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The views expressed in this testimony are those of the author and do not necessarily represent the views of Iowa State University.
Mr. Chairman, thank you for the opportunity to appear before the Subcommittee.  My name is Chad Hart, and I am an agricultural economist employed at Iowa State University.  I serve as the grain markets specialist for the Department of Economics at Iowa State University.  I also work with the Food and Agricultural Policy Research Institute (FAPRI) to model and explore crop insurance issues.  FAPRI receives funding from annual USDA special research grants to conduct their research efforts.  I have also conducted or been employed in several private consulting projects within the crop insurance industry, specifically with the Revenue Assurance and Livestock Gross Margin products.
The federal crop insurance program has grown tremendously over the past three decades.  In 1981, roughly 45 million acres of crop production was protected under the program with a total premium of $380 million.  In 2008, just over 272 million acres of crop and pasture production was protected under the program with a total premium of $9.85 billion.  Many crops have been added to the program and several crop insurance products have been introduced, especially within the last 15 years.  The crop insurance program covers over 100 commodities with over 20 crop insurance plans.  These plans protect against yield and revenue disasters beyond the farmer’s control.  Just within the last three years, the insurance protection provided under the federal crop insurance program has grown from $50 billion worth of coverage in 2006 to nearly $90 billion worth of coverage in 2008.
As crop insurance has continued to grow in importance as part of the federal agricultural safety net, the Risk Management Agency (RMA), the USDA agency that operates and manages the Federal Crop Insurance Corporation and the federal crop insurance program, has maintained efforts to provide crop insurance products at actuarially fair prices.  Actuarial fairness for crop insurance implies that the premiums charged for the crop insurance products are set at the expected level of payouts under the products.  Unlike other types of insurance, the costs associated with the sale and service of the insurance product are not included in crop insurance premium rates as they are paid by the federal government.  In essence, actuarial fairness for crop insurance is the alignment of the risk each farmer faces with the premium they are charged to cover that risk.  Misalignment of the risk and the premium leads to issues in crop insurance participation and performance.  If premiums are set too high for the risks covered, then farmers will not purchase the crop insurance.  If premiums are set too low for the risk covered, then the payments from the insurance will exceed the premiums.  Given the array of products that RMA manages, RMA utilizes or relies on several methodologies to determine premiums for the various products.
For the standard yield insurance products, such as Actual Production History (APH), the premium rates are determined from an examination of historical crop insurance performance for each individual crop, aggregating the insurance experience of agricultural producers within a given geographic area.  For most of the rate making process, the geographic area is defined at the county, but in certain steps of the process, data from surrounding counties and the state are utilized.  The rate making process for APH can be broken into five steps:
1) Adjusting the historical insurance performance to reflect a common coverage level, 

2) Computing county-level base premium rates,
3) Adjusting the base premium rates for specific issue loads,

4) Restricting premium rate changes to fit within prescribed limits, and

5) Updating premium factors used to tailor the premium rates to the individual situation.

As APH is offered at a number of coverage levels, the first step in the premium rate making process is to adjust all insurance performance data to a common coverage level, 65 percent, so that the data can be aggregated.  The second step computes a county-level base premium rate based on the historical data after adjustments to reduce the impacts of severe loss years (which can skew the rate computation) and to reflect the average loss experience of the county and surrounding counties.  In the third step, the county premium rates are adjusted (loaded) to reflect the severe loss years (based on statewide data), a disaster reserve factor, and loads for prevented planting and insurance unit divisions.  In the fourth step, the rates from the third step are compared to the currently charged rates and the premium rate changes are restricted.  Premium rates are allowed to increase by 10 percent or less or are allowed to decrease by 5 percent or less, depending on the situation.  In the fifth step, the premium rates are adjusted to reflect crop types (example: winter versus spring wheat), farming practices (example: irrigated versus non-irrigated production), average yield differences, and coverage level choices.
For the revenue insurance products, such as Revenue Assurance, Crop Revenue Coverage, and Income Protection, the original rate making processes were determined mostly by private developers outside of RMA.  The processes were submitted to RMA and reviewed by RMA and panels of outside reviewers (often academics who have worked on crop insurance related issues) to evaluate their actuarial soundness.  The prices utilized for these products are derived from commodity futures markets and rely on the efficient market hypothesis.  The efficient market hypothesis indicates that market prices, such as commodity futures prices, reflect all of the known information about a commodity.  Thus, the futures prices are the best available unbiased estimate of a commodity’s future value.  The futures price information is often combined with data from associated options on the futures to determine the expected variability of the futures price over the course of the insurance period.  For Crop Revenue Coverage, the original premium rate structure combined the APH base rate with factors to reflect price movements over the growing season.  For Revenue Assurance and Income Protection, the computation of premium rates depends on new rating models that utilized statistical distributions of revenues that reflect historical relationships between crop prices and yields.  In the case of Revenue Assurance, the base premium rate is determined by an equation relating the APH premium rate at 65% coverage, the insurance coverage level chosen by the producer, the insured yield, and the expected price variability.
RMA continues to monitor the actuarial performance of the various insurance products it manages and has conducted detailed rate reviews for several crops and insurance products over the last few years.  Also, as RMA continues to progress towards its “Combo” product, an insurance product that will combine the APH and revenue insurance products, it is re-examining the rating methodologies behind the various products.
Assessing the actuarial performance of the crop insurance program is difficult.  The highly correlated nature of agricultural production across producers within a given year complicates the analysis.  Accurate reflection of underlying weather events requires many annual observations.  But during the gathering of such a long series of weather and insurance data, it is likely that production patterns, rating methodologies, and crop insurance participation patterns will shift.  So that historical crop insurance performance may not be an accurate guide to future performance.  RMA has incorporated and/or accepted several approaches to compute actuarially fair premiums.  Depending on the insurance product, RMA utilizes historical, current, and simulated data to set and/or validate premium rates.  The incorporation of various rating techniques and larger insurance performance data sets should allow continued improvement in premium rate setting.  Continuing research by RMA, academics, and the insurance industry will likely provide improved rating methodologies in the years to come.
Thank you for providing me this opportunity to discuss these issues with you today.
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