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The Nature of Subsidies

I Programs often termed a “Public–Private Partnership”
(Taxpayer Beware!)

I Many market–failure arguments used to argue for subsidies

I Most arguments appeal to systemic nature of risk and limited
reinsurance

I In almost every case, evidence of market failure is absent

I In US, 2010 saw $1.3 billion in A&O subsidy along with $4.6
billion in premium subsidy

I Paid as percentage (about 65%) of premium
I This naturally means that

I Riskier areas get more total subsidies
I Higher prices (and yields) mean greater taxpayer outlays
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About Crop Insurance Subsidies

I No ceiling on subsidies in many cases—directly coupled to
production and market prices

I Much recent discussion over support that can increase as
market conditions strengthen—but revenue insurance has
been doing this for a long time

I Why has this not been a bigger issue in WTO?
I Reported as non-commodity-specific de minimis amber box

support
I Subsidies are commodity-specific, coupled support
I RP replicates (and replaces) similar (unsubsidized) protection
I Financial markets have realized significant innovation—but

this cannot occur for agriculture as no private insurer can
compete against such subsidies

I ARPA (2000) and subsequent legislation established
rent–seeking incentives to development new programs

I In 2011, 15 crops < $1 million; 31 < $10 million in liability
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The Harm of Subsidies

I Obvious fact—subsidizing risk leads to more risk
I Distortions may occur at intensive and extensive margins

I Quantity and allocation of acreage to specific crops
I Production practices (i.e., moral hazard)

I Variations in returns to insurance may aggravate distortions

I Subsidies and risk sharing with private insurers may encourage
moral hazard
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Market Failure Arguments

I Lack of reinsurance capacity— not persuasive (consider CDG
markets—$trillions in capacity)

I The government is more efficient

I The government has advantages in addressing adverse
selection and moral hazard (coercive powers)

I Infrastructure and social objectives

I Contagious but manageable risks (disease or fire)

I Lack of reinsurance argument
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The Crop Insurance Paradox

I Theory suggests risk averse farmers will fully insure at
actuarially–fair rates

I Available evidence universally rejects this

I Subsidies always needed to generate participation

I Hazell et al. (1986) . . . the fact is that, with few exceptions,
farmers in both developed and developing countries have been
unwilling to pay the full cost of all-risk crop insurance . . . most
all-risk programs remain public sector schemes . . . their
management is often subject to political pressure regarding
premiums and coverage and the programs are often used as a
mechanism to transfer income to farmers.

I Subsidies and the lack of private insurance—cause or effect?
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The Design of Subsidies and Distortions

I On the front end
I Premium subsidies
I Subsidies on administrative and operating costs
I Subsidized reinsurance

I On the back end
I Excess indemnity coverage (less certain support)

I Proportional, variable, or fixed?

I Capped or unlimited?

I Means tested?

I Important fiscal budget issues
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Sources of Risk
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The US Program

I $114 billion in liability in 2011

I Total premium in 2011 was $12 billion

I Premium subsidy $7.42 billion

I Implies 62% subsidy

I Subsidy paid as a percentage of premium such that rising
prices (which we have seen in recent years) imply much larger
costs to taxpayers

I Latest CBO score $91 billion over 10 years

I Governed by complex (and favorable to companies)
reinsurance agreement

I Recent calls for Congress to raise guarantee to 90-95%
(“shallow losses”) of expected revenue
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Ag. Prices and Premium Subsidies
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US Crop Insurance Statistics
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US Crop Insurance Statistics: Liability and Premium

Source: Smith (2012)
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US Crop Insurance Statistics: Liability
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Liability Share of Revenue Coverage:
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Share of Total Liability by Plan:
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2008 Farm Bill CBO Score
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International Crop Insurance: Premium Subsidies
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International Crop Insurance: A&O Subsidies

Goodwin (NCSU): December 11, 2011 Crop Insurance Distortions



International Crop Insurance: Reinsurance Subsidies
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US Crop Insurance Statistics: Subsidy-Adjusted Loss
Ratios
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A Simple Empirical Consideration of Distortions

I NASS County–level acreage response, conditioned on prices,
lagged acreage, lagged insurance participation

I Also includes 5–year average subsidy rates and
subsidy–adjusted loss-ratios

I BLS REIS data on input costs
I More acreage associated with

I Higher subsidy rates
I Higher insurance participation

I Less fertilizer and chemical use from higher subsidies (farmer
returns)

I Implication is that acreage and production distortions may
indeed arise

I Data are preliminary and research is needed to examine the
effects of the greatly–expanded crop insurance program on
acreage and production practices
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US Crop Insurance Statistics: Subsidy-Adjusted Loss
Ratios
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Analysis of Subsidy Distortions
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Concluding Remarks

I The harm of subsidized crop insurance comes from
I Significant taxpayer transfers (which have their own

distortions) to farmers, AIPs, and a community of those
involved in developing new programs

I Distortions in production (acreage, crop choice, and practices)
I Distortions in market prices (WTO—where are you?)
I Crowding–out of private market risk management innovation

I No persuasive evidence exists of market failure

I The costs and losses are tied to increasing prices and
yields—the program continues to grow and is primary
commodity program

I Discussion of “shallow–loss” coverage and decreasing
deductibles raise concerns of distortions continuing to grow

I Subsidizing risk may have negative consequences for long–run
productivity growth and global competitiveness
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