%‘““‘“\N Ag Econ sxes
/‘ RESEARCH IN AGRICUITURAL & APPLIED ECONOMICS

The World’s Largest Open Access Agricultural & Applied Economics Digital Library

This document is discoverable and free to researchers across the
globe due to the work of AgEcon Search.

Help ensure our sustainability.

Give to AgEcon Search

AgEcon Search
http://ageconsearch.umn.edu

aesearch@umn.edu

Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only.
No other use, including posting to another Internet site, is permitted without permission from the copyright
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C.

No endorsement of AgEcon Search or its fundraising activities by the author(s) of the following work or their
employer(s) is intended or implied.


https://shorturl.at/nIvhR
mailto:aesearch@umn.edu
http://ageconsearch.umn.edu/

Journal of Agricultural and Resource Economics 40(3):457-475 ISSN 1068-5502
Copyright 2015 Western Agricultural Economics Association

Are the Federal Crop Insurance Subsidies
Equitably Distributed? Evidence from a
Monte Carlo Simulation Analysis

Octavio A. Ramirez, Carlos E. Carpio, and Alba J. Collart

This study hypothetically analyzes the distribution of the premiums paid and thus the subsidies
received by farmers participating in the Risk Management Agency (RMA) multi-peril crop
insurance program. The results show a wide spread in the effective subsidy levels, to where
some producers might not be receiving any subsidies at all (i.e., they actually pay close to their
full actuarially fair premium), while others only pay a small fraction of their actuarially fair
premium. More importantly, the results show that “shrinkage” estimators such as the one used
by the RMA have the unintended negative consequence of disproportionally subsidizing farmers
who are less effective in managing risk. Producers whose farms exhibit higher downside yield
variability receive much more generous subsidies than those with lower levels of yield variability.

Key words: agricultural subsidies, crop insurance premiums, farmer welfare, risk management
agency

Introduction

The federal crop insurance program provides U.S. agricultural producers with important tools for
managing yield and revenue risks in their farm operations (Harwood et al., 1999). In 2013, the
program covered close to 296 million acres, or 90% of insurable crop land, assuming nearly $124
billion in liabilities through 1.22 million individual policies (U.S. Department of Agriculture, Risk
Management Agency, Federal Crop Insurance Corporation, 2014). The Risk Management Agency
(RMA), a division of the United States Department of Agriculture, is charged with administering
this program. High participation has been achieved through large subsidies, with farmers as a whole
now paying less than 40% of the total amount of premiums required to cover all of the program’s
indemnities (U.S. Department of Agriculture, Risk Management Agency, Federal Crop Insurance
Corporation, 2014).

The traditional product offered by the RMA, which for the purpose of simplicity is the focus of
this paper, is a farm-level, multiple-peril, crop yield insurance policy (MPCI). This policy protects
against low yield and crop quality losses due to adverse weather and unavoidable damage from
insects and disease (Barnett, 2000). The rate-setting process for the MPCI can be divided into
two major steps. The first step computes a county-level premium based on historical county-wide
indemnities and liabilities. The second step sets farm-level rates based on the county-level premium
and the producer’s historical farm-level yield records using an exponential “shrinkage” procedure
that compresses the premium estimates implied by the individual farm yield data toward the county
mean (Josephson, Lord, and Mitchell, 2000).
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Recent research shows that the RMA’s premium estimates are subject to substantial errors
relative to the “true” (i.e., the actuarially correct) farm-level premiums. These inaccuracies in the
RMA estimation of crop insurance premiums could, by themselves, account for most of the subsidies
that are being required to pay for the program’s indemnities (Ramirez and Carpio, 2012). Ramirez
and Carpio’s 2012 results also suggest that under the current rate-setting protocols, producer
uncertainties about their own actuarially fair premiums (AFP) could have as much of a negative
impact on program performance as insurer error and that producer uncertainty on top of the insurer’s
errors can exacerbate the need for subsidies. A recent U.S. Government Accountability Office report
on crop insurance concludes that the subsidy costs are greater in areas with higher production risks,
to the extent that the premiums may not be sufficient to cover expected losses (U.S. Government
Accountability Office, 2015).

This study more specifically focuses on exploring the impact of the inaccuracies in premium
estimation by the insurer (RMA) as well as producer uncertainty on the distribution of the premiums
paid and thus the subsidies received by farmers participating in the MPCI. Specifically, using an
exponential “shrinkage” estimator akin to the RMA’s, given a particular intended subsidy level (e.g.,
50%), we estimate the probabilities that a producer would end up paying various percentages of his
or her true AFP and thus receiving different effective subsidy levels. We also explore other economic
welfare implications of using this estimator.

The results presented in this paper show a surprisingly wide spread in the effective subsidy levels,
to the point where some might not be receiving any subsidies (i.e., they actually pay close to their
full actuarially fair premium) while others pay only a small fraction of their AFP. More importantly,
the results show that “shrinkage” estimators such as the one used by the RMA have the unintended
negative consequence of disproportionally subsidizing producers who are less effective in managing
risk. That is, those whose farms exhibit higher yield variability receive a much larger percentage
subsidy than the producers with lower levels of yield variability.

Data

Unfortunately, the only way to obtain the program performance statistics presented in this paper
is using simulated data. Unless the yield data are simulated from assumed or known probability
distributions, the actuarially fair premium for any particular farm unit is unknown, and the
differences between the premium estimates and the AFP are what determine all the indicators of
program performance discussed in this study. Farm-level yield data from prototypical Midwestern
corn-producing counties is thus repeatedly simulated (NR=Number of Runs=1,000 per scenario,
SS=Sample Size=10- and 20-yield observations per farm) under the assumption of normal and
non-normal (left-skewed) yield distributions. Each county is assumed to comprise NF farms
(NF=Number of Farms= 50 and 200), whose yields exhibit low (CC=Correlation Coefficient=0.25)
and moderate (CC=0.50) levels of linear correlation with one other. The true means and standard
deviations of the farm-level yield distributions are drawn to randomly range from 150 to 170 and
30 to 40 bushels per acre (wide-range scenario) and 155 to 165 and 32.5 to 37.5 bushels per
acre (narrow-range scenario) according to a simple uniform (i.e., equal probability) distribution.
In the case of the non-normal scenario, the underlying skewness and kurtosis measures of the
distributions are assumed to randomly range from 0 to —3.25 and 0 to 23.5, also according to a
uniform distribution.

The ranges assumed for the mean, standard deviation, skewness, and kurtosis parameters are
consistent with the estimates from parametric models of Illinois farm-level corn yields presented in
Ramirez, McDonald, and Carpio (2010). Their model was based on empirical data (twenty to forty-
five farm-level observations) obtained from the University of Illinois Endowment Farms database,
which includes twenty-six corn farms located in twelve counties across that state.

In addition, since the only available empirical evidence (Goodwin, 1994) suggests weak and
mixed-sign farm-level mean-variance correlation in a variety of crops, including dryland and
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Figure 1. Hypothetical Yield Density

irrigated corn, the moment parameters are drawn independently from one other. This allows us to
mimic the most likely county-level situation in which the farm unit yields can exhibit a wide variety
of distributional shapes. We then reduce the ranges of the mean and standard deviation parameters to
simulate a situation in which the farms within the county are more homogeneous in nature, which is
expected to improve program performance due to the “shrinkage” nature of the RMA estimator. As
described in the following section, the expanded Sy distribution (Ramirez, Misra, and Field, 2003)
is utilized to simulate non-normal yields with those characteristics.

The yield simulation scenarios are designed to resemble the characteristics of corn production
in the Midwestern United States. For example, when yields are assumed to be normally distributed,
at the highest mean of 170 bu/acre and the lowest standard deviation of 30 bu/acre, the probability
of observing a yield value under 120 bu/acre or over 220 bu/acre is only 10% (5% under and 5%
over). This would have to be a superior farmer with a limited downside and a substantial upside
yield potential. At the lowest mean of 150 bu/acre and the highest standard deviation of 40 bu/acre,
the 5% probability bounds are 85 and 215 bu/acre. This could be a farmer with a sizable downside
but also a high upside yield potential.

Alternatively, when yields are assumed to follow a substantially left-skewed Sy distribution,
at the highest mean of 170 bu/acre and lowest standard deviation of 30 bu/acre and skewness and
kurtosis values of —3.25 and 23.5, the 5% probability boundaries are 115 and 195 bu/acre (figure
1). These expand to 95 and 205 bu/acre at the highest mean and standard deviation of 170 and 40
bu/acre. In other words, the upside yield potential from the mean of 170 bu/acre is less than half as
much as the downside potential. It is believed that these distributions are more representative of the
behavior of farm-level corn yields in the Midwest (Ramirez, 1997; Ramirez, Misra, and Field, 2003;
Lu et al., 2008; Ramirez, McDonald, and Carpio, 2010).

Simulation Methods

Correlated normal and non-normal yield series are required for the purposes of this study because
the RMA premium-rating protocol is based on yield information from all farms in the county. Also,
while normality is the usual assumption, it has been shown that Midwest corn yields are substantially
left skewed (Ramirez, 1997). To this effect, a (1XNF) vector of standard normal draws (V) is first
correlated by multiplying it by the Cholesky decomposition of the desired (NFXNF) cross-farm
correlation matrix (Ramirez, 1997). To simulate normal yields, the resulting (1XNF) vector (VC,) is
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element-by-element multiplied by the (1xNF) standard deviation vector (o-) and the result is added
to the (1xNF) mean vector ().

The process is repeated until the desired sample size (SS) is achieved. As previously discussed,
the elements of u and o are randomly drawn from uniform distributions to range from 150 to 170
and 30 to 40 bu/acre (wide-range scenario) and 155 to 165 and 32.5 to 37.5 bu/acre (narrow-range
scenario). The assumption of independence between the g and o~ draws is based on Goodwin (1994),
who only found weak and mixed-sign evidence of mean-variance correlation in a variety of crops,
including dryland and irrigated corn.

Because of its documented flexibility to generate a wide range of mean-variance-skewness-
kurtosis combinations, the expanded form of the Sy family of parametric distributions (Ramirez,
Misra, and Field, 2003) is adopted for simulating non-normal yields. Simulation from this
distribution is conducted as follows:

Y, = p+[{0?/G(6,6)}'* « {sinh(0(VC, + &) — F(6,6)}1/6,
(1) F(0,6) = E[sinh(§(VC; + )] =exp(6>/2) sinh(66), and
G(6,6) = {exp(6*) — 1}{exp(6°)cosh(=266) + 1}/26°,

where Y, is the resulting (1xXNF) vector of correlated non-normal crop yields; u is the (1XNF)
mean vector; o is the (1XNF) standard deviation vector; —co < 8 < co; and —oo < § < o0 are two
other scalar distributional parameters exclusively controlling skewness and kurtosis; sinh, cosh, and
exp denote the hyperbolic sine and cosine and the exponential function; VC; is the (I1XNF) vector
of correlated standard normal draws; and .* denotes element-by-element vector multiplication.
According to Ramirez, Misra, and Field (2003), the resulting (1xXNF) vector of simulated yields
(Y ;) exhibits the following characteristics:

2) EY,]=u, VarlY,]= a2, Skew[Y,]=S(6,6), Kurt[Y,] = K(6,6),

where S(6,0) and K(6,9) involve simple but lengthy combinations of exponential and hyperbolic
sine and cosine functions. In other words, the mean and the variance of ¥, are solely determined
by p and o, respectively, while its skewness and kurtosis are only dependent on 6 and ¢. If
0 #0, as ¢ approaches O, the Y, distribution becomes symmetric but remains kurtotic. Higher
absolute values of 8 cause increased kurtosis. If 6 #0 and 6 > 0, Y, has a kurtotic and right-skewed
distribution, while ¢ < 0 results in a kurtotic and left-skewed distribution. Higher absolute values
of ¢ produce increased skewness. Because of these characteristics, this expanded form of the Sy
family is capable of generating a wide range of mean-variance-skewness-kurtosis combinations (see
Ramirez, McDonald, and Carpio, 2010, figure 1). More importantly, for the purposes of this study,
they make it possible to independently prespecify the desired mean, standard deviation, skewness,
and kurtosis values for the simulated yield distributions.

Actuarially Fair Premiums

The actuarially fair premiums (AFP) for the Actual Production History (APH) insurance program
under a price guarantee (pg) of $5 per bushel and 60%, 65%, 70%, 75%, and 80% coverage levels
(CL) are computed for each of the yield distributions in the analyses using standard procedures.
Specifically, the analytical formula for computing the AFP is

au
(3) AFP = JO pelap—y)f(y)dy,

where f(y) the is the probability density function of yields (y), a is the coverage ratio (i.e., « = CL),
 is the true mean of y, and p, is the guaranteed price (Ramirez and Carpio, 2012).
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For the case of normally distributed yields, the integral in equation (3) exhibits the following
closed-form solution:

4) AFP=p,P(au— ) + Zo,

where P = Z(0.4361836T — 0.1201676T2 + 0.93729873), Z = (27) /2 exp(-0.5(u — au)?/c?),
and T = (1 +0.33267(u — ap)/o)~" (Skees and Reed, 1986).

When the yield distribution f(y) is not normal (i.e., Sy), since there is no closed-form solution
for the integral in equation (3), the AFP is numerically computed as follows:

T
1
®) AFP=; Y <aulpg(ap—Y),

t=1

where I{.} is an indicator function that takes a value of 1 if true and O otherwise; the Y; values are
simulated from an Sy distribution with the desired mean, standard deviation, skewness and kurtosis
characteristics; T = 1,000,000; and p,, a, and u are as previously defined.

Select statistics about the actuarially fair premiums corresponding to various coverage levels
and the different yield simulation scenarios outlined in the previous section are presented in table 1.
For the scenarios (i.e., counties) with normal yields and the wider range of true means and standard
deviations (150 to 170 and 30 to 40 bu/acre), at the 65% coverage level, the AFPs range from $1.45
to $8.72 and average $4.56 per acre. Additionally, the average frequency of claims is 18.9 years,
with a range of 10.7 to 39.3 years. That is, the riskiest of the 200 farmers in this particular set of
p and o value drafts would, on average, have one claim every 11 years or so, while the least risky
will only have a claim about every 40 years, on average. In contrast, at the 85% coverage level, the
AFPs range from $16.97 to $35.63 and average $26.55 per acre, and the frequency of claims ranges
from 3.5 to 5 and averages just about 4 years. In the left-skewed yield scenarios, the AFPs seem
more consistent with what is observed in reality. At 65% coverage, they range from $1.85 to $15.48
and average $8.60 per acre, while at 85% coverage they range from $18.62 to $37.97 and average
$28.86 per acre.

When a narrowed dispersion of true means (155 to 165 bu/acre) and standard deviations (32.5 to
37.5 bu/acre) is assumed, the average premiums and claim frequencies remain about the same while
their ranges are somewhat tighter, as expected. Nevertheless, the wide range of AFPs observed
in these scenarios, particularly at the lower (65% to 75%) coverage levels, offers an insight to a
potential pitfall of the RMA’s “shrinkage” estimator. As shown in the following sections, the RMA
estimator yields farm-level premium estimates that are substantially “shrunk” toward the county
average. Thus, if no subsidies were provided, those producers whose AFPs are close to the lower
bound of the county range would inevitably end up paying quite a bit more than what is actuarially
fair. With subsidies, however, those close to the upper bound for the county could end up paying
only a small fraction of their AFP.

The RMA “Shrinkage” Estimator

The RMA estimator for the APH premiums is based on historical yield, loss, and indemnity
information from all farms in a particular county. In order to make the desired comparisons between
the actuarially fair premiums and the estimates obtained when using an RMA-like estimator,
premium estimates are repeatedly computed on the basis of simulated normal and non-normal yield
samples following the experimental design described in the data section. While the exact ratemaking
protocol utilized by the RMA is not publically available, the manner in which the rates are generally
established has been amply discussed in the literature. Specifically, for each farm i, the procedure
involves: 1) computing farm-level indemnities and liabilities; 2) computing county-level rates using
farm-level indemnities and liabilities; and 3) estimating farm-level premiums using county rates
(CPR) and farm- and county-level yields.



Journal of Agricultural and Resource Economics

462 September 2015

(00T 2y Jo 1no) Juswked Jo Aoudnbar] wnWIUIA=NTINTIA

£(00T 2w Jo o) Juswiked jo Aouanbai a8e1Ay=gAVHI] (00T 2U JO In0) JuowiAed Jo Aouanbar] winWIXeN=XVINTY] $e1eWNsd VIAY Pue sdV U2am1aq Uone[a1od reaul] =T4YJ0)D SdAV 2 JO 95eIaAe 2y} pue
soyewmso wnwald WA oY) JO 9SeI0AL Q) U0aMIOq OUIIIP % ) ST SY[F% ‘sarewnsd wnrwald VIAY 00 Y} JO WnwIxXe]N =X VINdLSH sayewmnss wnrwaid VY 007U JO 9S8e1oay=AVdLSH ‘serewnso wnruaid
YINY 00T 2y Jo wnuiuryl =NIINdLSH ‘SddV 00T 24} Jo WnWIXeN=XVINdAY ‘SdAV 00T oY} JO 9FLIAY=HAVIAY ‘SdIV 00T oY} JO WNWIIN=NINJAY ‘Wniwaid Ire,f A[[eLenoy=d]V :[9Ad] 95LIA0D="T) ‘SIHON

Pe8e SSL'Y L6S9 8100 8L Sye9c §8C'ST Sladaqe 9Csee wy'LT SLO'TC %S8 §'€T/0 SISOMNY
801°S 8€€9 €98 600°0 ¥'6- £98°81 L6081 €0S°LT 6£1°9C 0L6'61 66C¢cl %08 §Te /0 MIS
689 8868 ILTTT €00 801~ 99¢°¢cl LL8CI LLY'CL ¥86°0C 14444 €108 BSL  SLEISTE ewsls
£6¢°6 0r8'11 Shy Sl 160°0 ['¢l- 991°6 e 988'8 69891 60101 LO9Y %0L SOL/SST ueowt
yeecl 0991 001°9¢ 1020 el 6CL9 €169 8C¢9 CLSElL 86V'L 0csc %S9 00¢ SuLIej #
NINHIA  JAVHYA XVIAHIA THIIO0D SVIE% XVINALSHd  HJAVALSH NIWALSH XVINdAV ~ HAVAAV  NINdAV 1D PIMAS-YIT
ELL'E 180% Yor'y ¥91°0 ¥'9- [4t:874 9€8°¢T LEO'ET 116'6C Y91°ST IvIic %S8 0 SISOMIY
€LO6'Y 009°S 66¢'9 ¥0T0 8L 8¢Y9l1 LLYST LY0O'ST £88°0¢ 800°L1 o¢cel %08 0 MS
79L9 810°8 79’6 9¢T0 ¥'6- 99101 €266 19¥°6 [44%4! s6°01 £60'8 BSL  STLE/STE ewidls
LLS'6 66611 L6E ST 19¢°0 I'TT- 0r'9 9¢0'9 YeL's 9LT6 C6L9 SV %0L SOL/SST ueswu
£00'v1 66L'81 906°'ST 80 8°CI- 89L°¢ (4383 0ce'e 688°S (430 % (43K %S9 00¢ SuLIej #
NINHIA HAVHYA XVIAHIA THIIOD SVId% XVIAALSH HAVALSH NINALSH XVINdAV ~ HAVdAV  NINdAV 1D [euLioN
LOS'E 008'¥ 6569 Y110 9 LE9'8T €L0°LT 186'SC CL6'LE 098°'8¢C S19°81 %S8 §'e€T/0 SISoMmy
ey €9 1ST°6 SCIo L'L- 886°0¢ SsL6l 86881 €eroe eIv'Ic 60¢'T1T %08 §Te/0 MIS
I6L'S yEC'8 Y0TCl wio [ L9T'S1 SeeEvl LEL'EL £V8°EC LI8'ST °cs9 %SL 0¥/0€ ewi31s
09L°L 6€9'11 1,981 991°0 9°01- 80I'TI €y ol 856'6 yicel 199°T1 89¢°¢ %0L OLT/0ST uest
10501 8S1°91 gol'ee 110 811~ $60'8 78S°L YeTL 181°S1 66S°8 168°1 %S9 00¢ SuLrej #
NINHIA HAVHIAd XVIAHIA THIJOD SVId% XVIAALSH HAVALSH NINALSH XVIANAV  HAVdAV  NINddAV 1O PIMAS-YI'T
661'¢ S0y 6967 ¥9C°0 LY LLL9T €0€'S¢ y0T¥C 0€9°s¢ LYS9C L9691 %S8 0 SISOMNY
o'y 86S°C 0SS°'L 11e0 96 v1T81 86691 1091 §209¢ 6S6'L1 82001 %08 0 M8
08L'S S96°L SECCl 8¥¢°0 §'9- 986°11 L66°01 6¥C01 8VS'81 OSL'TT ¥6$°S %SL 0¥/0€ ewid1s
eSLL €96'11 [qrare 80 €L 6£9°L £06'9 £ve9 ¥88°Cl SYy'L 06’ %0L 0L1/0ST ueowt
60L°01 106°81 80¢£°6¢ 4844 08~ LTLY S6l'y 68L'¢ 0CL'8 09S¥ 1294 %S9 00¢ SULIR] #
NINHIA  HJAVHYA XVIAHIA THII0D SVIE% XVINALSAd  HJAVALSH NIWALSHd XVINdAV  HAVAAV  NINdAV 1D [eurioN

SISA[euy 9y} Ul SOLIBUIIS UIBTA] 31} 10 SONSIE)S IFLIIA0)) PUE (3II8/$§) WINIUAIJ JII[3S T d[qeL



Ramirez, Carpio, and Collart Distribution of Crop Insurance Subsidies 463

Computation of Farm-Level Indemnities and Liabilities'

The indemnities paid to farm i with a coverage level of @ = CL of its APH yield are computed as
follows:

. N aAPH;; - Y;; if Y;; <« APH;;
©) FLI;; = pgY;, where Y;; = . >
0 otherwise

where FLI;; is the indemnity paid to farm i in year ¢, Y;; is the realized yield for farm i in year ¢,
and APH;, is the RMA’s approved actual production history yield for farm i in year ¢. The liability
for the same farm i in year ¢ (FLL;;) is given by

) FLL;; =apsAPH;;.

The procedure used in this paper to calculate APH;; replicates the method used by the RMA.
According to Plastina and Edwards (2014), computing the APH requires unit-yield records for a
minimum of four years. If at least four successive years of records are not available, a transition or T
yield for each missing year must be substituted. Each county has a different T yield, which is based
on the ten-year historical county average yield. Growers with no records are assigned 65% of the T
yield as their APH yield. Growers with a record for one year receive 80% of the T yield for the other
three years. With two records, they receive 90% of the T yield, and with three records, they receive
100% of the T yield for the one remaining year needed to calculate the APH. Once each year has
been assigned a yield, the APH is just a simple average of the four yields.

Computation of County-Level Rates

For any year ¢, the simulated indemnity, liability, and CPR for the NF group of farms in the county
are computed as follows (Josephson, Lord, and Mitchell, 2000):

NF
®) Indemnity, = Z FLI;,
i=1
NF
) Liability, = Z FLL;,,
i=1
Indemnity;,
10 CPR, = —=L.
(10) "7 Liability,

The simulated CPR using the SS observations (i.e., years) in the sample then is

SS

1
11 PR = — PR,.
(11) c SS;c :

Estimation of Farm-level Premiums
The main equation underlying the RMA ratemaking procedure for yield insurance is

APH;ss\"*"
Yave ’

(12) FLE; = ap, APH;ssCPR (

! In the following calculations it is assumed that none of the land has been converted from native grass.
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where FLE; is the premium estimate for farm i, Exp is an exponential factor which value is usually
less than —1, APH;gs is the APH yield for farm i, and Y avc is the county average yield (Josephson,
Lord, and Mitchell, 2000). Note that in equation (12) both APH;ss and Yavc are calculated using
the entire sample of simulated yields (SS). Although this is a somewhat simplified version of
the procedure utilized by the RMA, it includes all of the elements central for our analysis.” In
short, equation (12) establishes individual farm-level premiums using the county rate (CPR) as the
baseline. The exponential factor (Exp) is used so that farmers with yields that are above the area’s
average pay lower premiums and vice versa (Knight, 2000).

Since the RMA procedure for determining Exp is unknown, this factor was computed by
minimizing the mean root of the squared proportional errors of the farm-level premium estimates

_AFP. 12
(FLE;) relative to their corresponding AFPs (i.e., by minimizing # Zfi f [%] ). Very

similar results were obtained when Exp was computed by minimizing the mean proportional errors

(w7 f\if [%]) or the mean absolute proportional errors (ﬁz |[FL§F£FP ]|) The

logic behind all these methods is to select the Exp value that yields the set of NF premium estimates

which overall exhibits the lowest level of error.?

Characteristics of the RMA Premium Estimates

The procedure discussed above is used to estimate the set of NF farm-level premium estimates
corresponding to each of the previously discussed scenarios (i.e., counties). Summary statistics for
these premium estimates for the scenarios with NF=200, CC=0.50, and a sample size (SS) of twenty
yield observations per farm are also presented in table 1. The premium estimates are biased even in
the aggregate (i.e., in repeated sampling, the average of the premium estimates for all NF farms does
not equal the average of their AFPs) and, due to the “shrinkage” nature of the RMA’s estimator, they
are tightly clustered near the county average. The aggregate bias can be as high as —13% (which
means that the average of the RMA premium estimates is 13% lower than the average of the AFPs),
but it steadily declines with higher coverage levels.* The estimates are substantially biased at the
individual farm level as well (i.e., in repeated sampling, the average of the NR=1,000 premium
estimates for farm i does not equal AF P;).

In addition, these statistics provide further insight into the problem faced by the RMA. In the
arguably more realistic case of left-skewed yields and a wider range of true means and standard
deviations, for example, the premium estimates for the 65% coverage level only span from $7.23
to $8.10 per acre while the AFPs range from $1.85 to $15.48, and the linear correlation between
the estimated and the true premiums is only 0.21. The reason for this is that the RMA premium
estimates are severely shrunk toward the county average while a relatively small difference in yield
variability (e.g., form a standard deviation of 30 to 40 bu/acre) can result in large variation (e.g.,
from $2 to $16/acre) in the AFP. Clearly, if no subsidies were provided, a substantial number of
producers would be asked to pay much more than their corresponding AFPs. Such a situation is
unacceptable since the RMA is required by law not to charge more than what is actuarially fair. If

2 The RMA procedure includes other minor elements such as caps on premiums levels, adjusting losses and exposure to a
common coverage level, and excess loss adjustments (Josephson, Lord, and Mitchell, 2000).

3 Notably, the only previous study in which Exp has been estimated is Knight’s 2000, in which an equation similar to
equation (12) is fitted using a two-step Heckman procedure. Coble et al. (2010) suggest the use of nonlinear least squares
to estimate Exp. In both cases, the dependent variable in the model is the average indemnity paid to farmers during the
sample period (F' LI ;), which is a nonparametric estimate of the true AFP and therefore subject to substantial sampling error
(Ramirez, Carpio, and Rejesus, 2011). Since in our analyses the true AFP for each farm i is known, it seems best to use this
information instead of estimating the AFPs.

4 The aggregate biases are negative as a result of Exp values obtained from our estimation approach of minimizing the
mean root squared proportional errors, which range from —2 to —4. Arbitrarily setting the Exp to, for example, —1 yields
positive aggregate biases at 65% (~ 0.09) and 75% (~ 0.015) coverage, which turn negative at higher levels.




Ramirez, Carpio, and Collart Distribution of Crop Insurance Subsidies 465

there were a high level of subsidy to the premium estimate, however, many farmers would end up
paying only a small fraction of their AFP.

The situation improves somewhat when a narrower range of true means and standard deviations
is assumed, mainly due to the fact that the AFPs are not as dispersed. Further improvement is
observed under higher coverage levels. At 85% coverage, for example, the premium estimates
span from $24.44 to $26.35 while the AFPs range from $21.08 to $33.53, although the correlation
between the estimated and the true premiums is minimal. In this scenario, only a relatively small
percentage premium subsidy would be required to make sure that no producer pays more than what
is actuarially fair.

Distribution of Crop Insurance Subsidies

Basic Scenarios

We use the NFXNR matrix of farm-level premium estimates corresponding to each of the scenarios
(i.e., counties) to retrieve and assess the characteristics of the distribution of the crop insurance
subsidies across participating producers when those premiums are computed using an RMA-like
protocol. The insurer (i.e., RMA) and producer premium estimates are denoted by /PE and PPE,
respectively, and in some scenarios it is assumed that producers are willing to pay a risk-protection
premium (RPP) in excess of their PPE. Further, a government subsidy rate (GSR) to the insurer
premium estimate (/PE) is assumed in order to replicate what is done in practice. The farmer’s
decision rule for participating in the program, thus, is given by

(13) PPE x RPP > (1 - GSR)IPE

(i.e., his or her own premium estimate adjusted by any risk protection premium he or she is willing
to pay is greater than or equal to the subsidized insurer’s quote). If RPP = 1, the producer is risk
neutral. In some of the scenarios we assume RPP =1.15 (i.e., a 15% risk protection premium). This
means that the producer is willing to pay 15% more than what he or she thinks is fair (i.e., of his
estimate or perception of his or her AFP). More generally, this means that the producer’s willingness
to pay for insurance is 15% higher than if he or she were risk-neutral. Initially, it is assumed that the
producer knows his or her AFP with certainty (i.e., PPE = AF P), but scenarios with various levels
of producer uncertainty are explored and discussed below.

Each farm i is thus characterized by a set of two premium estimates, one by the producer
(PPE;) and one by the insurer (/PE;), and a corresponding actuarially fair premium (AF P;). The
distribution of the premiums paid by the participating producers relative to their AFPs (i.e., what
they should theoretically be paying) can then be retrieved by comparing the /PE for each of the
NF participating farmers (i.e., what they ended up paying) with its corresponding AFP over a large
number of repeated samples (NR=1,000).

The NFXNR matrix of RMA premium estimates (I PE;) and the NFx1 vector of AFPs (AFP;)
corresponding to each particular scenario are the data inputs for this part of the analysis.

The first step then is to compute the expected producer participation rate (PPR), which is a
function of PPE; and I PE; as well as the RPP and GSR. Specifically, letting /{.} denote an indicator
function that equals 1 if {.} is true and O otherwise, the PPR for each sample r is

NF
1
(14) PPR,=IOOW;I{PPE1- + RPP > (1 - GSR)IPE;}.

The average of equation (14) across the NR samples (PPR) is utilized to determine the GSR
that is required to achieve a target level of participation. Specifically, the average of equation (14)
is evaluated at GSRs ranging from O to 1 and the value (GSRppr) that yields the desired producer
participation rate (PPR=90% and 98%) is selected.

The next step is to identify the insurer premium estimates and actuarially fair premiums for the
farmers that would actually decide to participate in the program. This is done as follows:



466 September 2015 Journal of Agricultural and Resource Economics

(15) IPE;, = IPE; X I{PPE; + RPP > (1 — GSRppR)IPE;},
AFP;, = AFP; X I{PPE; + RPP > (1 — GSRppR)IPE;}.

If the participation rule is met in equation (15), then IPE;, >0, AFP;, >0, IPE;, = IPE; and
AFP;, = AFP;. Otherwise IPE;, =0 and AF P;, = 0. The following set of logical comparisons is
then conducted based on all /PE;,, and AF P;), sets that exhibit nonzero values:

(16)  Ir12-;=I{(1 = GSRppr)IPEi, > (1.2 = j))AFP,,} forj =0, 0.05, 0.10, ..., 1.0,

where the subindex 1.2 — j specifies the proportion of the AFP being considered. For example, for
Jj =0if I; 1 » = 1, this indicates that farmer i paid more than 100(1.2)=120% of his or her AFP. Thus,
the average of 100x Z[}\LIF" I; 1.2-j/NFp (where N Fp denotes the number of participating farmers in
that particular sample) across the NR=1,000 samples computes the overall percentage of producers
that ended up paying more than 100(1.2 — j)% of their AFP. For the prespecified target participation
rate (PPR),

NFp NFp
17 PFGppr=1- (1 - GSRppr)IPE;),/ Z AFP;),

i=1 i=1

averaged across the NR=1,000 samples calculates the proportion of the total indemnities to be paid
out that would not be covered by the premiums collected from the participating producers and thus
would have to be funded by the government.

Table 2 presents the statistics resulting from this process using assumptions of a 65% coverage
level and a 90% target producer participation rate. The first scenario (SN1a) assumes normally
distributed yields, no producer premium estimation error (i.e., PPE; = AF P;), no risk protection
premium (RPP =0), NF=50 farms per county, SS=10 historical yield observations per farm, the
wider range (Range=W) of true means and standard deviations, and a correlation coefficient of
CC=0.25 across the NF=50 yield distributions. In this scenario, it is determined using equation (14)
that a 49% government subsidy rate (GSR = 0.49) is required to achieve the target of approximately
90% producer participation (PPR =0.901). The corresponding PFG (0.575) is then computed
using equation (17), which means that 57.5% of the indemnities would have to be funded by the
government in this scenario. Because it is assumed that PPE; = AFP; and RPP =0, none of the
participating producers end up paying more than what is actuarially fair. However, as detailed in
table 2, while over 15% pay 75% or more of their AFP, in excess of 15% pay less than 25% of it.
In other words, 15% of them receive less than a 25% effective premium subsidy while another 15%
have over 75% of their AFP subsidized.

Relative to SN1a, the second normal scenario in table 2 (SN2a) raises the cross-farm correlation
(CC) from 0.25 to 0.50. This higher correlation reduces the amount of independent yield information
available for the RMA to estimate the premiums. Because of the less accurate premium estimates, a
higher GSR (58%) is required to achieve 90% participation and the PFG increases substantially
as well. Given the larger subsidy level, a full 30% of farmers now pay less than 20% of their
corresponding AFP, while nearly 15% pay 70% or more of what is actuarially fair. So it appears that
a stronger correlation exacerbates the inequity in the distribution of the subsidies across participating
producers.

Increasing the number of farms (NF) from 50 to 200 (SN3a) only affects the accuracy with which
the county-level statistics (equations 8 to 11) required for premium estimation can be computed, and
the results suggest that the improvement is only marginal (i.e., a slightly lower GSR and PFG and
a minimal shrinking on the spread of the distribution of the subsidies). Doubling the sample size
from ten to twenty yield observations per farm (SN4a), however, noticeably increases the accuracy
of the farm-level premium estimates, lowers the required GSR and PFG, and somewhat compresses
the distribution of the crop insurance subsidies.
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Narrowing the dispersion (i.e., Range=N) in the true means (155 to 165 bu/acre) and standard
deviations (32.5 to 37.5 bu/acre) of the NF farms in the county (SN5a) has a similarly benign effect.
The main reason for this improvement is that the AFPs are now more tightly clustered around their
mean. Since the RMA estimator substantially shrinks the estimates toward the county average, this
reduces premium estimation error. In other words, the RMA estimator works best when the farm-
yield distributions are fairly homogeneous.

The most optimistic scenario while still assuming no premium estimation error by the producers
and a zero-risk protection premium is SN6a, in which NF=200, SS=20, CC=0.25, and there is a
very low level of mean and standard deviation dispersion within the county (Range=N). Even in
this overly optimistic scenario, approximately 15% of farmers pay 85% or more of their AFP while
another 15% pay 45% or less than what they should (i.e., at least 15% of them receive less than a
15% subsidy while another 15% have over 55% of their AFP subsidized).

Table 2 also contains the statistics for the same scenarios at an increased 98% target producer
participation rate. As expected, GSRs and PFGs required to reach this more ambitious target
are substantially higher, and farmers thus pay lower percentages of their AFPs across the board.
However, the relative dispersion of the premium subsidies remains about the same. In the most
optimistic scenario (SN6b), for example, about 15% of the producers receive less than a 30% subsidy
while another 15% have over 65% of their AFP subsidized.

Table 3 contains analogous information for the case of the 85% coverage level.’ As the coverage
level increases, the premium estimates become relatively more accurate and, thus, there is a
substantial decline in the required GSRs and PFGs as well as some reduction in the relative level of
dispersion of the premium subsidies. At the 85% coverage level, 98% PPR, and the most optimistic
scenario (SN6b), about 15% of the producers receive less than a 15% subsidy while another 15%
have over 40% of their AFP subsidized. However, the GRP and PFG for this scenario (23% and
28.4%) are only about half of what are observed in practice, so this might not be a realistic case. In
addition, the 3.8- to 4.4-year claim frequency associated with such a high coverage level (table 1)
seems a bit excessive for a federally subsidized crop insurance product.

Analogous information for two select scenarios that assume left-skewed yield distributions is
presented in table 4. Since its GSR and PFG values for 90% and 98% PPRs are similar to what is
observed in practice, SS3 is considered to be the more realistic scenario. Alternatively, because of
its low GSR and PFG statistics, SS6 is believed to be an overly optimistic scenario. Considering
the information pertaining to these two, as well as the other four scenarios (available from the
authors upon request), it is evident that left skewness decreases the accuracy of premium estimation,
particularly at lower coverage levels, which results in somewhat higher GSRs and PFGs across the
board.

As a consequence, farmers generally receive higher levels of subsidies in comparison to the
normal yield case. The relative dispersion of the premium subsidies seems to widen as well. At the
65% coverage level, 98% PPR, and the most optimistic scenario (NF=200, SS=20, Range=N, and
CC=0.25), for example, under normally distributed yields (SN6b in table 2), 15% of farmers pay
70% or more of their AFP and another 15% pay 35% or less, while under left-skewed yields (SS6b
in table 4) about 12% pay 65% or more and over 10% pay 20% or less. The difference between
the normal and the left-skewed results is less noticeable at the 85% coverage level: under normally
distributed yields (SN6b in table 3), 15% of farmers pay 85% or more of their AFP and another
15% pay 60% or less, while under left-skewed yields (SS6b in table 4) over 10% pay 85% or more
and about 12% pay 55% or less. However, both the normal and the left-skewed scenarios exhibit
GSR and PFG levels that are much lower than what is observed in practice and are thus deemed
unrealistic.

In fact, it can be argued that because of the assumption that the producer knows the AFP with
certainty and is not willing to pay a risk protection premium (RPP), none of the previously discussed

5 The same statistics for 75% coverage are available from the authors upon request.
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scenarios are truly realistic. More sophisticated scenarios dealing with producer uncertainty and risk
aversion have to be developed in order to investigate the effect of these two factors.

Scenarios with Producer Uncertainty and Risk Aversion

The difficulty with developing these scenarios is that, unlike in the case of the insurer, no one knows
how producers develop an estimate or perception of the maximum crop insurance premium that
they are willing to pay. Thus, the only alternative is to devise a process to simulate their premium
estimates that makes economic and logical sense and produces results (i.e., GSR and PFG values)
consistent with those observed in practice.

Specifically one would assume that since, as the RMA, the farmer weighs his or her recent
yield history when deciding how much he or she is willing to pay and would perhaps give some
credence to the quote provided by the insurer, there should be a certain level of correlation between
the producer and the RMA premium estimates (PPE; and IPE;). One would also assume that the
farmer’s estimate is at least as accurate as the RMA’s. Finally, while it is reasonable to think that the
producers are willing to pay some risk protection premium for crop insurance, it is also possible that
they tend to underestimate their AFP (i.e., believe that they should pay less than what is actuarially
called for). If this were the case, their estimate would exhibit a downward bias that might offset any
RPP they are willing to pay.

Therefore, in these scenarios, the producer premium estimates are constructed as simple linear
functions of the true premium (AF P;) and the RMA estimate (/ PE;), calibrated to exhibit no bias
and the desired risk protection premium, level of accuracy, and correlation with AFP; and IPE;.
Specifically:

(18) PPE; ={1 + RPP}{AFP; + CF(IPE; — EB;)},

where EB; is the expected bias in [PE; and CF is a calibration factor. EB; is computed
endogenously as the average bias exhibited by the insurer premium estimates for producer i across
the NR=1,000 runs; its presence ensures that PPE; is an unbiased estimate for AF P;. Note that if
CF=0and RPP =0, then PPE; = AF P;, as assumed in the previously discussed scenarios.

The first scenario in table 5 assumes 65% coverage, a target PPR of 90%, a low level of
producer uncertainty (LPU), no risk protection premium (RPP), and the most optimistic NF (200),
SS (20), range (N), and CC (0.25) conditions. To simulate low producer uncertainty, equation (18) is
calibrated (CF=0.75) so that the RMSE of the resulting PPE; relative to AF P; is about half of that
of IPE; (i.e., the producer error is half of the insurer error). Compared with what has been observed
in practice, the GSR (40%) and PFG (50.2%) corresponding to this scenario are somewhat low, even
for a PPR of 90%. Notably, about 18% of farmers receive at least a 75% subsidy,® while nearly 12%
enjoy no effective subsidy at all (i.e., they end up paying more than their AFPs). Clearly, even low
levels of producer uncertainty can markedly exacerbate the dispersion in the distribution of the crop
insurance subsidies.

As expected, increasing the risk protection premium to 15% (scenario LPU/RPP) causes a
significant reduction in the GSR (31.0%) and PFG (41.4%) required to achieve 90% participation
and has a notable impact on the distribution of the subsidies. In this case, only 12% of farmers receive
at least a 75% subsidy, but nearly 17% end up paying more than their AFPs. When a higher level
of producer uncertainty (scenario HPU/RPP) is assumed by setting CF to 1.25, a much larger GSR
(53.0%) and PFG (59.0%) are necessary for 90% participation. Because of the loftier government
support, a lower share of the producers (8.4%) pay more than their AFPs but a higher percentage
(29%) receive more than a 75% effective subsidy.

The next three columns on table 5 correspond to the same scenarios (LPU/NRP, LPU/RP, and
HPU/RP) but a higher target PPR of 98%. As expected, much larger GSRs (66.0%, 60.0%,

6 Technically, these producers are receiving both a government subsidy as well as an income transfer from those who pay
more than their AFPs.
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and 99.0%) and PFGs (70.6%, 64.7%, and 99.1%) are required, which dramatically reduces the
number of producers paying more than their AFPs. The cost, however, is that 31.6%, 22.7%,
and 100% of farmers receive an effective subsidy of at least 80%. Obviously, the third of these
scenarios (HPU/RPP) is wholly unrealistic since it implies that—even at a 99% GSR—the maximum
achievable participation is 96.3% (i.e., the target 98% PPR cannot be reached). In other words, 3.7%
of farmers believe that they will never receive an indemnity at 65% coverage and are thus not willing
to purchase insurance at any price.

Analogous scenarios were developed for the 85% coverage level. However, while the observed
dispersion of the subsidy distribution remained high (data available from the authors upon request),
high levels of participation (98%) were achieved at very low GSRs (14%) due to the optimistic
assumptions about NF (200), SS (20), Range (N), and CC (0.25). Thus, scenarios with what are
considered more realistic assumptions (NF=200, SS=10, Range=W, and CC=0.50) are presented for
85% coverage in the last six columns of table 5.

As in the case of 65% coverage, a 15% RPP substantially reduces the levels of subsidy required
for 90% and 98% participation and noticeably shifts the distribution of those subsidies. A higher
level of producer error demands larger subsidies to reach the pre-specified PPR. Notably, at this
higher 85% coverage level, 90% participation can be reached with relatively low subsidies (PFGs of
26% or less), but their distribution remains very disperse. Specifically, 19.3% (LPU/NRP), 31.2%
(LPU/RP), and 23.0% (HPU/RP) of the producers end up paying more than their AFPs while
18.6%, 13.3%, and 18.3% of them receive in excess of a 50% subsidy. In the LPU scenarios,
98% participation can be achieved with moderate (10% or less) subsidy increases, and the relative
distributions of the subsidies are not substantially affected.

In the HPU/RP scenario, however, the government has to subsidize nearly 60% of the program
expenses (PFG=57.6%) in order to achieve 98% participation. As a result, the subsidy distribution is
shifted and compressed to where about 13% of farmers receive less than a 35% subsidy while another
13% enjoy more than a 75% subsidy. It can thus be argued that this is an unavoidable disadvantage
of crop insurance. Using substantial external subsidies, it is possible to avoid a situation where too
many farmers end up paying more than their AFPs, but it appears that the relative distribution of
those subsidies across participating farmers will always be highly and randomly uneven. Just by
chance, some producers will receive a very large share of the subsidy while others will get much
less or possibly none at all.

A final important issue that can be analyzed using the data underlying the previously discussed
scenarios is whether there is any correlation between the level of risk (i.e., downside yield volatility)
associated with a particular operation and the percentage subsidy it receives. The relationship
between these two variables under one of the more realistic scenarios is plotted in figure 2. Note
that all high-volatility operations (with AFPs between $15 and $18 per acre) receive percentage
subsidies ranging from 58% to 65%, which means that these producers end up paying premiums of
$6 to $7 per acre.

In contrast, low-risk operations (with AFPs between $6 and $7 per acre) receive little or no
subsidy and thus end up paying nearly the same premiums as the high-risk operations. In hindsight,
this is an expected result of the “shrinkage” nature of the RMA method to estimate the farm-level
premiums. In this particular case, for example, the AFPs range from $5.5 to $18.5 per acre while
the RMA premium estimates range from $10 to $12 per acre. Because of this reason, APH crop
insurance channels most of the government subsidies to high-risk producers who are not as adept in
managing their downside yield volatility, and there is no reason to expect differently in the case of
crop revenue (CRC) insurance.

Concluding Remarks

The first contribution of this study is to ascertain some key characteristics of the RMA’s crop
insurance premium estimates. Under fairly realistic conditions, we conclude that the estimates are
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Figure 2. Average Percentage Subsidy vs. Actuarially Fair Premium
Notes: PPR=95%, CL=75%, CF=0.75, RPP=15%, NF=200, $5=10, R=W, CC=0.50.

biased both at the individual (farm) and aggregate (county) level. We also demonstrate that the
farm-level premium estimates are tightly compressed toward the county average. Thus, unless the
actuarially fair premiums (AFP) are highly homogeneous within the county, those producers whose
AFPs are close to the lower or upper bounds of the county range would inevitably pay quite a bit
more or less than what is actuarially fair if no subsidies are provided.

Our main contribution is the exploration of the potential impact of RMA premium estimation
inaccuracy on the distribution of crop insurance subsidies across the producers participating in the
program. Through the analyses, we determined that a variety of factors can negatively impact (i.e.,
broaden the range of) that distribution, namely a wider mean and variance dispersion across farms,
a higher cross-yield correlation, a smaller sample size or number of farms in the county, a lower
coverage level, producer uncertainty about his or her AFP, and yield left skewness.

Under all realistic scenarios comprising feasible combinations of those factors, the distribution
of the subsidies is found to exhibit a relatively high level of dispersion, to the point where it seems
likely that some farmers will receive little or no subsidies while others have more than 50% of
their actuarially fair premium subsidized. In addition, the analyses suggest that APH crop insurance
channels the vast majority of government subsidies to high-risk producers who are not as adept at
managing their yield risks. There is no reason to expect differently in the case of revenue insurance.
These findings raise the question of whether crop insurance is a sensible, efficient, and equitable
mechanism for dispensing agricultural subsidies.

Finally, we hope that the analytical framework developed in this study can be used by policy
makers and the RMA to better understand how the previously discussed factors affect the various
aspects of program performance (i.e., the percentage premium subsidy required to achieve a certain
producer participation rate at a given coverage level, the percentage of future indemnities that will
then have to be paid by the government, and the relative distribution of the government subsidies
across participating producers) and use that information to improve the actuarial and equity/welfare
characteristics of the crop insurance program.

[Received January 2015; final revision received July 2015.]
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