





Table 1. Insurance Coverage Statistics for South Dakota in 1998

Policies Acres Premiums indemnities
$.D. Crop Saoid __Covered Coverage ($)  Paid (3) Received (3)
Com -~ APH 20,120 2,438,395 | 247,128,572 23820880 21174151
Com ~ CRC §,068 1.049 812 152 570490 17.825.245 21,320,683
Soybeans - APH 18418 2354218 244248442 17 848,747 13,051,228
Soybeans - CRC 7.364 1,380,806 153,492 357 13,827 465 10,386,082
Wheat - APH 186,748 2,190,213 118,049,405 153683810 10,824,897
Wheat ~ CRC 3,011 473,877 35,764,952 5,077,328 7,597,662

Bowurcn: USDA-RMA “Sunwnary of Business Reports as of 6/12/00° available 3l www.rma usda.gov. ‘

Note: APH policies and coverage indudes both MPCI and CAT.

Ciueries of producers revealed a variety of
reasons for choosing among the various insurance
products and coverage levels. The price of
differant products was an obvious driving factor
determining the specific coverage chosen by
producers, but producers also cited tradition and
- having different insurance needs. Tradition means
that producers select the same things they chose in
eatlier years. This approach is sound # they made
a good initial choice or if the coverage has been
working weill. Complacency could result in your
insurance not adequately covering risks, sspecially
i the operation has changed in recent years.

Recause the needs of each producer are different,
an individual cannot simply do what a neighbor
does. Younger, more leveraged producers spoke
of needing higher levels of insurance because they
cannot afford fo be withowt . Older producers with
enough equity are more able o self-insure and can
purchase jess coverage.

The price differential, in termms of the
coverage percentage, can make one product more
cost-effective than another product. For example,
producers said that in 1898 the small difference
between the Actual Production History (APH) price
{applicable for CAT and MPCl) and the CRC price
for soybeans made CRC look sxpensive relative (o
MPCL Conversely, with the price spread for com
beirg wider, CRC looked like a better deal. in
2000, a similar patiem I8 svident, as shown in
Table 2. There is a wiie spread between the APH
and CRC prices for com, but not for soybeans or
wheat.

Policy sales data collected for the year 2000
supports the anecdotal avidence pointing toward a
preference for CRC coverage on com. While in
1989 only 23% of the insurance policies for com
were CRC in South Dakota (see Table 1), in 2000
about 35% of the policies sold were for CRC

coverage. CRC usage on soybeans is also on the
rise in 2000, where 37% of the policies were for
CRC coverage versus 31% during 1998, MPCl and
CAT coverage continues to dominale wheat, as
82% of policies during 2000 reflect those types of
coverage. Across all crops for 2000, producers
have "bought up” coverage {over CAT) on 88% of
policies versus 868% during 1899. The popularity of
ORG and all buy-up coverage reflects the desire of
producers o offset yield nisk, and it means they are
also conscious of revenue risk.

Table 2. Salected Prices for Insurance Products
and Loan Rales

APH Price  CRC Price 2000 Loan
Crop (/by} {$/by) Rates ($/bu)
Com 1.90 251 1.72-1.90
Soybeans  5.16 532 468 -5 11
Wheat 3.15 348 228-268

Sources: The APH and CORC prices are from USDA-RMA. The
loan rates are fom LUSDAFSA

Notes: Wheat APH and CRC prives reflect hard red spring
whaat, The loan rates are the range of Jow 1o high across all
counties in South Dakola,

Managing price risk

The govemment loan program is a
commonly used risk management tool during limes
of low prices. The loan rate is a form of price
insurance. While vield insurance only pays an
indemnity when a substantial yield loss ccours, the
loar rate program only pays when the market price
falls below the loan rate. However, the loan rate
only applies to bushels actually produced. This
subtie difference can have a substantial impact on
downside price protection. The ranges of 2000
ioan rates for South Dakota are shown in Table 2.
Loan deficiancy payments {LDPs) are oflen
compared 1o put options, However, with put




options the producer chooses the coverage level by
' choosing the hedge ratic. With LDPsitis as
though the put options disappear on any lost yield.
With low yields and low prices, put options could
provide better protection than LDPs, regardiess of
their higher cost.

Price risk is prevalent regardiess of yield
risk, but crop insurance products can influence
price risk management. For example, CAT
coverage is widely utifized in South Dakota and is
inexpensive relative to the amount of coverage it
provides. However, CAT coverage can work
against an aggressive marketer. An equity
thraatening case is found when CAT is the only
insurance, the expected production is fully hedged
with a futures or forward contract, and a yield
disaster and high U.8. prices result. Insuch a
scenario, CAT would likely only cover a small
portion of the economic cost of planting the crop
plus there would be hedging losses due to rising
prices. However, such dangers from aver-hedging
can be mitigated by purchasing out-of-the-money
calf options.

MPC! allows a doubling of coverage relative
to CAT for a small, subsidized premium. Cumrently,
futures prices less harvest-time expected basis
levels give an implied forward price that is fairly
close to the APH price for com. This implies that
producers with MPCI coverage could hedge a
larger portion of their expected crop, relative to
CAT coverage, and nof have to worry about major
josses. MPCI coverage does not protect against
any price risk. Because of the low correlation
between U5, price and South Dakota vieid, #
seems reasonable to expect that price rsk would
be as large of a concem as yield risk. Yields low
‘enough to trigger indemnity payments, especially
when the more typical lower election levels are
chosen, are not likely 1o occur.

While not perfect, CRC is useful becauss it
 is revenus insurance. CRC behaves jike MPCI for
yield coverage, but aiso fike a long option straddie.
if prices move low enough or high enough {if yields
are low enough), CRC may pay an indemnity.
Unfortunately, CRC is still only triggered in the
event of a substantial yield loss. Producers should
make sure they understand what the worst case
scenario with insurance looks like. Especially in
com this year, the loan rate is substantially less
than the CRC price. Thus, inthe eventofa
compiete vield loss, the CRC revenus protection is
greater than the revenue that would occur with a
yield at the trigger level. The situation is less

pronounced in soybeans and wheat However, the
specifics will depend on farm and county specific
characteristics and assumptions.

Sammary

Both yield risk and price risk are prevalent in
South Dakota and compiicate the risk management
plans of producers. Crop insurance is the primary
method of managing yield nisk, and revenue
products have become increasingly popular in
South Dakota. The loan rate provides price
protection, but only on the bushels produced.
Qverhedging is a potentially risk-increasing venture
unless adequate crop insurance is in place. Finally,
while CRC sounds like a lot of coverage, the worst-
case scenadno is likely to be at trigger yield leveis.
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! For 2 more in-depth discussion see Harwood, et al, (1999).
* Nationwide maps of yield and prics correlation are shown in
Schrepf, Heifver, and Dismukes (1999).
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