield risk through irrigation, pest
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management practices, and site and cul-
tivar selection. In addition, multiple
peril crop insurance is available for
many fruit and vegetable crops grown in
the Northeast including apples, blue-
berries (pilot), grapes, cabbage (pilot),
snap beans (canning and processing),
cranberries, peaches, pears, peas, pep-
pers, plums, potatoes, stone fruit, sweet
corn (canning and processing, and fresh
market) and tomatoes (canning and
processing, and fresh market). While it
is important to minimize the effect of
yield risks and its impact on profitabili-
ty, producers are usually much more
equipped to deal with this type of risk
than those associated with marketing.

Marketing Risk

Marketing plays a crucial role in hor-
ticultural crop production and should be
planned well in advance of harvest. In
fact, fruit and vegetable growers really
should be thinking of marketing prior to
planting. This is particularly important
for perennial crops where decisions about
which varieties to plant are made several
years prior to the first crop.

Knowledge of what the market
requires (in terms of form and quality)
and when to market is the key to success.
Why do “good” growers go out of busi-
ness, while others in less ideal production
circumstances thrive! Often the differ-
ence is marketing acumen. Developing a
marketing strategy requires careful evalu-
ation of the supply and demand for your
product and investigation of market
alternatives. The successful marketer
must strive to produce products, which
satisfy basic customer needs and wants,
rather than simply selling the products
he/she produces. Strategic marketing
planning requires specification of target
markets, or the individuals or businesses
identified as the most desirable cus-
tomers. The selection of target markets
in turn drives decisions about products
(including varieties and packaging), pro-
motion, pricing, location, and distribu-
tion strategies.

Seven traditional (distribution) alter-
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natives are generally available to the hor-
ticultural crop growers: wholesale mar-
ket, marketing cooperatives, local retail,
roadside stands, farmers markets, pick-
your-own, and processing. Other options
such as rent-a-row/tree, community sup-
ported agriculture, and Internet and/or
mail order may be worth investigating
depending on the nature of the farm
operation and the crops grown.

Wholesale marketing is often done
on a producer assignment basis, where
shippers market and ship the fruit for a
predetermined rate. Whether a shipper is
used to take a crop to the wholesale mar-
ket, or it is transported directly by the
individual grower, this marketing alter-
native is subject to the greatest price fluc-
tuations. Marketing cooperatives gener-
ally use a daily-pooled cost and price,
which spreads price fluctuations over all
participating producers.

Local retail (selling directly to gro-
cery stores) is another possibility, but
considerable time must be spent in con-
tacting produce managers and providing
consistent quality when the store
requires the produce. Roadside stands
(either your own or another growers),
pick-your-own operations and farmers
markets are other marketing options.
They provide an opportunity for growers
to receive higher than wholesale prices
for their produce. In this situation, how-
ever, there may be significant expenses
for advertising, building and maintain-
ing a facility and employing someone to
service customers. In a pick-your-own
(PYO) operation, harvest costs are
saved, but growers must also be willing
to accept some wastage. Furthermore,
growers who market direct must be cog-
nizant of the greater legal risk that is
faced in dealing with consumers directly.
The risk of food contamination, injuries
(especially for PYO operations), and
other potential liability claims signifi-
cantly increase the cost of insurance for
many direct marketers.

Depending on location, processing
may or may not be a marketing
option. Processing prices are often

much more volatile than fresh-mar-
keting prices. However, successful
processing cooperatives, such as
National ~ Grape Cooperative
(Welch’s) and Ocean Spray are exam-
ples of cooperatives in the Northeast
whose marketing practices reduce
variability of cash flow for their mem-
bers as well as usually supplying a pre-
mium over cash market prices.

Price and quality are synonymous in
horticultural ~ crop  production.
Unfortunately, it is not always easy to
know what is meant by “high quality”
and quality judgment often varies from
year to year. Federal grade standards do
not exist for all horticultural crops and
those that have them are often not very
specific. Often there is only one recog-
nized quality grade, U.S. No. 1, which
means produce of “good average quality.”
Buyers, however, often have additional
criteria by which they judge produce
quality including flavor, ripeness, aroma,
cleanliness, and the absence of pest dam-
age and foreign material.

Proper disease management, harvest
practices (including picker instruction
and supervision) and post-harvest han-
dling are critical to marketing success.
Cooling produce to remove field heat
and improve shelf life is especially impor-
tant. Treatments to reduce decay may be
another  important  consideration.
Sorting and washing of some fruits and
vegetables can also be done to help
maintain quality and improve appear-
ance. For certain crops like small fruits
and other delicate produce, sorting
and/or washing is not an option; harvest
crews must be well-trained, and quality
continuously monitored to assure a mar-
ketable crop.

Cost of Production
Horticultural crop production is not
for the financially faint of heart. For cer-
tain vegetable crops, preharvest costs may
amount to several thousands of dollars per
acre. For perennial crops, substantial ini-
tial investments are required and many
years may go by before the first dollar



returns to the operation. For most peren-
nial crops, the preproductive costs for
land preparation and establishment are
often many times the cost of annual hor-
ticultural crops. This is the period where
growers are most exposed to financial risk.
Growers must realistically assess their
ability to absorb losses during this period
and not rely on single enterprises for cur-
rent and future income.

Naturally, growers complain when the
costs of fertilizers and pesticides increase
and they are often tempted to reduce
these costs by cutting applications. In the
whole scheme of things, however, these
costs are minor. It makes little economic
sense to jeopardize profitability by trying
to save a few dollars here and there. Once
the crop is established, the major cost by
far in horticultural crops is for harvesting
and marketing the crop. Labor manage-
ment and costs are the primary concern.
Investing in production practices, which
reduce yield and quality variability, are
rarely a waste of money.

Good labor management is a key to
horticultural crop profitability. Because
of the perishable nature of these prod-
ucts, hand picking is often the only alter-
native. Understanding the labor market
and planning for adequate and experi-
enced labor is critical to having a high-
quality crop ready to market. Growers
must understand the federal, state and
local laws, which apply to the use of agri-
cultural labor. These laws include those
relating to migrant and seasonal workers,
immigration, child labor, wages and
hours, withholding taxes, unemployment
compensation, family and medical leave,
worker’s compensation, worker protec-
tion (pesticide exposure, safe workplace,
field sanitation) and migrant housing.
Communicating your firm’s personnel
policies is a key element in effective
human resource management.

Horticultural Crop
Budgeting

Understanding the magnitude of the
financial risks and the nature of cash

flows in horticultural crop production
requires the preparation of enterprise
budgets. Enterprise budgets represent
estimates of the receipts (income), costs
and profitability associated with the pro-
duction of agricultural products. Budgets
are used to:

® Enumerate the receipts (income)
received for an enterprise;

® Enumerate the inputs and produc-
tion practices required by an enter-
prise;

® Evaluate the efficiency of farm
enterprises;

e Estimate benefits and costs for
major changes in production prac-
tices;

® Provide the basis for a total farm
plan;

e Estimate break-even price and/or
yield for market planning purposes;
and,

® Support applications for credit.

Enterprise budgets should contain

receipts (income) for every product and
by-product of the enterprise. Prices
should be used which reflect the markets
faced and the productivity of the enter-
prise, given the specific resource situa-
tion (land, labor, equipment, etc.).

Enterprise budgets contain several

cost components. Determining the
costs of various decisions can be diffi-
cult. Frequently, individuals disagree
over which costs to include and how
they  should be  measured.
Understandably, these differences arise
because production costs are unique to
each individual resource situation.

One of the more common classifica-

tions divides cost into variable and
fixed costs. Variable costs are those
expenses that vary with output within a
production period. Examples include
marketing, fertilizer, chemicals, fuel,
repairs and hourly or seasonal labor.
Other terms used to describe variable
costs include cash costs (or expenses),
direct costs, and out-of-pocket costs.

Fixed costs include depreciation,

taxes, interest on investment, land
charges, annual labor, and insurance.
Sometimes, a management fee is also
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included as a fixed cost. These costs are
considered to be “fixed” because they
generally remain at the same level
within a production period and do not
vary with the level of output. Indirect,
non-cash, and overhead costs are other
terms used to describe fixed costs.

Total costs are the sum of variable
and fixed costs. Although a grower’s
aim is to earn a profit above total
costs, this is not always possible.
Because of yield or marketing condi-
tions beyond the grower’s control,
income received is sometimes less
than the total costs of production.
Should a grower continue to produce
under these circumstances! The
answer may be yes if returns are
above variable costs and it is a short-
term condition. If fixed costs are not
covered in the long run, however,
reinvestment in capital items (like
tractors, implements, buildings, and
equipment) cannot be made and the
result is a depletion of existing capi-
tal stock.

Conclusions

Horticultural crop production has
excellent profit potential and the abil-
ity to generate significant income on
small acreages and limited resource
farms. This profit potential, however,
comes with a fair amount of risk.
Producers must be prepared to not
only produce a high quality crop, but
also be an active and aggressive mar-
keter. Initial investment is high and
substantial annual cost of production
requires growers to be able to finan-
cially weather annual cash flow
demands (and the costs associated
with preproductive years in fruit
crops). For those who can balance the
demands of production and market-
ing, the future of fresh market horti-
cultural crop production in particular
appears very favorable. Per capita
fresh consumption of most fruits and
vegetables are rising, which bodes
well for the continued strength of
fresh market prices. IS2AY
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CoMMUNITY BASED ORGANIZATIONS
(CBO’s). KEY To REACHING
LIMITED RESOURCE FARMERS

By Dr. Laurence M. Crane, NCIS

Left to right: Dr. Laurence Crane, NCIS; Dan DeLano,
Rain and Hail, LLC.; Luz Bazan Gutierrez, President and
CEOQO, Rural Community Development Resources; Hector
Franco, Rural Community Development Resources; Velma
Perez, President, Hispanic Chamber of Commerce of Yakima
County and owner of Velma Perez Insurance Agency; and
Dan Bird, Rural Community Insurance Services.

The group spent two productive days discussing all aspects
of the crop insurance program.
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Meeting the risk management needs of all farmers inter-
ested in crop insurance is a priority of the crop insurance
industry. Large amounts of money and time are spent annu-
ally by the private industry educating farmers and promoting
crop insurance. Leveraging industry efforts with organiza-
tions having a long-term and trusted relationship with hard
to reach farmers is critical to success. Most limited resource
farmers are closely associated with one or more Community
Based Organization (CBO) with which they have developed
a relationship of trust and confidence. With increasingly

Luz Bazan Gutierrez, Velma Perez, and Hector Franco, visited
NCIS in behalf of the Rural Coalition to learn about the crop
insurance delivery system.

tight budgets and limited educational resources, it is impera-
tive we work together to achieve the mutual goal of making
crop insurance available to every interested farmer.
Community Based Organizations are just what the term
implies: organizations that exist for the express purpose of
meeting the needs of a community of individuals bound
together by some specific defining characteristics and objec-
tives. CBO’s typically range from legal entities with expres-
sive charters and aggressive agendas, to informal groups
bonding together for more simple common economic or



social purposes. Regardless of size
and mission, CBO’s are very effective
in communicating with their mem-
bers and enjoy a position of trust and
stature with those whom they serve.

As the risk exposure of all farmers
has increased, no group of farmers has
become more vulnerable than small
farmers. Many of these farmers not
only lack the capital and other
resources to assure their financial
security, but also lack the information
that could help them cope with other
risks. They often lack the skills to
take advantage of programs and poli-
cies designed to help them. While
small farmers are diverse, there are
groups who are more vulnerable and
less empowered than others.

Socially disadvantaged and limit-
ed resource farmers are often outside
the usual flow of agricultural infor-
mation. They seldom read the agri-
cultural publications aimed at more
profitable farmers and supported by
the advertisers who sell products
and services to those more prof-
itable farmers. Many of these farm-
ers have limited English ability, and
prefer to communicate in Spanish.
Until very recently, the public
interest in helping these farmers sur-
vive  has  been  sporadic.
Overcoming barriers and building
trust has been a long and often diffi-
cult process, with mixed results.
These conditions have resulted in
this segment of the farming popula-
tion being genuinely overlooked by
some traditional educational pro-
grams when compared to the larger,
more affluent farm operations.

As a group, these small, limited
resource farmers tend to grow many
crops that are not traded on the
futures market; thus, many of the
marketing tools that are successfully
used by larger farmers to manage their
marketing risks are not credible
options for them. Moreover, the vast
majority of extension publications

and fact sheets dealing with market-
ing risks, focus on techniques cen-
tered around using the futures mar-
ket. Also, many of the crops grown
by these farmers have not been insur-
able under the Multiple Peril Crop
Insurance (MPCI) program; thus
they have no historical or personal
experience using crop insurance and
are unfamiliar with the current crop
insurance program.

The good news is that the hard
work and dedication of reaching
these producers is beginning to pay-
off. As more individual producers
have personal experience with crop
insurance they become ambassadors
for crop insurance within their own
community and sphere of influence.

Socially disadvantaged
and limted resource farmers
are often outdde the usual
flow of agricultural
information.

As they gain the experience of work-
ing with a dedicated crop insurance
agent, a relationship of trust emerges
and they become more comfortable
referring friends and associates to
their agent.

One CBO that is making a differ-
ence is the Rural Community
Development Resources organization
in Yakima, Washington. They have
helped over 100 limited resource
Hispanic producers enter agriculture
and build successful collaborative
businesses.  Its Center for Latino
Farmers helps beginning Latino farm-
ers with limited English skills to
establish their own family farms with
the help of USDA programs. Center
staff provides workshops and one-on-
one training sessions to Latino farm
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operators who want to have access to
the USDA programs; as well as assist-
ing them in filling out the required
USDA forms.

Representatives of the Rural
Community Development Resources
(RCDR) recently visited the NCIS
office for an in-depth discussion with
NCIS staff and member companies
about the crop insurance industry
delivery system in an effort to learn
how they, and other CBO’s, can help
the farmers they represent avail
themselves of the crop insurance pro-
gram. All involved agreed that the
time spent was productive and well
worth the effort.

The RCDR are members of the
Rural Coalition and were visiting
also on its behalf to leam how the
Rural Coalition and its members can
best help their farmers realize the
benefits of using crop insurance. The
Rural Coalition is an alliance of
regionally and culturally diverse com-
munity-based organizations commit-
ted to finding grassroots-driven solu-
tions to rural needs. The Rural
Caoalition is working to solve a wide
array of economic risks and social
needs small farmers face and are gen-
uinely interested in learning more
about crop insurance and the indus-
try’s outreach activities focused on
small farmers.

The private crop insurance indus-
try is committed to delivering the
crop insurance program as effectively
and efficiently as possible to all farm-
ers. Partnering with influential
CBO’s who have an established track
record of working with farmers hav-
ing little or no experience with the
crop insurance industry, is a positive
Building relationships with
Community Based Organizations
based on trust and mutual rewards
will help ensure a long-term and
solid foundation for accomplishing
the goal of effectively reaching all
interested farmers. I9RAY

move.
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RECORD-KEEPING:

ESSENTIAL TO RISk MANAGEMENT

Information is power! Think of the
power and money one could command
with perfect information. Think of all
the regulatory statutes used to prevent
the misuse of “insider” information.
Unfortunately, we live in a world of
imperfect information. Still, think of all
the available information not being
properly used that potentially could be
transferred into power and money. A
major management challenge is to col-
lect, sort out and use accurate and perti-
nent information for decision-making,
while ignoring volumes of useless, time-
consuming and erroneous information,
and at the same time not overlook essen-
tial helpful information.

Record-keeping is not particularly
exciting work. In fact, it is usually quite
boring. It is time consuming, often
tedious and has few immediate tangible
benefits. The benefits come from being
able to make correct decisions based on
credible, documented information; and
remember, information is power. Power
to make the right decision with confi-
dence, or at least as much confidence as is
humanly possible in an imperfect world.

Both historical data and projected
information are needed to make the crop
insurance purchase decision. The value
of outlook information in managing risk
was discussed in a previous article.
(“Outlook Information: Essential to Risk
Management”, Crop Insurance Today,
Vol. 30, No. 2, May, 1997, p: 18-19.)
This article summarizes typical types of
records most growers would find helpful
in making management decisions.

Effective management depends on
accurate measurement. In fact, if it can’t
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By Dr. Laurence M. Crane, NCIS

be measured, it can’t be effectively man-
aged. With risk management, the rub
comes because measurement of many
important variables is often subjective,
and extremely difficult if not impossible.
For this reason it is important to accu-
rately measure those variables that can
be objectively measured. Thus, you have
the answer to the question for why
detailed farm records are necessary and
important.

What types of information should
farmers keep, how much should they col-
lect and what is the best way to organize
it? These are legitimate questions. As
with most activities, there are numerous
ways to successfully accomplish the same
goal. Table 1 is one representation of the
categories and types of records that most
successful farmers maintain for their
operations. (A checklist is included that
can be used to determine the status of an
individual’s farm records.) With the
exception of goals, these are objective
measures and observations of fact.

Producers who prove their yields find
crop insurance more  attractive.
Certifying production under the APH
program requires a minimum of four
years of records. Developing probability
distributions of risky events using farm
level data, is immensely valuable in risk
analysis. The longer the series of data the
better; however, ten years of data would
be a minimum requirement.

The popular expression made famous
in the computer world, GIGO (garbage
in-garbage out) applies to farm record-
keeping. Any analysis is only as accurate
and strong as the information used to
support it. Farmers typically concentrate

on activities exhibiting tangible results.
Record-keeping for the sake of record-
keeping is a waste of time. However,
recording important information that
can aid in the decision process and the
effective management of risk is viewed as
a worthwhile activity.

To effectively make the crop insur-
ance purchase decision, a grower needs
to be able to answer a series of questions
about his own risk taking ability and that
of his farm. The list of questions in Table
2 (refer to page 33) is provided as an
example of the types of questions that
farm business owners need to consider.
This is not an exhaustive list, but is rep-
resentative. Only they can determine
what the correct answers are. It is the
role of the agricultural professional (crop
insurance agent, lender, broker, crop
consultant, etc.) to provide technical
assistance where needed, enabling the
grower to perform the analysis and make
the decision. For example, only the
insurance agent can provide the neces-
sary rate and policy information needed
to make the crop insurance purchase
decision. Lenders can provide interest
rate and repayment requirement infor-
mation. Introducing brokers can provide
technical hedging information. Crop
insurance agents, who possess a thorough
understanding of farm records and their
use in risk decision-making, are in a
strong position of being able to provide
the service demanded by today’s success-
ful farmers.

Many record-keeping and accounting
software packages are commercially
available. Typical features include double
entry accounting, preparing enterprise



budgets, generating complete coordinat-
ed financial statements and calculating
the “sweet sixteen” financial perform-
ance measures. These packages are rela-
tively inexpensive. Moreover, profes-
sional assistance is available from a mul-
titude of private companies and institu-
tions that specialize in helping farmers

with their record-keeping and account-
ing activities.

In conclusion, remember it takes time
to document farm performance. Time is a
precious resource. So is accurate informa-
tion about farm productivity. As profit
margins narrow, survival depends on all
resources available to the farm manager

TABLE 1.
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being put to their most productive use.
Farm records are an important resource
too often ignored and not used effective-
ly. Farm accounting and activity docu-
mentation are basic record-keeping func-
tions essential to effective information
management. And remember, informa-
tion is power!

FARM MANAGEMENT RECORDS

expense ratio, net farm income from operations ratio),

Production Records

Enterprise Budgets*
(Crop Budgets):

Project costs and returns over a production period including
direct costs (seed, chemicals, fertilizer, crop insurance, fuel,
repairs, hired labor, irrigation, etc.), indirect costs (marketing
overhead, depreciation, investment and land taxes), returns to
management and labor; and yield records including both quanti-
ty and quality.

Resources Flow Budgets:

Similar to cash flow in concept, each limiting resource should
have a flow budget that reflects sources and uses over time.
Examples of limited resources include labor, machinery (by func-
tion—seeding, cultivating harvesting, etc.).

Financial Records

Income Statement:

Reports the amount of profit the business generates on an
annual basis. An accrual statement provides a better measure of
the firm’s performance because it considers changes in invento-
ries, rather than cash transactions.

Balance Sheet:

Summarizes the values of the firm’s owned assets and liabili-
ties. The difference between the two totals is the owner’s equity
(net worth).

Cash Flow Budget:

Reports the sources and uses of the business’ cash resources
reflecting both the change in cash, and the timing of when the
cash was spent or received.

“Sweet Sixteen” Measures:

Liquidity (current ratio, working capital), Solvency (debt/asset
ratio, equity/asset ratio, leverage ratio), Profitability (rate of return
on farm assets, rate of return on farm equity, net farm income),
Financial Efficiency (asset turnover ratio, operating profit margin,
operating expense ratio, depreciation expense ratio, interest

Repayment Capacity (term debt and capital lease coverage ratio,
capital replacement and term debt repayment margin).
Family Living:

A complete listing of family living expenses to include sources
of off-farm income and cash withdrawals from the farm to meet
living expenses. In-kind contributions from the farm operation to

the family should be included.

Ownership/Personal Records

Asset Inventory:

A complete listing of all assets controlled by the business
including ownership type and/or control arrangements including
leases and terms of agreement. For each asset an estimation of its
productive capacity, and its opportunity cost.

Ownership Arrangements:

Listing of all partnership, landlord/tenant, resource sharing
(machinery, labor, etc.) agreements explaining how each
owner/party is compensated and what the responsibilities and
authorities of each are.

Estate Plan:

Describes the exit/entry and retirement plans of the business
owners including all transfer investments (will, trusts, insurance,
annuities, buy-sell agreements, etc.), and documenting all prop-
erty ownership. Also should include instructions regarding
health, disability, and other personal matters.

Statement of Goals:

A description of business objectives covering both short and
long term horizons. Personal goals relating to the business should
be listed for each “stakeholder” in the farm and with alternative
plans to reconcile competing goals.

*An enterprise budget is a projection of costs and retwrns based on
projected vields and prices, whereas, an enterprise account is a historic
summary based on actual yields and prices.
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Enterprise Budgets (By Crop)

0 13 4+ years
o 0O 0O
o O 0O
o O 0O
o O 0O
Resources Flow Budgets
0 13 4+ years
O 0O 0O Labor
0 0O 0O Machinery: Seed Prep
0 0O O Machinery: Seeding
0O O 0O Machinery: Cultivating

Income Statement
0 13 4+ years
o 0o 0O

Balance Sheet
0 13 4+ years
O O O

Cash Flow Budget
0 13 4+ years
o O 0O

“Sweet Sixteen” Measures
0 13 4+ years
o 0O 0O

Family Living
0 13 4+ years
o 0 O

Asset Inventory

yes no

O 0O
These records are current,
updated on:

Production Records

with

sufficient

0 13 4+ years

o o 0O

o o O

o o O

o o O

0 13 4+ years

0 O 0O Machinery: Harvesting
o o O

o o 0O

o o O

Financial Records

Date of last statement:

Date of last update:

Date of last update:

Date of last analysis:

These records were last updated on:

Ownership/Personal Records

documentation. They were

last

Ownership Arrangements

yes no

o O
These records are current,
updated on:

with

sufficient

documentation. They were

last

Estate Plan
yes no
O O

These records are current,

updated on:

with

sufficient

documentation. were

They

last

Statement of Goals
yes no
O O

These records are current, with

Farm Management Records Checklist

sufficient

documentation. They were

last

updated on:
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TABLE 2,
CROP INSURANCE
RISK MANAGEMENT QUESTIONS

FARM RECORDS
* How many years of farm records do I have?

e Havel:

Identified reliable sources of outlook information?

e Certified my production history with my crop insurance agent?
® Taken advantage of basic and optional units?

¢ (Considered crop-hail and other private products?

¢ Considered revenue insurance’?

GENERAL RISK
* How much risk (production, marketing, financial):
 (Can my operation prudently bear?

e s it currently exposed to?

® Do [ want it exposed to?

e What is my propensity for risk taking?
* Are my subsequent actions consistent?

* [s my crop insurance coverage consistent with meeting farm and family goals?

FINANCIAL
o What size of loss:
* Can my profit margin absorb?
e (Can [ absorb without seeking outside sources of cash?
* (Can | experience and meet my cash flow requirements?
e Without adequate crop insurance coverage:
e How much equity will I need to hold in reserve?
* What sources of off-farm income are available to cover losses?
* How will my family living expenses be met?
e What will the impact be on my net worth at year-end?
® Does my operating loan include enough money to cover my crop insurance premium?
* Have I informed my lender of these important dates and deadlines for each crop: (sales closing, final planting, acreage

reporting, end of insurance period, payment due, cancellation, production reporting, debt termination, file notice of claim)?

MARKETING
e What percentage of my crop can I sell pre-harvest with confidence?
* Have I provided proof of insurance to my lender and introducing broker, elevator operator, or co-op?
* Have [ prepared a written marketing plan that includes:
® Production cost estimates and break-even prices at various yield levels?
® Minimum selling price under various strategies?
* A clear pricing objective!

A clear profit objective?
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RISK MA I

RISK
OVERVIEW

By Dr. Laurence M. Crane, NCIS

This is the first article in a series of six that provide an
overview of agricultural risk management.

Farmers and ranchers make decisions in a risky environment every day. The conse-
quences of their decisions are generally not known when the decisions are made.
Furthermore, the outcome may be better or worse than expected. Variability of prices
and vyields is the biggest source of risk in agriculture. Technology changes, legal and
social concerns, and the human factor itself also contributes to the risk environment for
agriculture producers. The two situations that most concern agriculture producers are:
1) is there a high probability of adverse consequences, and 2) would those adverse con-
sequences significantly disrupt the business?

BASIC ECONOMIC PRINCIPLES

There is a return to every factor of production—land, labor, capital, and management.
These returns may be either positive or negative, depending upon the use to which they
are put. One of the returns to management is the ability to successfully manage risk. Risk
is what makes it possible to make a profit. If there was no risk, there would be no return
to the ability to successfully manage it. That is to say, there is a risk-return trade-off. This
means that anytime there is an opportunity for loss (risk), there is also an opportunity for
profit. Because of uncertainty, profits are never certain. Farmers must decide between dif-
ferent alternatives with various levels of risk. Those alternatives with minimum risk may
generate too little profit. Those alternatives with high risk will likely generate the great-
est return but may be more risky than the farm can stand or the farmer wishes to bear.
The preferred and optimum choice must balance potential for profit against risk of loss.
It all comes down to management, and there are no easy answers.

STEPS TO RISK MANAGEMENT

Risk Identification

The process for managing risk is really very straightforward. First you need to identi-
fy and classify the risks you face. There is no correct way to do this, but it seems easier
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Risk can be defined as the
chance of loss or an unfa-
vorable outcome associated
with an action. Uncertainty
is not knowing what will
happen in the future. The
greater the uncertainty, the
greater the risk.

The most important role for
a farmer is that of manager.
For an individual farmer
(manager), risk manage-
ment involves finding the
preferred combination of

outcomes and varying le
of expected returns.

if they are classified along the lines of
what you do. The main areas of farm
management are production, marketing,
and financing, thus it seems reasonable
to categorize risks in these areas. There
are other areas of risk such as managing
human resources, coping with govern-
ment change, and complying with envi-
ronmental regulation.

Production Risk

Agricultural production implies an
expected outcome or yield. Variability
in outcomes from those that are



expected poses risks to your ability to
achieve financial goals. Any produc-
tion related activity or event that is
uncertain is a production risk. The
major sources of production risks are
weather, pests, diseases, and the inter-
action of technology with other farm
and management characteristics,
genetics, machinery efficiency, and
the quality of inputs. Fire, wind, theft,
and other casualties are also sources of
production risk.

Marketing Risk

Marketing is that part of your busi-
ness that transforms production activ-
ities  into  financial
Unanticipated forces, such as weather
or government action, can lead to dra-
matic changes in crop and livestock
prices. As agriculture moves towards a
more global market, these forces stem
increasingly from world factors. Other
farmers’ weather and other govern-
ments can affect your prices. When
these forces are understood, they can
become important considerations for
the skilled marketer.

Marketing risk is any marketing
related activity or event that is uncer-
tain leading to the variability and
unpredictability of prices that farmers
both receive for their products, and
pay for production inputs.

Success.

Financial Risk

Financial risk covers those risks
that threaten the financial health of
the farm business and has three basic
components: 1) the cost and availabil-
ity of debt capital; 2) the ability to
meet cash flow needs in a timely man-
ner; and, 3) the ability to maintain
and grow equity. Cash flows are espe-
cially important because of the variety
of ongoing farm obligations, such as
cash input costs, cash lease payments,
tax payments, debt repayment, and
family living expenses.

Human Resource
Risk

Human resources are both a source
of risk and an important part of the
strategy for dealing with risk. At the
core of dealing with that risk, and
that potential, is the ability to
manage people.

Human resource calamities can
hamper even the most carefully made
and appropriate risk management
decisions. Those calamities include
divorce, chronic illness, and acciden-

tal death.
Legal Risk

Many of the day-to-day activities
of farmers and ranchers involve
commitments that have legal implica-
tions. Understanding these issues can
lead to better risk management
decisions.

Legal issues cut across other risk
areas. For example, acquiring an oper-
ating loan has legal implications if not
repaid in the specified manner.
Production activities involving the
use of pesticides have legal implica-
tions if appropriate safety precautions
are not taken. Marketing of agricul-
tural products involves contract law.
Human resource issues associated with
agriculture also have legal implica-
tions, ranging from employer/employ-
ee rules and regulations, to inheri-
tance laws. The legal issues most com-
monly associated with agriculture fall
into four broad categories: 1) appro-
priate legal business structure, and tax
and estate planning; 2) contractual
arrangements; 3) tort liability, and, 4)
statutory compliance, including envi-
ronmental issues.

Risk Measurement
Probabilities are simply a way of

expressing the chances of various out-

comes. Weather forecasts use probabil-
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ities. For example, they may indicate a
20 percent chance of rain or a 40 per-
cent chance of snow. At the start of a
football game, a coin is flipped. What
are the chances or probabilities that it
will come up “heads?” Fifty percent, or
one half. The chances for “tails” are
exactly the same.

Variability of outcomes is generally
associated with risk, and typically
riskier situations have greater variabil-
ity of outcomes. The average outcome
is the most frequent or most likely if
outcomes are normally distributed, but
the average does not provide informa-
tion about variability. The range—the
highest and lowest values—combined
with the average does provide some
information  about  variability.
However, it is difficult to make com-
parisons of variability between crops
or prices.

Risk Capacity

Risk management strategies are
also affected by an individual’s
capacity or ability to bear (or to take)
risk. Simply stated, risk bearing
capacity is directly related to the sol-
vency and liquidity of one’s financial
position.

Risk bearing ability is also affect-
ed by cash flow requirements. Cash
flow requirements are the obliga-
tions for cash costs, taxes, loan
repayment, and family living
expenses that must be met each year.
The higher these obligations as a
percentage of total cash flow, the less
able the farm business is to assume
risk. The best source of historical
production and marketing informa-
tion is (or should be) the farm
records maintained for the farm busi-
ness. The records may be supple-
mented and complemented by off-
farm information, forecasts, and pre-
dictions. But there is no substitute
for farm record data.
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Risk Willingness

(Preference)

Risk averse farmers are the most
cautious risk takers, but they do take
some risks. They lose because they
miss economic opportunities to profit.

Risk neutral farmers understand
they must take some chances to get
ahead, but recognize that there are
degrees of risk in every situation.
Before making a decision or taking
action they gather information and
analyze the odds. They try to be realis-
tic, recognize the risks, and try to
reduce risks to acceptable levels.

Risk lovers are individuals who
enjoy risks as challenging and exciting
and look for the chance to take risks.
Many farmers may be in this category
with respect to their marketing plans.
As long as financial survival is not at
stake, they may enjoy the adventure of
playing the market. Many speculators
are in this category. Some close their
eyes to risk, ignore facts, and go ahead,
and commonly fail because they refuse
to take precautions.

Set Risk Goals

A meaningful goal is specific, meas-
urable, challenging but realistic, time
specific, written, and is performance
based. If one achieves all conditions of
a specific measurable goal, confidence
increases and satisfaction results. If a
measurable goal is consistently missed,
objective analysis can occur and

adjustments can be made to improve
the likelihood of success.

[t is important to set performance,
not outcome goals. Care should be
taken to set goals over areas where one
has as much control as possible.
Nothing is as discouraging and coun-
terproductive to goal setting as failing
to achieve a goal for reasons beyond
your control. If goals are set on per-
formance or skills to be acquired, then
control over achievement is main-
tained.

Identify Tools

Because of the multiple sources of
risk, comprehensive strategies that
integrate several responses to variabil-
ity are often necessary for effective risk
management. The particular combina-
tion used by an individual farmer will
depend on the individual’s circum-
stances, type of risks faced, and risk
attitudes. Some risk responses act pri-
marily to reduce the chance that an
adverse event will occur, while other
responses have the effect of providing
protection against adverse conse-
quences should the unfavorable event
occur. Farmers find many different
ways to implement these principal risk
responses.

Select Professional
Assistance

Even though risk management is
sometimes challenging, there are

many professional resources available
and no farmer should feel isolated.
Extension educators are expected to
provide the educational programs and
leadership to help all those who desire
to learn. Others are available and well
qualified to help, depending upon the
specific need.

Use common sense in selecting
professional help and ask for refer-
ences and credentials as appropriate.
Rely on the experience of other
farmers and/or trusted friends/clergy
in seeking recommendations of who
to use.

REFERENCES

There are numerous sources of out-
standing materials on all aspects of
farm risk management. Contact your
local Cooperative Extension office for
assistance and direction.

The Risk Management Education
website  maintained by  the
University of Minnesota is an
excellent starting point. The
University of Minnesota developed
and maintains this website with the
support from USDA-CSREES and
USDA-RMA. This vast and current
library of information can be accessed
at: www.agrisk.umn.edu. I9RAY
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PRODUCTION
RISK

By Dr. Laurence M. Crane, NCIS

This is the second article in a series of six that provide
an overview of agricultural risk management.

For decades, agricultural risk has been synonymous with production risk.
Reducing variability in expected yields has been a major focus of farm managers.
Over time, improvements in technology and production practices have helped
decrease agronomic risks and increase yields. For example, genetic engineering has
produced new seed varieties that are disease and drought resistant, commercial
petroleum-based fertilizers were manufactured increasing yields, effective herbicides
and insecticides were developed controlling weeds and bugs, and a whole host of
improved production and management practices have been disseminated.

The same underlying changes that are driving the increase in economic risks are
also changing the nature of production risks. Not only is yield variability still a for-
midable production risk, but also the industrialization of agriculture is impacting
the entire agricultural production sector. Changes that initially started in the live-
stock sector are now starting to revolutionize the grain industry. These structural
shifts mean that farmers are vulnerable not only to the vagaries of weather and
Mother Nature, but are vulnerable to economic forces that exacerbate traditional
production risks.

MANAGEMENT ALTERNATIVES

Farmers have three choices in dealing with production risks.

The first is to essentially continue farming as before, but try to control or minimize
risk through management practices. This includes such things as being more timely
in performing operations, practicing preventative maintenance, and monitoring pro-
duction activities more closely to ensure problems are detected early enough to take
corrective measures.

The second choice is to reduce production variability. Generally, this means
reconfiguring the farm by adding or changing enterprises through diversification or

Any production related activi-
ty or event that is uncertain is a
production risk. Agricultural pro-
duction implies an expected
outcome or yield. Variability in
outcomes from those expected
creates risks to your ability to
achieve financial goals.

Farmers have three choices in
dealing successfully with produc-
tion risks. One, they can control
or minimize risk through man-
agement practices by doing a
better job of what they currently
do. Two, they can reduce
production variability by maki
changes such as diversi
integrating, applyin
etc. Or three,

integration, and applying improved
technology as appropriate. Remaining
flexible is essential to being able to
respond to changing economic condi-
tions more easily. A big part of reducing
production variability is to actively plan
for the future and prepare a contingency
plan so one knows what to do when
undesirable events take place.

The third alternative in managing
production risk is to transfer some or all
of the risk to someone else. Contracting
and insurance are two effective tools to
transfer risk.
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CONTROL OR
MINIMIZE RISK

There are numerous examples of how
risk can be minimized or controlled
through improved management prac-
tices. Chemical and fertilizer use is all
about controlling (or reducing) the vari-
ability in production. Irrigation is very
effective in minimizing the effects of low
rainfall or drought.

Timeliness of operations has a very
large impact on most production activi-
ties. Frequently, about the only difference
between successful farmers and less suc-
cessful farmers, who engage in the same
production enterprises, is that the suc-
cessful farmer is more timely in getting
things done.

Practicing preventative maintenance
is typical of farmers who do a good job of
managing production risks through min-
imizing or controlling as best as possible
the likelihood of negative events taking
place. Because some risks are so difficult
to anticipate and control, controlling
those risks one can, takes on added
importance.

REDUCE
VARIABILITY

Diversification
Diversification is an effective way of
reducing income variability. It is the
combining of different production
processes. Effective diversification occurs
when low income from one enterprise is
offset by satisfactory or high incomes
from other enterprises. It typically
reduces large year-to-year variations in
income and may ensure adequate cash
flow for meeting production costs, debt
obligations, and family living needs.
However, acquiring new overall knowl-
edge about an alternative business, new
crop production expertise, and new
equipment for a new crop may be costly.

38 NATIONAL CROP INSURANCE SERVICES

Expanding into new areas or experiment-
ing with new crops will increase capital
investment requirements. For instance,
diversification can include different
crops, combinations of crops and live-
stock, different end points in the same
production process (such as different sell-
ing weights), or different types of the
same Crop.

Through crop diversification, as a
production risk management tool, farm-
ers and ranchers may acquire another
marketing tool, providing another way to
enhance profitability. Direct marketing
of the diversified crop to consumers is
becoming much more common, includ-
ing farmers’ markets, roadside stands,
and community-supported agriculture
arrangements.

The benefits of diversifying income
sources depend on the variability of
faced by a producer
Diversification can also be achieved by
having several income sources, such as
on-farm businesses and off-farm income
(employment, investments or savings),
to help counter negative fluctuations in
farm income.

Flexibility

Farmers commonly attempt to main-
tain flexibility in their operations as a
production response to variability.
Increasing specialization of livestock
facilities and equipment limits flexibility
among types of livestock, and often there
is a similar situation with respect to
crops. Farmers are likely to maintain flex-
ibility more in their marketing and finan-
cial decisions than in the type and size of
production activities. Often the costs
associated with flexibility in production
are higher than most farmers are willing
to incur.

returns

Integration

Vertical integration includes all of
the ways that output from one stage of
production is transferred to another.
Vertical integration on the farm is
accomplished by altering the mix of

enterprises the farm is engaged in. It is
more common in livestock and specialty
crop industries than in field crops
because field crops typically require
more processing, and cost effective inte-
gration is difficult to achieve except on a
large scale.

To a certain degree, vertical integra-
tion runs counter to the concept of spe-
cialization. The early farms of pioneer
settlers were in essence totally vertically
integrated. Every aspect of the produc-
tion process was connected and per-
formed on the single farm. Most farms
today are a blend of integration and spe-
cialization. For example, a modern fami-
ly dairy farm typically engages in the
integrated enterprises of feed production,
milk production, and replacement heifer
production. These enterprises are easy to
integrate and generally make sense.
However, some dairy farmers may spe-
cialize to a greater degree on milk pro-
duction and elect to purchase all of their
feed and replacement heifers.

Apply Technology
There are countless opportunities to
apply new technology in managing pro-
duction risk on the farm. This includes
the physical technology (high tech)
often referred to as precision agriculture.
Precision agriculture takes advantage of
advances in computers and mechanical
engineering to make better, more effi-
cient, machines and equipment.
Biotechnology research continues to
advance on many fronts with the goal of
making crop production more efficient.
Scientists are developing crop varieties
that can withstand environmental stress-
es such as drought, flood, frost, or
extreme temperatures. A related area of
research is adapting crops to regions
where they are not normally grown
because of climate, altitude, or rainfall.
Biotechnology is also being used against
plant pests such as weeds, insects, and
diseases. Animal agriculture also is being
affected by biotechnology. Safer, more
effective vaccines are already in use.
Biotechnology is being used to develop



diagnostic tests for a wide range of dis-
eases and viruses.

The key to applying technology in
managing risk is to do so in a way to
lower total farm risk. Sometimes new
technology may increase risk, or the
increased cost for the corresponding
reduction in risk is prohibitive.

TRANSFER RISK
TO SOMEONE
ELSE

Contracting

A contract is usually defined as a writ-
ten or oral agreement between two or
more parties involving an enforceable
commitment to do or refrain from doing
something. In agriculture, contracts
between farmers and agribusinesses spec-
ify certain conditions associated with
producing and/or marketing an agricul-
tural product. By combining various mar-
ket functions, contracting generally
reduces participants’ exposure to risk. In
addition to specifying certain quality
requirements, contracts also can specify
price, quantities to be produced, and
services to be provided.

Farmers enter into contracts for vari-
ous reasons, including income stability,
improved efficiency, market security, and
access to capital. Processors enter into
contracts to control input supplies,
improve responses to consumer demand,
and expand and diversify operations. All

of these reasons reflect efforts to bring a
more uniform product to market.

Production contracts can take many
forms, depending upon the commodities
being contracted and the economic
needs of the parties entering into the
contract. Generally, producers give up
some management independence and
decision making for a more stable
income and less variability.

Insurance

Insurance can be an effective mecha-
nism of transferring large risks to someone
else. To be insurable, objects must be
important enough to cause economic
hardship to the insured if they are dam-
aged and of sufficient number and quality
to allow a reasonably close calculation of
probable loss. Also, the potential loss must
be accidental and unintentional, and,
when an adverse event occurs, the
amount of the loss must be capable of
being determined and measured.

By definition, insurance is the means
of protecting against unexpected loss.
Everyone has insurance; either you buy
insurance from an insurance company, or
you insure yourself. When you self-insure
there are no premiums to pay, but in the
event of a loss you pay the full amount. In
other words, with self-insurance you
have a policy with a 100 percent
deductible.

The three types of insurance that all
farmers should carry are: 1) property and
casualty insurance, 2) health, life, and
disability insurance, and 3) liability
insurance.
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Crop insurance is a very important
type of property insurance that can be
used very effectively in conjunction with
marketing plans to also reduce marketing
risk. Crop insurance can guarantee a
level of production, thus removing the
risk associated with forward pricing or
selling bushels that are yet to be pro-
duced. Crop insurance will provide the
bushels to deliver on a contract should
the insured producer suffer a loss prior to
harvest.

Medical expenses due to a serious ill-
ness or injury can wreak economic havoc
on a family. Farmers are more likely to be
disabled than killed in accidents and a
good disability policy is as important as
life insurance and is a good risk manage-
ment tool.

A liability policy protects a farmer
against claims or lawsuits brought by per-
sons whose property or person has
allegedly been injured by the farmer’ s
negligence.

REFERENCES

There are numerous sources of out-
standing materials on all aspects of farm
production and managing production risk.
Contact your local Cooperative Extension
office for assistance and direction.

The Risk Management Education
web site maintained by the University of
Minnesota is an excellent starting
point. This vast and current library
of information can be accessed at:
www.agrisk.umn.edu  IORAY
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RISK M A I A C

EMENT

MARKETING
RISK

By Dr. Laurence M. Crane, NCIS

This is the third article in a series of six that provide an
overview of agricultural risk management.

Success in marketing is largely determined by taking advantage of opportunities.
It is essential to understand how markets function, prices are set, and decisions
are made.

Marketing is that part of your business that transforms production activities into
financial success. Unanticipated forces, such as weather or government action, can
lead to dramatic changes in crop and livestock prices. As agriculture moves towards
a more global market, these forces stem increasingly from world factors. When these
forces are understood, they can become important considerations for the skilled mar-
keter.

Marketing Principles

There are some basic marketing concepts or principles that must be followed
regardless of the commodity being marketed, or size of the farm operation. Each stage
of the marketing system (production, assembly, processing, wholesaling, retailing,
consumption) enhances the desirability of the good to the consumer by producing a
form, place, time, or possession utility. All of these conditions need to be satisfied to
meet the desire of current consumers for convenience and service. Being aware of
these utilities that drive product desirability to consumers, farmers can do a better job
of meeting these requirements.

The form utility comes from having the product in the right form for the con-
sumer to gain the maximum utility from its consumption. The place utility comes
from having the product where the consumer wants it. The time utility comes from
having the product when the consumer wants it. Possession utility comes from trans-
ferring physical possession and ownership in the fashion the consumer desires.
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Marketing Risk is defined as
any marketing related activity or
event that in uncertain leading to
the variability and unpredictability
of prices farmers both receive for
their products, and pay for pro-
duction inputs.

Marketing includes all of the
activities that help coordinate pro-
duction with consumer demand.
In this framework, marketing is
defined as the best set of econom-
ic and behavioral activities that
are involved in coordinating the
various stages of economic activi

tion. Understanding
is important

Economic Principles

Marketing decisions have economic
consequences. In order to avoid nega-
tive consequences and take advantage
of positive economic consequences it is
helpful to understand some basic eco-
nomic concepts and principles as they
apply to marketing.

Returns to factors of production:
Every factor of production earns a
return, including management and
marketing skill.

Price is set by the market: We live in a
free market society where prices are set



in the marketplace. Individual producers
are price takers rather than price makers.
Understanding how the market sets
prices allows one to take advantage of
relatively favorable prices.

Factors  that influence demand:
Understanding what factors determine
demand is important because then one
can deliver products that have the char-
acteristics of high demand.

Market integration: This is somewhat
related to the general concept of the
returns to factors of production in the
sense that every step along the chain,
from production inputs to final consumer
consumption, requires a payment. The
more stages of this chain you control, or
provide, the more the payment.

Elasticity: This measures the sensitivi-
ty of a product to price and income. If a
product is very sensitive to price, a slight
increase in price will be met by a large
decrease in demand.

Market

Coordination Contract

Changes in marketing have increased
the payoff from closer coordination of
successive stages of production in order
to assure that products meet the specifi-
cations of the market at each successive
stage. Products that do not meet the
specifications are sold at a lower price.

Vertical coordination is when one
firm controls two or more stages of pro-
duction. It is occurring at many levels
and in multiple ways. Contracting is just
one way vertical coordination is accom-
plished.

Vertical integration is one method of
coordination, which involves control
exercised by ownership of two successive
stages.

Contract coordination occurs when
an individual or firm (contractor) estab-
lishes a legal agreement with a producer
that binds the producer to specific pro-
duction or marketing practices.

However, one individual or firm does
not own all of the inputs involved in
production or marketing and different
individuals own and contribute various
inputs into the coordinated system.

Horizontal coordination is when two
or more units of production within the
same economic stage are brought
together under common management.
Large companies use horizontal coordi-
nation to achieve economies of scale in
large quantities of production, and use
vertical coordination to control multi-
ple stages.

Marketing Decisions

There are six basic decisions with

each marketing activity. The answers to
these questions/decisions determine the
outcome.

1. When to price? This decision
requires determining the time
when the price for the particular
product or input will be estab-
lished. This could be at delivery
or at some other time.

2. Where to price! The number of
market outlets has decreased for
some commodities in some areas
of the country, but have
increased in others. Contracting
opportunities have also changed
where products are priced.

3. What form, grade, or quality?
Some commodities are very
price sensitive to quality issues.
Other commodities have no
recognized, uniform standards.
When contracting, this needs to
be explicitly stated.

4. What services to use!? This is
more important with some com-
modities than others. Dealers
offering similar products distin-
guish them by added service
components.

5. How to price! This involves
choosing among various alter-
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natives to set the price.
Commodities that have multiple
marketing alternatives (cash and
futures) have more pricing alter-
natives. Generally, pricing a
product at delivery results in
lower prices and lower profits.

6. When and how to deliver? This
is usually closely connected to
how the decision to price is set.
Transportation and storage costs
need to be considered, as do
impacts on quality.

Marketing

Alternatives

Marketing is an activity that
requires effort because there are so
many different options available and
issues to consider. The simplest market-
ing is to just market at harvest to the
elevator or action barn or similar out-
let. Doing this removes the thinking
and planning; but it also removes much
of the profit.

There is no single “best” way to mar-
ket that works for everyone or for every
situation. About the only definite is
that by not planning a marketing strat-
egy or approach, one becomes a total
price taker. By planning and working at
marketing, one can generally improve
price and profit.

The objective for everyone should
be to get the highest return on the fac-
tors of production they have put into
the product (not necessarily the high-
est price), reduce the variability in
income so they can meet all obligations
and needs for family living, and keep
risk exposure at the level the farm can
withstand and that they are interested
in bearing.

When looking at various marketing
alternatives available, there are many
factors and issues to consider. At a min-
imum, consider:

Awailability: Is the market option
realistic given its availability?
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Cost: What is the cost of this
alternative?

Complexity: How complicated; do I
understand it well enough to be
successful?

Level of Risk: How much risk am [
going to be exposed to?

Type of Risk: What is the source of
risk; am I able to manage this risk effec-
tively?

Net Selling Price: Will I make a profit
after | have covered my costs or is my
net price lower than with a different
alternative?

Market Outlook: What is the expect-
ed supply and demand condition in this
market?

Financial Situation: Do 1 have the
financial position to accomplish this
marketing strategy?

Constraints: What is there that
can/will potentially prevent me from
succeeding and how do I plan to over-
come these obstacles?

Niche or Specialty
Marketing

Niche marketing can be thought
of as providing a product to a small
segment of consumers. Some impor-
tant marketing management funda-
mentals must be considered and
implemented to make this alterna-
tive work. These considerations cen-
ter around the customer, the prod-
uct, place, promotion, and price.
Once these concepts have been con-
sidered, one should have a good idea
of how to develop a profitable niche
marketing strategy. A marketing
strategy specifies a target market and
the mix of product, place, promotion
and price to be used to satisfy cus-
tomers and make a profit.

At the center of having a prof-
itable niche marketing strategy is
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the customer. Consumer appeal
means the product must offer signifi-
cant and desirable benefits to the
consumer. The best question to ask
yourself is, “What attributes does my
product offer consumers that they
can not already get?”

DIRECT TO
RETAILERS AND
CONSUMERS

One popular marketing option
that allows farmers to receive a high-
er return for their crops is direct
marketing. Instead of paying pack-
ers, shippers, and brokers to market
their crops, direct marketing allows
farmers to sell directly to consumers.
Some of the benefits include cash
sales, immediate payment, and more
control over prices. Barriers that

farmers may encounter include
insurance liabilities and zoning
restrictions.

Five popular direct marketing
alternatives are to: 1) sell directly to
grocery stores and restaurants; 2) set
up a roadside market and sell to pass-
ing motorists; 3) join a Farmer’s
Market; 4) arrange for consumers to
come on the farm and harvest their
own purchases; and, 5) Community
Supported Agriculture (CSA) enter-
prises where local consumers support
local producers in a cooperative type
of arrangement.

Marketing Plan
Managing marketing risk begins
with a marketing plan. A marketing
plan is the way you have decided you
will market your production after
evaluating your options and deciding
what will be the best way to meet
your goals and objectives. It sets the

specific actions you will take and the
steps to reach your goals. It requires
commitment and discipline to create
and follow a marketing plan.
Marketing involves emotion, sci-
ence, discipline, and analysis. The
best plan will fail without the disci-
pline to stay on track.

A marketing plan alone does not
guarantee success, but it does indi-
cate that many of the factors that
affect the profitability and continued
survival of the operation have been
given consideration. A marketing
plan is usually part of a larger busi-
ness plan that includes production,
financial, staffing and management
plans.

Marketing is an essential element
of small and large agricultural enter-
prises. The marketing environment
exerts a strong influence on the
nature of the farm. The crops and
animals grown are determined less
by a farmer’s personal tastes than by
what the market will absorb at a
price the farmer is willing to take.

A good market plan for direct
marketing broadly aims to define the
consumer, the products or services
they want, and the most effective
promotion and advertising strategies
for reaching those consumers.

References

There are numerous sources of
outstanding materials on all aspects
of marketing and managing market-
ing risk. Contact your local
Cooperative Extension office for
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The Risk Management Education web
site maintained by the University of
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point. This vast and current library of
information can be accessed at:
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RISK MA N A C

EMENT

FINANCIAL
RISK

By Dr. Laurence M. Crane, NCIS

This is the fourth article in a series of six that provide an
overview of agricultural risk management.

The capital structure of any business includes both debt (borrowed) and equity
(owned) capital. Both debt and equity face risks. Debt capital can be more risky
because of the obligations to others that are part of the financing agreement, or loan
document. Cash flows are part of financial risk and are especially important because
of the variety of ongoing farm obligations, such as cash input costs, cash lease pay-
ments, tax payments, debt repayment, and family living expenses.

Record Keeping

Effective management depends on accurate measurement. In fact, if it can’t be
measured, it can’t be effectively managed.

A set of well-maintained financial records is an absolute necessity to maintaining
financial control of a farm or ranch. Accurate information is critical in evaluating
past performance and in planning for future accomplishments. Financial risk man-
agement is not achieved directly by maintaining comprehensive records. However,
records do provide much of the information needed to understand critical financial
risks. Even small farms need a basic level of record keeping.

A common misconception by some is that farm records are kept only to report
taxes. But a successful farm business needs records for many other purposes too.
Some of the most common uses for good records are: 1) measuring operating and
financial performance, 2) supporting loan applications, 3) arranging for insurance
coverage, 4) estate planning and valuation, 5) analyzing investments in deprecia-
ble assets, 6) measuring the profitability of individual enterprises, 7) monitoring

Financial Risk covei
risks that directly threa
financial health of the fa
ness. Financial risk has
basic components: 1) t
and availability of debt
2) the ability to meet
needs in a timely
3) the ability

production inventories, and, 8)
developing sound marketing plans.

Farm record systems vary in the
amount of information collected, the
method of recording data and the struc-
ture of final reports. Every farm manger
must determine how much information
is needed for management purposes,
what accounting methodology to use,
and what system will provide the desired
information.

Record keeping starts with financial
and physical inventories and includes
those records needed to successfully
manage the farm. This includes produc-
tion records and enterprise budgets,
financial records (income statement,
balance sheet, cash flow budget, family
living budget), ownership/personal
records including asset inventories,
ownership arrangements, and estate
plans and documents.

PRIMER 2005 43



PRIMER 5 s Wensceven

Financial Statements

Essential financial statements include
the balance sheet and statement of
owner’s equity, income statement, and
projected and actual cash flows. These
records provide a financial history of the
farm and the data needed to adequately
calculate financial performance
measures.

Balance Sheet

The balance sheet is also known as a
net worth statement and is a financial
snapshot of the farm business on a specif-
ic date. It shows all assets, liabilities and
owner equity or net worth. The balance
sheet usually segregates assets and liabili-
ties into current, intermediate and long-
term (or fixed) categories. Ideally, it
should also reflect cost versus market val-
uations for assets, debts and equity. The
balance sheet is critical for measuring lig-
uidity and solvency.

Income Statement

The income statement is also known
as a profit and loss statement. This report
shows the net income for the farm during
the accounting period. It includes such
elements as income generated from farm
production, operating and overhead
expenses, depreciation expense, gains or
losses on disposal of capital assets, and
non-farm income and expense. It can be
prepared on either a cash or accrual basis
and enables the producer to identify var-
ious measures of profitability and finan-
cial efficiency.

In summary, the income statement is
the document that correctly measures
net farm income. It is essential to finan-
cial analysis, loan documentation, and
filing tax returns. It shows how profitable
the farm is.

Owners Equity

A key indicator of farm financial
progress over time is the change in owner
equity. Changes in owner equity can
result from earnings, withdrawals,
increases and decreases in the market
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value of assets, or personal net worth
changes.

The statement of owner equity is rela-
tively new as a financial statement but
the concept has been used for years. It for-
mally links together beginning and end-
ing balance sheets and the corresponding
income statement. In doing this it recon-
ciles the information they contain and
shows the impact family living with-
drawals have on the farm. It also helps to
separate the effects of inflation on asset
values from the effect of earnings.

Cash Flow Statement

Effective financial control of the
farm business requires thorough knowl-
edge of the sources and uses of cash in
the business. Some farms that have both
a strong balance sheet and income state-
ment find it difficult to generate cash
when it is needed to meet cash commit-
ments.

The cash flow statement, also known
as a “sources and uses of funds” or a “flow
of funds” statement, summarizes all cash
transactions affecting the business dur-
ing a given period of time such as a
month, quarter, or year. It provides a
means of following movements of cash
in the business. Neither an income tax
return nor an income statement pro-
vides the same information as a cash
flow statement.

A cash flow statement can be a state-
ment of past performance or a budget for
future plans. As a statement of past per-
formance, a cash flow statement shows
how and when cash was generated and
used to pay for inputs and capital items,
family living expenses and loan pay-
ments. As a budget of future plans, a
cash flow statement is essential for eval-
uating your business’ borrowing needs
and repayment capacity.

Cash flow analysis includes a more
complete accounting of debt transac-
tions by showing principal payments
and proceeds of new loans. An income
statement only shows interest payments.

A complete cash flow statement

includes non-farm or ranch business
items such as income taxes and non-
farm or ranch income. These items may
be omitted from an income statement.
Cash withdrawals for such things as
stock dividends and family living
expenses are usually included in a cash
flow statement. An income statement
does not include family living expenses
or dividends.

Budgeting

A budget can be viewed as a sched-
ule of expected returns and costs. A
budget is an estimate and plan for what
is going to happen. Seldom does any-
thing turn out exactly as planned, or
budgeted, but it is essential to anticipate
and estimate what is expected to hap-
pen. Budgets are a must when seeking
financing from lenders and are essential
to managing any activity, especially
farming.

Enterprise Budgets

An enterprise budget is a budget pre-
pared for a single enterprise. An enter-
prise is defined as any portion of the
farm business that can be separated from
others by accounting procedures accord-
ing to its receipts and expenses.
Enterprise budgets project costs and
returns over a production period includ-
ing direct costs (seed, chemicals, fertiliz-
er, crop insurance, fuel, repairs, hired
labor, irrigation, etc.), indirect costs
(marketing overhead, depreciation,
investment and land taxes), returns to
management and labor; and yield
records including both quantity and
quality. An enterprise budget is a projec-
tion of costs and returns based on pro-
jected vyields and prices, whereas, an
enterprise account is a historic summary
based on actual yields and price.

Enterprise budgets form the basis for
constructing whole farm, partial, and
cash flow budgets. An enterprise budget
includes all of the expected costs and
returns associated with producing one
enterprise in a particular manner. They
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are usually constructed on a per unit basis
(such as per acre) to facilitate compar-
isons among alternatives.

Partial Budgets

Partial budgets are used to estimate
the change that will occur in profit or
loss from some change in the farm by
considering only those items of income
and expense that change. They are easy
to construct, and very helpful in deci-
sion-making.

Whole Farm Budgets

A whole farm (or complete) budget is
a physical and financial plan of the
entire farm or ranch business designed to
help plan and organize every aspect of
the business. It is the most appropriate
tool to use when alternative courses of
action will change the size and/or organ-
ization of your business, or when these
changes will have a long-term impact on
your business in terms of enterprises,
finances, etc.

Whole farm budgeting is a tool to
analyze major changes in your farm busi-
ness. The process includes estimating
total receipts, total costs and resultant
net earnings for each alternative, so you
can see which alternative has the best
chance of achieving satisfactory levels of
profitability, liquidity and solvency.

Family Living Budgets

A family budget is just exactly what
the name says, a budget for family living.
It includes all sources (farm and non-
farm) and estimated amounts of income
that is used by the family during the year.
Meeting the needs of family living are
critical to survival, and when the family
budget is in order it makes it easier to
operate the farm. For this reason family
budgeting is the foundation of a sound
financial management plan and essen-
tial to success of the farm.

When used in conjunction with his-
torical records of actual spending, a fam-
ily budget pinpoints and identifies
unnecessary spending and areas where
actual costs may be higher or lower than
previously thought.
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Financial
Performance
Measures

The main issues of managing finan-
cial risk center around the liquidity, sol-
vency, and profitability of a farm busi-
ness. Liquidity is the ability to meet cash
obligations in a timely manner. Solvency
is the ability to convert all assets to cash
to retire the debt and still have some left
over, thus solvency is a measure of the
amount of debt relative to equity in the
business. Profitability is a measure of the
extent to which the resources on the
farm are put to productive use and are
able to generate a positive return (profit).
Liquidity

Liquidity measures the ability of a
farm business to meet financial obliga-
tions as they come due in the ordinary
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course of business, without disrupting the
normal operations of the business.
Financial ratios and values that measure
liquidity are calculated from balance
sheet data.

Solvency

Solvency measures the amount of
debt and other expense obligations used
in the farm business relative to the
amount of owner equity invested in the
business. Solvency ratios provide an
indication of the business’ ability to
repay all financial obligations if all assets
were sold, as well as an indication of the
ability to continue operations as a viable
farm business after a financial adversity.
Financial ratios that measure solvency
are calculated from balance sheet data.

Profitability
Profitability measures the extent to
which a farm business generates a profit

from the use of land, labor, management,
and capital. Financial ratios and values
that measure profitability are calculated
from balance sheet and income state-
ment data.
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HUMAN RESOURCE
AND LEGAL RISK

By Dr. Laurence M. Crane, NCIS

This is the fifth article in a series of six that provide an
overview of agricultural risk management.

HUMAN RESOURCE RISK

The human element of the farm is often the most difficult to manage, and as agri-
culture production continues to become more technical, the importance of main-
taining good human resources is intensified.

The issues surrounding the human resource risks of the farm can be divided into
six general categories: 1) maintaining and guarding the health and safety of people
on the farm; 2) avoiding and dealing effectively with common family problems;
3) working with farm partners; 4) dealing effectively with life changes such as mar-
riage and divorce, illness and death; 5) meeting the educational and training needs
of the people on the farm; and 6) managing farm labor.

Health and Safety

The best and most effective safety risk strategy is to ALWAYS think and act with
safety first in mind. Preventive action is the only way to avoid getting hurt. Do not
remove guards, shields, and other protective covering from equipment. Anticipate
the potential result of your unsafe actions. Wear safety gear. There are many hazards
to children living on farms and in rural areas—hazards that are attractive, fun, dan-
gerous and deadly.

When using chemicals, follow the instructions exactly as stated on the label and
do not take short cuts.

Animals are unpredictable and may become hostile if frightened or threatened.
Respect electricity and be aware of all overhead wires.

Human resource risk refers
to any event relative to the
human element of the farm that
is uncertain. Because the char-
acter, health and behavior of
people are unpredictable, the
farm is exposed to serious risk.
Human resources are both a
source of risk and an important
part of the strategy for dealini
with risk.

Dealing with
Common Family
Problems

Life on a family farm can be hectic
and at times seem out of control. Paying
attention to both family and business
concerns is not easy. Family rules and
practices about what to talk about and
what to keep quiet may limit discussion
of important issues.

Financial stress and worries exact a
heavy emotional toll. It is human
nature for most to withdraw at the very
time when they should be reaching out
for support and help. Some pull back
when they need to pull together; this is
human nature.
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Maintaining a balance in your life is
especially helpful in combating these
human risks. Things get out of focus in a
hurry when we withdraw. Maintaining
balance and learning to relax and relieve
pressure is essential to your own health,
happiness and the health and happiness
of your family and business.

Neglecting family responsibilities
sends the wrong message to the wrong
people. Keep your goals realistic and fol-
low the golden rule. The most valuable
resources you have are those you live
with. Nurturing these resources can pay
important dividends.

Working with Farm

Partners

Healthy relationships within the
family are essential and often difficult to
achieve. This is because we are all so dif-
ferent as human beings. Our personali-
ties and human strengths and weakness-
es are just that—human. However, the
success of the farm as a business depends
largely upon the ability of the human
resources to make the most of all the
resources available to the farm, includ-
ing themselves. The more people
involved in the farm, the more opportu-
nity for disagreement, simply because
there are more personalities and opin-
ions to accommodate. On the positive
side, there is also opportunity for more
input and critical review of important
decisions.

When there is lack of unity in pur-
pose, or worse, total disunity, the farm is
at serious risk. It is important to take the
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corrective action necessary to ensure
unity of farm purpose. This is best accom-
plished by setting farm goals that are con-
sistent with personal goals.

Maintaining healthy relationships
takes time and is likely the hardest aspect
of farming together. If farming together is
not possible due to a variety of personal
reasons, then don’t. Staying friends as
family members is more important to
most people than business success at the
expense of family relationships.

Dealing with Life
Changes

Some changes are preventable, but
most aren’t. Regardless, change provides
an opportunity for growth and improve-
ment, but also introduces uncertainty
and risk.

Marriage is a type of partnership that
requires constant work and nurturing.
When marriages fail, for whatever reason,
all involved pay a heavy price in many
respects. Few farm businesses can survive
a divorce without serious risk of failure.

[llness and death are disruptive and
costly emotionally and financially. When
human resources are unable to produce, the
farm suffers. Especially difficult, are those
situations where key institutional knowl-
edge and decision-making skills are lost.
Keeping records, and cross training within
the farm, are good risk management strate-
gies in the event of such tragedies.

Exiting farming is more difficult for
some than it was to enter; and entering
isn’t easy. It takes time and planning to
properly transition to new management

for the farm, and to new habits and
lifestyles for those exiting. Don’t put off
these important issues. It is never too
early to start and it is never too late to
look to the future.

Forced transition, either due to
health or financial requirements, is usu-
ally traumatic. Seek professional help
and counseling from clergy and/or other
social service experts. They can truly
help smooth the transition and give
hope when all seems hopeless.

Education and

Training Needs

Managing a farm is a very difficult
occupation. The changing nature of the
agricultural sector is towards specializa-
tion and the use of new technologies and
special skills. The legal risks and respon-
sibilities associated with owning and
operating a farm continue to grow at a
rapid pace. The only way to cope and
succeed in this environment is to be will-
ing to learn, adapt, and apply.

The training and cross training of oth-
ers involved in the farm is a good risk man-
agement strategy. Each person associated
with the farm needs to ask and answer this
question: “If I was unable to do my job (my
responsibilities) on the farm, who could
and would do it?”

Managing Farm

Labor

Farm labor management
involves hiring and keeping s
quality farm labor. The goal is to —
use labor effectively so that
increased costs can be justified.




Adding an employee brings a number
of additional responsibilities, liabilities
and legal requirements. Some regulations
apply to all employers, while others
exempt small employers or various types
of employment. The number of different
government agencies that enforce laws
and regulations makes it difficult to
ensure compliance with all of them. Seek
competent professional legal advice to
ensure you comply with all regulations.

LEGAL RISK

Many of the day-to-day activities of
farmers and ranchers involve commit-
ments that have legal implications.
Understanding these issues can lead to
better risk management decisions.

Legal issues cut across other risk areas.
For example, acquiring an operating loan
has legal implications if not repaid in the
specified manner. Production activities
involving the use of pesticides have legal
implications if appropriate safety precau-
tions are not taken. Marketing of agricul-
tural products involves contract law.
Human resource issues associated with
agriculture also have legal implications,
ranging from employer/femployee rules
and regulations, to inheritance laws.

The legal issues most commonly asso-
ciated with agriculture fall into four

broad categories: 1) appropriate legal
business structure, and tax and estate
planning; 2) contractual arrange-
ments; 3) tort liability; and, 4)
statutory compliance, including
environmental issues.

Business Structure

and Estate Planning

The method used to obtain and hold
title to property is very important and has
long-term effects. For instance, the
options for disposing of property at the
time of retirement from farming is large-
ly determined by the way it is titled and
legally held.

Estate planning is the process of
developing a program for effective
management, enjoyment, and disposi-
tion of property at the least possible tax
cost. Making a will is a crucial part, but
estate planning includes much more.
When you plan your estate, you are
creating a blueprint of how you want
your financial and personal affairs han-
dled after you can no longer
handle them.

Many farmers avoid estate planning
because they don't really know where to
start and it appears as an enormous task;
a task that involves dealing with many
issues that are frequently unpleasant.

It is your plan. You set the goals and
determine what you want accomplished.
The only right answers are your answers.
Start by learning the terminology and
basic concepts and tools. Use profession-
al advice and assistance.

Contractual

Arrangements
A contract is usually defined as a
written or oral agreement between
two or more parties involving
an enforceable commitment to do or
refrain from doing something. In agri-
culture, contracts
between farmers
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and agribusinesses specify certain con-
ditions associated with producing
and/or marketing an agricultural prod-
uct. By combining various market
functions, contracting generally
reduces participants’ exposure to risk.
In addition to specifying certain qual-
ity requirements, contracts can also
specify price, quantities to be pro-
duced, and services to be provided.

Tort Liability

“Tort” is a Latin term that literally
means “twisted action.”

Tort liability arises from the negli-
gent or intentional infliction of dam-
age to a person or property. Tort liabil-
ity can involve the failure to do some-
thing that a reasonable person would
have done, or doing something that a
reasonable person would not have
done. This type of liability is currently
insured under a general liability insur-
ance policy.

The simplest type of tort arises
where someone is injured on a farm or
ranch property. In recent years, tort lia-
bility has broadened significantly to
include what may be classed as employ-
ment torts, such as wrongful discharge.
Another area of expansion has been in
the so-called “toxic tort” area in which
adjacent landowners, public groups, or
others assert liability for damage to air
and water quality on account of
agricultural activity.
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Statutory
Compliance and

Environmental Issues

A statutory obligation refers to all
of the regulations and laws governing
what you do as a farmer and a citizen.
You are obligated to follow these
laws/regulations and are subject to
penalty if you do not. It is important
that you become familiar with the
statutory obligations regarding your
farming operation so that you do not
needlessly put your farm (livelihood)
at risk.

A huge variety of statutory man-
dates apply to farmers and ranchers.
These include tax reporting and pay-
ment obligations, wage, hour and safe-
ty requirements, compliance with
nondiscrimination statutes, termina-
tion of employees, use of pesticides
and herbicides, participation in cer-
tain farm programs, and many more.

Although many in agriculture are
not fully aware of their legal obliga-
tions, failure to comply may have seri-
ous consequences in terms of fines,
penalties, and abatement. For these
reasons farmers and ranchers are
advised to seek competent accounting
and legal representation to avoid vio-
lation of statutory obligations with
their accompanying penalties for non-
compliance.

References

There are numerous sources of out-
standing materials on all aspects of
human resource and legal risk manage-
ment. Contact your local Cooperative
Extension office for assistance and
direction.

The Risk Management Education
website maintained by the University of
Minnesota is an excellent starting
point. This vast and current library
of information can be accessed at:
www.agrisk.umn.edu, IORAY
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RISK M | E

EMENT

CROP
INSURANCE
OVERVIEW

By Dr. Laurence M. Crane, NCIS

This is the sixth article in a series of six that provide an
overview of agricultural risk management.

By definition insurance is the means of protecting against unexpected loss.
Everyone has insurance; either you buy insurance from an insurance company, or you
insure yourself. When you self-insure there are no premiums to pay, but in the event
of a loss you pay the full amount. In other words, when self-insured you have a free
policy with a 100 percent deductible.

There is a multitude of crop insurance products on the market and obtaining crop
insurance is relatively easy. It involves determining the amount of protection desired
and selecting the product and coverage level that will best provide that protection.
Qualified and informed agents are available to answer questions and provide help
and assistance in completing an application and explaining program requirements.

DETERMINING INSURANCE
PROTECTION

True risk protection must be based on a farm’s own production potential. Proving
historical yield records is the most realistic method of estimating how much protec-
tion is needed, especially if a grower’s yield is above average. The insurance yield for
much of Federal crop insurance coverage is based on a producer’s Actual Production
History (APH). APH’s are based on the average yield from the insured unit for four
to ten consecutive years. For farmers who have less than four years of production
records, variable transitional yields (T-Yields) are used to complete the minimum
four-year database.

Crop insurance is an easy and
effective tool to transfer risk to
someone else. It is a way of pro-
tecting against unexpected loss
due to a multitude of unavoidable
natural events. Congress considers
crop insurance to be a major risk
management tool and has provid-
ed money to significantly subsidize
the premiums farmers pay. There is
a wide array of insurance products
producers can choose from to meet
their risk management needs.

Crop insurance is delivered by
agents in the private sector. To
obtain coverage, all one needs to

To determine the amount of insur-
ance protection, farmers must select a
coverage level and a price election.
Producers can insure a percentage of a
yield (coverage level) and, for most
products, can choose from 50-75%
(85% for some crops) in 5% incre-
ments, of their APH yield. The price
election is the price per unit of measure
as issued by the US Department of
Agriculture Risk Management Agency
(USDA/RMA) prior to each crop year.
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This price election is used to establish
the insurance guarantee, premium, and
to compensate the insured in the event
a production loss occurs. Producers
have a choice of various percentage
level price elections established for
each crop year (55% to 100% of
USDA/RMA established or projected
market price).

There are several options on how to
divide land to determine APH yields
and premiums under crop insurance.
Each parcel of land for which claims
are calculated is called an “insurance
unit.” A unit is defined as that acreage
of the insured crop in the county
which is taken into consideration
when determining the guarantee, pre-
mium, and the amount of any indem-
nity (loss payment) for that acreage.
Unit structure is a very important
aspect of maximizing the risk manage-
ment protection offered by various
insurance policies. Check with an
insurance agent to find out how many
and what types of insurance units your
crops qualify for, and how this will
affect your premiums. There are four
types of unit structure: basic, optional,
enterprise, and whole-farm units.

INSURANCE
PRODUCTS

Multiple Peril Crop

Insurance (MPCI)
MPCI is a broad-based crop insur-
ance program administered by RMA
and subsidized by the Federal Crop
Insurance Corporation (FCIC). As the
name implies, MPCI provides protec-
tion against an unavoidable loss in
yield due to nearly all natural disasters.
For most crops, that includes drought,
excess moisture, cold and frost, wind,
flood and damage from insects and dis-
ease. MPCI does not cover losses
resulting from not following good
farming practices, low commodity
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prices, theft, and specified perils that
are excluded in some policies. There
are specific restrictions on some crops
based on acceptable farming practices.
Most MPCI programs guarantee a yield
based on an individual producer’s
APH. If the production to count is less
than the yield guarantee, the insured
will be paid a loss.

Catastrophic (CAT)

CAT insurance is the minimum
level of multi-peril crop insurance cov-
erage at 50% of a producer’s yield and
55% of the price, and meets require-
ments for a person to qualify for certain
other USDA program benefits. The
premium is 100% subsidized, but the
farmer pays a $100 per crop per county
administrative fee. Farmers with limit-
ed resources may be eligible for a waiv-
er of the fee for CAT coverage. Any
crop insurance agent can assist produc-
ers in determining if they are eligible
for a fee waiver.

Crop Revenue
Coverage (CRC)

The most widely available revenue
protection policy is CRC. This policy
guarantees an amount of revenue
(based on the individual producer’s
actual production history (APH) x
commodity price) called the final guar-
antee. The coverage and exclusions of
CRC are similar to those for the stan-
dard MPCI policy. This final guarantee
is based on the greater of the spring-
time generated price (base price) or the
harvest-time generated price (harvest
price). While the guarantee may
increase, the premium will not.
Premium will be calculated using the
base price. Since the protection of pro-
ducer revenue is the primary objective
of CRC, it contains provisions address-
ing both yield and price risks. CRC
covers revenue losses due to a low price,
low yield, or any combination of the
two. A loss is due when the calculated
revenue (production to count x harvest

price) is less than the final guarantee
for the crop acreage.

Income Protection
(1P)

IP is a revenue product that, based
on the individual producer’s APH, pro-
tects against a loss of income when
prices and/or yields fall. While IP looks
a lot like CRC, it does not have the
increasing price function of CRC. The
guarantee and the premium will be cal-
culated using the spring-time generated
price (projected price). An indemnity
is due when the revenue to count (pro-
duction to count x harvest price) is less
than the amount of protection.

Revenue Assurance
(RA)

The coverage and exclusions of RA
are similar to those for the standard
MPCI policy. However, MPCI provides
coverage for loss of production, where-
as RA provides coverage to protect
against loss of revenue caused by low
prices or low yields or a combination of
both. RA has the Fall Harvest Price
Option (FHPO) available. This Option
uses the greater of the fall harvest price
(harvest-time generated price) or the
projected harvest price (spring-time
generated price) to determine the per-
acre revenue guarantee. So, with the
Option, RA works like CRC, without
the Option, it works like IP. RA pro-
tects a producer’s crop revenue when
the crop revenue falls below the guar-
anteed revenue.

Group Risk Income
Protection (GRIP)

GRIP is based on the experience of
the county rather than individual
farms, so APH is not required for this
program. A GRIP policy includes cov-
erage against potential loss of revenue
resulting from a significant reduction in
the county yield or commodity price of
a specific crop. When the county yield



estimates are released, the county rev-
enues (or payment revenues) will be
calculated prior to April 16 of the fol-
lowing crop year. GRIP will pay a loss
when the county revenue is less than
the trigger revenue. Since this plan is
based on county revenue and not indi-
vidual revenue, the insured may have a
loss in revenue on their farm and not
payment under GRIP.
Beginning with the 2004 crop year, the
GRIP Harvest Revenue Option
(HRO) Endorsement is available. This
optional endorsement offers “upside”
price protection by valuing lost bushels
at the harvest price in addition to the
coverage offered under GRIP.

Group Risk Plan

(GRP)

Like GRIP, GRP coverage is based
on the experience of the county rather
than individual farms, so APH is not
required for this program. GRP indem-
nifies the insured in the event the
county average per-acre yield or pay-
ment yield falls below the insured's trig-
ger yield. RMA will issue the payment
yield in the calendar year following the
crop year insured. Since this plan is
based on county yields and not individ-
ual yields, the insured may have a low

yield on their farm and not receive pay-
ment under GRP.

Adjusted Gross
Revenue (AGR)

AGR is a non-traditional, whole
farm risk management tool that uses a
producer’s historic IRS Schedule F tax
form or equivalent information as a
base to provide a level of guaranteed
revenue for the insurance period. It
provides the producer with protection
against low farm revenue due to natural
disaster or market fluctuation. Covered
farm revenue is income from agricultur-
al commodities reported on the
Schedule F tax form, including inci-
dental amounts of income from animals
and animal products (not to exceed

receive

35% of farm revenue) and aquaculture
reared in a controlled environment.
Incidental livestock income represents
the crop production value fed to live-
stock. AGR-Lite is a streamlined ver-
sion of AGR available in limited states
offering protection to smaller farms.

Private Named
Peril (Crop-Hail)

Private stand-alone insurance poli-
cies provide protection against specifi-
cally named perils and are paid based
on a percentage of damage multiplied
by the liability or protection purchased
less the deductible. Examples of pri-
vate, non-subsidized crop insurance
programs may include crop-hail, wind,
or fire insurance, which offer protec-
tion for one specific peril (e.g., hail),
and various programs which supple-
ment federally subsidized insurance.
The part of a crop damaged by a named
peril may be less than the deductible on
an MPCI policy. In this instance, crop-
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hail insurance can fill the coverage gap.
An MPCI policy protects against losses
severe enough to significantly drop the
whole farm’s yield average. Crop-hail
insurance, on the other hand, gives
supplemental, acre by acre protection
that more accurately reflects the actual
cash value of damage from hail.

These products are not federal or
state government products and the pre-
miums are not subsidized. However,
private products are regulated by the
insurance departments in each state
and companies must comply with all
state insurance laws.

IMPORTANT
DEADLINES

Sales Closing: To participate, a
person must apply for insurance on or
before the applicable sales closing
date. This is the last date to apply for
crop insurance coverage for any FCIC
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policy, or make changes in coverage
from the previous year. Growers need
to decide by this date the type of poli-
cy and the level of protection they
want. Sales closing dates vary by crop
and by state.

Final Planting Date: Last day to
plant unless insured for late planting.

Acreage Reporting Date: After the
crop is planted, producers must report
(by type and or varietal group, if appli-
cable) the number of acres insurable
and uninsurable for which the insured
grower has a share.

Premium Billing Date: Although
premiums are payable on the day after
the sales closing date, the policy holder
will not be billed until the premium
billing date. Generally this date falls
near harvest.

End of Insurance Period: Following
this date, the farmer no longer has any
production or revenue guarantee on the
crop. This date is the earliest date the
crop is harvested, abandoned, or totally
destroyed, the day the final adjustment
on losses is made, or a specific calendar
date set in each crop policy.

Date to File Notice of Damage:
This is the last date to give notice of
probable loss in order to receive an
indemnity payment. Notice is required
within 72 hours of the discovery of the
damage, but not later than 15 days after
the end of the insurance period.

Policy Termination Date: If
premiums or administrative fees are
not paid by this date, the insurance
coverage for the following year will be
terminated.

Cancellation Date: Last date to
give written notice to the insurance
company if the grower does not wish
to carry crop insurance the next year.
Otherwise, in most cases the policy
will renew automatically for another
year.

Production Reporting Date: To
keep your APH up to date, you must
certify each year the acreage planted
and the total production from the pre-
vious year.
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PROCESS OF
GETTING
INSURANCE

Insurance Cycle

A specified date early enough that
neither party to the insurance contract
has knowledge of the crop’s production
prospects for the year. The application
for insurance includes the crop for which
the insurance is sought, the county in
which it is to be grown, the coverage
level and price election at which the
crop is to be insured. Historical records
will be needed to verify production
potential and to establish an APH (actu-
al production history).

The next step is to plant the crop
prior to the final planting date. After the
crop is planted, insured producers must
file an acreage report with their insur-
ance provider to certify the number of
acres planted, the farming practice (for
example, irrigated, non-irrigated, etc.)
where appropriate, and any other infor-
mation required to insure that crop in
that area.

After RMA accepts the acreage
reports, it calculates the amount of sub-
sidy and credits the appropriate amounts
to insured farmers and their insurance
providers. Premiums and any fees that
insured farmers are required to pay are
generally billed after the acreage report
has been filed and processed. The
amount of the premium that is owed
depends on several factors, including the
number of acres planted, APH yield,
level of protection selected and the farm-
ing practice.

It is the insured’s responsibility to fol-
low good farming practices and care for
the crop through the growing season and
harvest. If a loss occurs they are responsi-
ble to inform their agent and continue to
care for the crop and obtain consent
before any insured acreage is destroyed.
An adjuster will verify the loss and an
indemnity will be calculated and paid

according to the terms of the policy. If no
loss occurs, the farmer harvests the crop
and reports the actual production to the
agent for updating and recalculation of
the APH.

Insurance policies are continuous and
if an insured wishes to discontinue insur-
ance for the next year, they must do so by
a specified date know as the cancellation
date. The cancellation date is usually the
same as the sales closing date, though
minor differences occur on some crops.

Finding an Agent

Crop insurance is sold only by agents
in the private sector. Use the Risk
Management  Agency’s  website
(www.rma.usda.gov) to locate an agent
in your area, or ask other growers or pro-
fessionals (such as lenders) you do busi-
ness with for their recommendations.

Check with the insurance agency
where you purchase other types of insur-
ance. Often you can obtain crop insur-
ance through an agent you already use
for your homeowner’s, automobile, fire,
health, or life insurance needs. Many
insurance agencies have agents who spe-
cialize in crop insurance.

ADDITIONAL
INFORMATION

The RMA website (www.rma.usda.gov)
has numerous factsheets and other
information on the Federal Crop
Insurance Program. The site also con-
tains an agent locator that will identify
the agents located in your area, and a
list of the insurance providers and their
contact information (phone, fax,
address, website). The website of each
provider also contains information
about the various insurance products
and how they work.

The Risk Management Education
website maintained by the University of
Minnesota is an excellent source of infor-
mation on risk management and crop
insurance. This information can be
accessed at www.agrisk.umn.edu. IQRAY
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Selecting the Right Crop
Insurance Agent

By Dr. Laurence M. Crane, NCIS

An important step in using crop
insurance is selecting an agent. Selecting
the “right” agent is sort of a combination
of “beauty is in the eye of the beholder,”
“there ain’t no such thing as a free lunch”,
and “you get what you pay for,” proposi-
tion. Or, as a general rule of life: there is
usually always more than one right way
to do most things; there is a cost associ-
ated with everything, period!; and, what
you get back from any activity is largely a
result of what you put into it. Applying
this to selecting an agent to work with
means that you decide what you want, it
takes some initiative and effort on your
part to make it happen, and you will be
rewarded for your efforts with a well
trained, accommodating agent.

All agents who sell crop insurance are
licensed only after meeting state insur-
ance requirements. Once licensed by the
state, they also must receive federally
mandated annual training and success-
fully pass a competency exam. To locate
a licensed crop insurance agent in your
area, contact one of the companies that
write insurance in your state and they
will direct you to the nearest agent. Page
41 shows by state, the companies offering
federal crop insurance.

Given that the price is the same for a
given MPCI product, how does a farmer
select one insurance agent over another?
Or, given that dollars are homogenous,
why do you use (or prefer) one financial
institution over another? I believe the
one word answer is the same for both
questions: SERVICE! True, service may
mean different things to different farmers;
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however, quality of service is a significant
factor in customer satisfaction, and holds
an important key in determining what
crop insurance agent to select. This begs
the question, “What skills should a crop
insurance agent possess to be able to pro-
vide top quality service?” To answer this
question, [ informally polled some NCIS
member companies, crop insurance
agents, and farmers to learn what skills
they look for in an outstanding agent.
This article is a summary of the skills
these companies and individuals deemed
essential to providing quality service.

Professional Attitude,
High Moral
Character and
Person of Integrity

First and foremost is personal and pro-
fessional ethics. Companies and farmers
alike want to do business with individuals
who act ethically and exhibit profession-
al behavior. Agents and loss adjusters
who have demonstrated an ability to do
the right thing both personally and pro-
fessionally are a credit to themselves, the
companies they represent, and the crop
insurance industry. These individuals will
always be in demand professionally
because everyone knows they can be
trusted. Companies seek their services
because the company knows they will be
well represented, and potential legal lia-
bilities minimized. Farmers seek out hon-
est agents with professional behavior
because they desire reassurance that their
private production records and other per-
sonal information will be kept confiden-
tial. Moreover, farmers are interested in
doing business only with agents who
understand how crop insurance works,
and who make a genuine effort to cor-
rectly and completely represent the vari-
ous available products.

The essence of ethical business
behavior is personal integrity and moral
character. The guide to personal integri-
ty is that moral compass we call our con-
science. There is no place in the crop
insurance industry for individuals who
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have no conscience or integrity, and
have no intention of adhering to the
high ethical standards embraced by the
rest of the industry

Expectations of high ethical conduct
are not unique to any one Crop insurance
company. Every company emphasizes and
encourages high standards of professional
conduct by the agents associated with
their company.

Ability to Work Well
with Other People

Strong interpersonal skills are required
to excel as a crop insurance agent. Being
an agent is primarily a sales job, and sales-
manship depends upon understanding
and working well with other people. Sales
skills can be taught, and most people have
the ability to learn the mechanics of sell-
ing; however, to effectively relate to a
wide range of potential insureds, with the
appropriate blend of conversation and
information, is more art than science.
Moreover the ability to relate to farmers
and provide them the information they
need to make a purchase decision, at the
time and in the manner they want to
receive it, is critical to success. The mar-
ketplace rewards agents who have this
innate ability, because it is the magic
secret of sales success.

Agents not only need to be able to
work well with farmers, but also must
have the skill to communicate with oth-

ers in the companies they represent.
Every underwriter and sales manager
knows who the preferred agents are
because they are the ones who are able to
get along well with others. Personality is
hard to teach, but anyone can be pleasant
and everyone can learn good social skills
and practice patience and consideration
for others. These characteristics often are
the deciding factor in succeeding with
other people.

Locally Known and
Respected

A sales relationship is also a trust rela-
tionship. Seek out agents who are locally
known, have eamned a trustworthy and
honorable reputation, and are familiar
with the local area.

Not every successful agent has an
established “Main Street” presence.
However, there are select agents who
have built a solid reputation by being
involved with local civic groups and/or
broad-based church activities. Quality
agents are also seen as ones who gen-
uinely help to build the community and
are involved in supporting and strength-
ening the quality of life and economic
stability of the area.

An important aspect of delivering
federal crop insurance is ensuring that all
who are interested in availing themselves
of the various insurance products have a
legitimate opportunity to do so. This is



especially important with the current
single delivery system, where crop insur-
ance is available only from private insur-
ance agents. Limited resource and social-
ly disadvantaged farmers often feel mis-
understood and express a lack of trust of
all outside professionals, including those
in crop insurance. Crop insurance com-
panies recognize this important issue and
are very proactive in reaching out to
those with limited resources.

Understanding of
Agriculture

As the number of people raised on
farms decline, so does the pool of indi-
viduals who have first-hand experience
in production agriculture. Being raised
on a farm is not a prerequisite to being a
top insurance agent; however, a thor-
ough understanding of agricultural eco-
nomics and the farming lifestyle is
extremely beneficial.

Successful agents understand produc-
tion agriculture, how farmers formulate
decisions, and the specific areas that they
can add value to the process. They pos-
sess an understanding of the big picture,
including their role and the role of others
who impact the farmer’s decisions. They
recognize that the agribusiness environ-
ment is complex and interactive, and
decisions and their outcomes are interre-
lated and connected. Farm customers are
increasingly looking to a team of advisors
(lenders, insurance agents, accountants,
brokers, lawyers, specialists and consult-
ants, etc.) to provide coordinated and
comprehensive solutions to management
decisions. There is a significant role to
play for insurance agents who view
themselves as members of an agribusiness
team, and act accordingly.

Successful agents also understand
microeconomics and the firm level deci-
sions a farmer must make. Without this
detailed knowledge, an agent is unable to
provide the type and level of information
needed by the farmer to answer critical
production questions, and make impor-
tant management decisions. This need to
understand the decision process will

increase over time as the structure of pro-
duction agriculture changes and evolves.

Computer Literacy

Computer skills are a must for crop
insurance agents to compete in today’s
marketplace. We live in the information
age and computers are the tools of choice
to access, process, and transmit informa-
tion. Because information is power, one
becomes more or less powerful, depend-
ing upon their ability to use and apply
information. Without complete
computer literacy, it is impossible to
compete in a world dominated by com-
puters.

Successful agents
under stand production
agriculture, how
farmers formulate
decisions, and the spe-
cific areasthat they
can add value to the
Process.

E-commerce is revolutionizing inven-
tory management and retail selling. The
impact is being felt in the crop insurance
industry. Agents can receive their actuar-
ial documents and handbooks electroni-
cally. The move to a continuous rating
structure (made possible by advances in
computer technology) will continue to
impact the work of every crop insurance
agent. Recent changes allowing elec-
tronic signatures in certain situations is
likely only the tip of the electronic ice-
berg. The message is clear: computer lit-
eracy and familiarity with an increasing
number of electronic applications is
required.

avorsimanzcevent IPRIIVIER

Strong

Communication Skills

Every vocation working with the pub-
lic requires strong communication skills.
The ability to effectively communicate
with others is required. For obvious rea-
sons, both oral and written skills are nec-
essary to be considered a successful crop
insurance agent. Time will always be con-
sidered a valuable commodity; thus, well-
crafted, effective communication is a way
of saving time. On the other hand, agents
who are rushed and appear overly busy
and detached are offensive to farmers
who rightfully expect and deserve their
agent’s undivided attention and consider-
ation. Top agents have developed the
skill of conveying total attention and
focus on the individual, without being
overbearing, appearing solicitous, or
viewed as oblivious to any time con-
straint. Also, poor or miscommunication
leads to misunderstanding, confusion,
wasted energy, and/or costly legal issues.

Excellent communication skills are
closely related to the issues discussed
above with regards to working well with
others. People who communicate well
are typically excellent problem solvers
because they can address sensitive issues
in delicate situations without damaging
individual egos, or appearing to chal-
lenge others in an offensive manner.
Individuals who have honed these com-
munication skills are in demand every-
where, not just in crop insurance.

Strong Work Ethic
and Good Business

Sense

First and foremost top crop insurance
agents view themselves as private busi-
nesspersons. Astute agents understand
economic principles, market forces, and
the necessity of working hard and the
value of working smart. They know that
all business decisions have economic
consequences. They demonstrate an
understanding of marketing by being
able to effectively segment the market
and target their efforts and activities.
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They are able to bundle products and
services in a fashion to add value, control
costs, and meet customer demands of
quality and timeliness. They understand
the demographics of their potential cus-
tomer base and how demographic char-
acteristics effect needs and purchase deci-
sions. They engage in strategic business
planning so that they are able to under-
stand their business strengths, weakness-
es, and comparative advantages, have
identified and set specific business goals,
know what changes they need to make
to reach their goals, and how they will
make the necessary changes. This
empowers them to move forward in a
consistent, coordinated fashion, thus
they are able to approach business deci-
sions on economic, rather than emotion-
al, terms.

Commitment to
Education and Life-

long Learning

It is imperative that agents thoroughly
understand all of the products they make
available to potential insureds. It requires
a strong commitment to education and
lifelong learning to stay current, and to be
able to understand all aspects of agricul-
ture and crop insurance well enough to
provide the quality of service farmers
need and deserve. Few vocations require
more vigilance in personal study and
effort to stay current than crop insurance.

Nothing in crop insurance is as cer-
tain as change. Changes occur primarily
because this is a relatively new industry
that is experiencing tremendous growth
and expansion, both geographically and
in volume of products offered. Current
farm legislation is based on the concept
of individual farmers being more respon-
sible to manage their own risks, thus
leading to an increased role and impor-
tance for crop insurance. Moreover, as
historical experience grows and data
becomes available, modifications and
refinements to policy, procedure and rate
structure are made to improve product
quality. This condition of constant
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change creates an environment of an
everlasting need for continuing educa-
tion.

A commitment to education and life-
long learning goes hand in hand with
strong communication skills. The basic
assumption of strong communication
skills is that you have an important mes-
sage to communicate and are skilled at
doing so. Thus education includes not
only understanding crop insurance, agri-
culture, economics, and marketing, but
also includes teaching, training, educa-
tion, and sales skills.

Service-oriented
Attitude

Indeed we live in a service-oriented,
high-tech society. However, service
means different things to different peo-
ple, thus an importance of understand-
ing demographics. There is still a strong
demand for high-touch, even in a high-
tech society. This is particularly true in
production agriculture with its tradition
of relationship-based sales. Typically,
farmers identify with the personality of
an agent more so than a particular com-
pany. The agent becomes the company
to them. Consequently it is imperative
to be seen as a risk management problem
solver and not just a seller of products.
To a large degree, those in the chemical
industry have already made the transi-
tion from being seen as chemical ped-
dlers, to being viewed as agronomic
advisors. Long-term survival depends on
being able to provide service and not
just products.

Astute agents recognize their unique
role and the importance of providing
total risk management. Long-term sur-
vival depends on servicing the produc-
er’s crop insurance needs this year, and
ensuring that their other risk manage-
ment needs are sufficiently addressed so
they will be in business next year as well.
It is the ethical responsibility of every
agent to provide the best service possible
to their insureds on behalf of the com-
panies they represent.

Self-motivated,
Focused, and
Committed to
Excellence

In a competitive industry there is lit-
tle time for hand holding, business
babysitting, and prodding.
Unfortunately, working hard is not
enough to guarantee success. One must
also take initiative, recognize opportu-
nities, and be self-motivated to make it
happen. Being able to recognize and
capitalize on opportunities is usually the
result of preparation and planning.
There is no substitute for preparation.
Realizing that economic principles pre-
vail is largely what motivates individu-
als to understand important economic
behaviors and prepare for opportunities.

It is not possible to be all things to
all people. A commitment to excel-
lence means being the very best in
their chosen line of insurance: crop
insurance. As described above,
because both agriculture and insur-
ance are dynamic changing indus-
tries, insurance agents, like farmers,
need to be flexible and able to adapt
to change to survive and prosper.

A pattern seems to be emerging
that typifies successful agents—those
positioned to be around for the long
term. The characteristics that describe
this agent group are similar to the char-
acteristics of other professionals
(lenders, elevator operators, brokers,
etc.) who work successfully with farm
clients. As a group, they are specialists
who are self motivated, have an appre-
ciation for and understand economic
principles, approach their professions
as part of a larger team and know the
value of education and outreach. They
are also involved in professional devel-
opment, understand the role service
plays in selecting professional assis-
tance, are persons of high integrity
with strong a work ethic, and are effec-

tive in communicating and relating
with others. I9RAY
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2005 MPCI Insurance Writers by State

AL ® o ® o ® o o
AK ® ®
AZ [ ) [ ) o o [ ) @ ®
AR [ J @ @ [ J @ [ J @ ® @ @
CA o o [ ) o o @® [ J
co o @ o o @ o @ @ @
CT [ ) o
DE [ J ® ®
FL [ ) o [ ) o @ ®
GA [ J @ [ J @ @ @
HI [ ) o [ J
D o @ o @ o @ o @ [ J @ @
IL ® ® o [ ) o [ ) [ ) o [ ) o o [ ) o
IN o ® o o ® o o ® o ® o @ @ @
IA [ ) [ ) [ ) o [ ) o [ ) o [ ) o [ ) ® @ ®
KS [ J [ J [ J @ [ J @ @ [ J @ [ J ® @ @
KY [ ) o o [ ) o [ J @ [ J
LA @ o o @ o @ @ @
ME [ ) o
MD [ J o ® ®
MA [ ) ®
Mi [ J @ [ J [ J [ J @ [ J ® @ @
MN o o o [ ) o [ ) o [ ) o [ ) o [ J @ [ J
MS o o @ o @ @ @
MO ® o ® ® o [ ) [ ) o [ ) o [ ) o [ ) o
MT o ® o ® o ® o ® o @ @
NE [ ) [ ) [ ) o [ ) o o [ ) o [ ) ® @ @
NV ® @ @ o ®
NH o o
NJ o [ J ®
NM ® ® o o [ ) [ ) o [ ) o
NY o ® ®
NC o [ ) o [ ) ® ®
ND [ J @ [ J [ J @ [ J @ [ J @ [ J ® @ ®
OH o [ ) o o o o [ ) o [ ) [ J @ [ J
0K @ o @ o @ o o @ @ @
OR ® o [ ) o [ ) o [ ) o
PA ® o o ® ®
RI [ ) ®
SC [ J @ @ ®
SD o o o [ ) o [ ) [ ) o [ ) o [ J @ [ J
N @ o o @ o @ @ @
X ® ® o [ ) o [ ) [ ) o [ ) o
ut o ® ® @ @
VT [ ) ®
VA o [ J @ [ J @ @ ®
WA o [ ) [ ) o [ ) o [ J @ [ J
wv ® o [ J ®
Wi [ ) [ ) o [ ) o [ ) o [ ) o [ ) o
wy ® ® [ J [ J ® [ J [ J ®
Source: RMA website. Current as of March 31, 2005.  *Indicates company has Livestock SRA
AGRO - Agro National LLC FCIA - Farm Crop Insurance Alliance, Inc. NAU - NAU Country Insurance Company
712-256-0968 » www.agronational.com 800-826-7090 » www.fcianet.com 800-942-6557 » www.naucom.com
AFBI - American Farm Bureau Ins. Services, Inc. FBIC - Farm Bureau Mutual Insurance Company PRO - Producers Ag Insurance Group
888-483-3914 » www.afhisinc.com 785-587-6000  www.fbfs.com 800-366-2767 » www.proag.com
ARM - ARMtech Insurance Services FMH - Farmers Mutual Hail Insurance Co. of lowa R&H - Rain and Hail L.L.C.
800-335-0120 » www.armt.com 800-247-5248  www.fmh.com 800-776-4045  www.rainhail.com
CTY - COUNTRY Mutual Insurance Company GA -  Great American Insurance Company RCIS - Rural Community Insurance Services
800-255-7965 » www.countrycos.com 877-4AGLINK » www.MyAgritrust.com 800-451-3836  www.rcis.com
CROP1 - Crop1 Insurance HEART -Heartland Crop Insurance, Inc.
866-765-0552 » www.cropiinsurance.com 888-789-5566 » www.heartlandcropinsurance.com
CUSA - Crop USA Insurance Agency, Inc. JD - John Deere Risk Protection, Inc.

800-635-1519  www.cropusainsurance.com

866-404-9057 » www.johndeereriskinsurance.com






