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Mr. Chairman, Members of the Committee, my name is Steve Rutledge.  I am President and CEO of Farmers Mutual Hail Insurance Company of Iowa located in West Des Moines, IA.  Farmers Mutual Hail has been in the business of offering risk management tools to agricultural producers of the Mid-West for over 114 years, and today writes both private hail insurance and federally reinsured Multiple Peril coverage in 15 states.  I also currently serve as Chairman of the Crop Insurance Research Bureau (CIRB) of Overland Park, KS.  CIRB is a national trade association composed of insurance companies that write federal crop insurance as well as private crop-hail insurance, reinsurance companies, reinsurance brokers and other organizations with an interest in the crop insurance program. A list of CIRB members is attached to my testimony. I appear before you today on behalf of CIRB, and thank you for the opportunity to offer testimony to the Committee on its behalf. 

By way of background, CIRB members are, for the most part, small to medium size crop insurance companies.  These insurance company members bring to the partnership a wealth of knowledge about the federal crop insurance program and are committed to providing risk management support to the farmers and ranchers of this nation.  Our membership also includes members of the reinsurance community – an industry that is vital to both the crop hail and federal crop insurance programs.  Our reinsurance members are some of the most significant in the world in terms of their involvement in the crop insurance program. 
In my testimony I will attempt to illustrate the importance of the public – private relationship in the delivery of the federal crop insurance program, the necessity of continued support by private reinsurance companies in managing risk related to the program, and finally the potential impact of proposed changes to the federal crop insurance program on both segments of the industry. In addition, I will examine the potential impact to producers of some of the various changes currently proposed and also provide a few simple comments on the current status of the crop insurance industry.

Historical Perspective

The crop insurance program that exists today is the centerpiece of our agricultural safety net and is the envy of the rest of the world.  There may be no better illustration of the need and value of the program than the simple fact that approximately 80% of our nation’s farmers recognize the value of the program and invest premium dollars to participate in the program. 

The federal crop insurance program currently provides a level of security and flexibility for American agriculture which likely exceeds the expectations existing when the public/private partnership was first legislated into being more than 25 years ago. Today, in addition to providing protection for yield loss, price protection is also available with the revenue plans of coverage that comprise about 80% of the total insurance sold.  As you are probably aware, the majority of revenue products were initially developed by the private sector.  This type of insurance coverage not only provides considerable protection for producers, but also provides another level of security for lenders and increases the ability of farmers to access the operating loans necessary to get crops in the ground.  Today’s farmers are excellent business managers and everyday more and more recognize the value of pro active marketing. Revenue insurance plans have also greatly increased the motivation and flexibility of producers to develop professional plans to market their crops by reducing the risk involved in this process to a much more manageable level.  Clearly, the contribution to the growth and improvement of today’s crop insurance program by the private companies who cooperate with government to deliver the coverage has been substantial.

As we look to the future of agriculture in this country, we believe that a viable crop insurance program is critical.  I doubt the younger farmers of this nation who struggle to acquire the resources necessary to begin a successful farming operation could even contemplate a career in farming without the federal crop insurance program.  And, clearly, we need more youth in agriculture.  Simply put, although there are still some issues yet to be resolved, the value of the federal crop insurance program to American agriculture cannot be overstated.

Current Perspective

But here’s the worry.  The benefits to producers are created by shifting risk to the government, and, in no small part, to private insurers and reinsurers.  As we enter the 2007 crop season, the possibility of paying the price for assuming that risk and the potential magnitude of the indemnities paid has never been greater.  Many crop prices are near historic highs.  These increases track through to the crop insurance program.  The base price for corn, for example, has increased more than 60% compared to the 2006 base price.  For soybeans the increase is about 30%.  Many other crops have also realized significant prices increases.  The liability assumed by the public – private partnership in 2007 will be immense.  

The past three years have been a profitable period for SRA holders.  Traditional insurance principles tell us that companies need good years to build capital to weather the storms of the bad. Please see Exhibit D.  Clearly the profits of the past three years - and then some - could be erased in the blink of an eye. Given the level of risk which exists for the 2007 season, it could well be this year.  As  an example, our best estimate is that a 30% price decline in corn and bean prices, even assuming there is no loss of yield, would cause the companies to have underwriting losses for the year. Respectfully, I would suggest that now is not the time to cut funding to any part of the crop insurance program.

Impact of Proposed Changes 
In the past few weeks other members of CIRB and I have had the opportunity to visit with a number of House and Senate Ag Committee members and staff.  We have had the opportunity to review with them many of the proposals currently under consideration and also to discuss the perspective of various stakeholders in the crop insurance program.  I found these meetings enlightening, and believe that, for the most part, we share a similar view of the program. 

Perhaps the most common theme expressed during our meetings was that although some needs have yet to be met, particularly declining yield guarantees caused by multi-year losses, overall the program is providing great value to our nation’s farmers. We found few, if any, stakeholders who have a desire to reduce that value by making dramatic changes to the SRA.

There was, however, some desire to better understand the impact of specific proposals and a concern about the perception that the SRA holders are making excessive profits. I would like to address the latter concern first and then comment on some of the proposed changes to the SRA.

Underwriting Gains

Any discussion of profits must begin with the understanding that what RMA and others refer to as underwriting gains does not translate directly to profits for SRA holders. The translation of the phrase “underwriting gains” to the phrase “company profits” is  based on the assumption that a company’s expenses to deliver the program are equal to the expense  reimbursement, or A&O Premium Subsidy as it is known, provided by the SRA.  Currently, the government reimbursement for A & O averages 20-21% of the premium for most SRA holders.  From this the companies must pay expenses - for example, the money spent on regulatory compliance, technology, sales, loss adjusting, payroll and the like – related to delivering the coverage.  The amount of actual expense will vary by company, of course, and I do not have access to those numbers, though they are reported annually by the companies to RMA and I assume they are available to you. 
I do note, however, that a GAO report to Congress several years ago indicated that a reimbursement rate of at least 26.5% was necessary to adequately reimburse companies for reasonable expenses. Since the date of that report, ARPA was passed in 2000 and a great deal of additional expense was added for SRA holders due to the cost of compliance with some of its provisions. So in spite of increased efficiency, this percentage is likely a reasonable estimate of the amount spent by many SRA holders today.    

If we assume an average A & O reimbursement of 20.5% and actual expense of 26.5%, the result is a 6% invasion of underwriting gains before any actual profit is produced for the companies.  Put more simply, FCIC’s private company partner has to realize at least a 6% gain on underwriting performance or it loses money.  To categorize the underwriting gains of 2006 as pure profit is simply erroneous. Please refer to Exhibit C.

A & O reimbursement is typically reported separately and taken in context could give the impression that this money is additional income to the companies. As is evident from the example I just described, expense reimbursement has already been included in the calculation of profit. And I can assure you, we do not receive this money twice.

Proposed Changes to the SRA

    
 Quota Share
Possibly because of the perception I just described, one of the proposals by USDA requires that RMA assume 22% of the industry’s underwriting gain or loss. However, since this change is considered to be a reduction to the budget, the possibility of loss is essentially ignored.  Given the amount of risk I described earlier in my testimony, to simply brush aside the potential for significant additional cost to the government from losses on this quota share proposal is fiscally dangerous.  

     So why would the industry oppose this change, other than the obvious concern of increased government cost due to losses from the quota share? To answer that question, we must look at the role of commercial reinsurance companies within the crop insurance program. These firms also have a huge stake in the continued success of the program, and they too have many concerns about some of the proposed changes.  We must share their concerns since the program could not function without their support.

The reinsurance provisions of the SRA provide a very good first line of defense against catastrophic loss, but it is just the beginning of an adequate reinsurance program.  Most, if not all, SRA holders buy a significant amount of commercial reinsurance to protect the risk that we retained.  This commercial reinsurance is critical to protect the ability of companies to withstand significant losses and still maintain the financial stability to operate in future years. 

Reinsurance companies - not only in the crop insurance market but also the property and casualty market - rely on the long term operational stability of the companies they reinsure since it typically takes many years to make up the losses from a single catastrophe. The proposed quota share could take several hundred million dollars of premium from the private sector, and the reinsurance community would lose the biggest share of premium. This would cause the expenses of the reinsurer to go up and the spread of exposure to loss to shrink, thereby increasing their risk. Crop insurance as a class would then be less competitive with other types of insurance causing some reinsurers to redeploy their capital. As one reinsurer put it to me, “Increase quota share = less premium = fewer reinsurers = less reinsurance capacity = fewer SRA holders = LESS SERVICE TO THE FARMER”.  The bottom line is that an absolutely essential piece of the risk management process necessary for a strong and viable crop insurance program would be damaged.

Aside from the complications this would create for the SRA holders, they too would suffer financially.  The provisions of the quota share require RMA to assume 22% of the companies’ net premiums and losses, however, little will be done to make up the 6% gap between A & O reimbursement and actual expenses I described previously. And with no opportunity to make up that difference with underwriting gains, companies are guaranteed they will lose money on every dollar taken by the quota share. I hope it is evident to all that this proposal is among the most damaging to the program. Again, please refer to Exhibit C. 
Reduction in A & O reimbursement  
Another proposal calls for a further reduction in the expense reimbursement paid to SRA holders.  As you know, the SRA was revised in 2005 and cuts to the expense reimbursement were implemented that year with additional cuts taking place in 2006.  Currently, the industry’s four largest companies write about 73% of the business.  The concentration of the business in the hands of fewer and fewer writers has been a steady trend since the program first started.  Not that long ago, more than 50 companies participated in the federal crop program.  Today there are 16.  Although there are a variety of reasons for this decrease, it is safe to assume that the most compelling has been the need to continue to cut overhead due to the sharp reductions in the A&O reimbursement paid to companies. Please see Exhibit B. 


At some point even the economies of scale enjoyed by the larger companies will not be enough to prevent efficiency from giving way to poorer service to producers. We are at that point and any further cuts will hurt all companies although the smaller ones would suffer the most.  In some areas of the country only a handful of companies still operate. Again, as one reinsurer expressed it, “Reduced A & O = less income to SRA holders = higher demands on reinsurance terms = lower ROE to reinsurers = fewer reinsurers = less reinsurance capacity = fewer SRA holders = LESS SERVICE TO FARMERS”.   Maintaining a healthy balance between larger and smaller insurance providers is a benefit to the overall program and I suggest to you that balance needs to be protected.

Renegotiation of the SRA Periodically

Another farm bill proposal involves the suggested periodic renegotiation of the Standard Reinsurance Agreement.  As you probably know, the SRA runs on a reinsurance year cycle that begins on July 1 of the year preceding and ends on June 30 of the year current.  So, for example, the 2007 reinsurance year began on July 1, 2006 and will end on June 30, 2007.  The contract calls for a 180 day notice of cancellation period, so if the SRA is to be cancelled, notice must be given on or before December 31 of the year prior to the start of the reinsurance year.  Under ARPA, RMA had the option of renegotiating the SRA once between 2001 and 2005.  The 1998 SRA, which was in effect for the 1998 through 2004 reinsurance years, was cancelled for the 2005 reinsurance year and renegotiated with the companies.  As of today the industry is approaching the end of its second reinsurance year under the 2005 SRA.

The uncertainty created by a constantly changing SRA is not helpful to the long term viability of the crop insurance program.   To further compound the uncertainty with changes imposed by legislation is even more troubling.  CIRB respectfully suggests that if changes are deemed necessary to the financial relationship with the reinsured companies, such changes are more appropriately addressed through the contract negotiation process.  Our reinsurance partners are also affected by this. Again, as one reinsurer put it to me, “Inequitable negotiation practice = unfavorable terms = limited potential profit = loss of allocated reinsurance capital = fewer reinsurers = less reinsurance capacity = fewer SRA holders = LESS SERVICE TO FARMERS.” 

If, for example, Congress mandated a renegotiation of the SRA every five years, if necessary, companies would be able to develop a reasonable business plan without fear of midterm changes in the plan that would be detrimental to the uninterrupted delivery of federal crop insurance.  
Permanent Disaster Program

There was a great deal of discussion during CIRB’s recent visit with Washington stakeholders about the concept and feasibility of a permanent disaster program. There are proposals which eliminate the catastrophic protection plans of crop insurance and substitute a standing disaster program, and RMA has proposed a supplemental deductible crop insurance product. This product is designed to help mitigate the problem of multi-year losses and also to address some other issues, it could also form the basis, potentially, for some type of disaster program.

Although the cost of a permanent disaster program was frequently mentioned as a limiting factor, possibly prohibitive due to its magnitude, should some version of a permanent disaster program actually come to fruition, I might suggest that the best vehicle for delivery is through the federal crop insurance program. The private partners have surely proven their ability to service the farming community in the most efficient and accurate manner possible.

Although the course of these proposals is uncertain, maintaining the stability of the crop insurance program must take priority.

Crop Insurance is an Expensive and Complicated Program to Deliver

Few if any insurance products are as complex as the federal crop insurance program.  The investment in computer systems, software, etc. is immense and due to constantly changing regulations, simply keeping a system up-to-date takes thousands of man hours a year.  And as you are aware, RMA is planning a major rewrite of their computer systems during the next 18 months. The cost to SRA holders to rewrite their systems to be compatible with RMA will be significant.   As daunting a job as keeping systems current is, this process makes the delivery of insurance to the producer much more efficient and timely.

Cuts to the program could have serious negative effects on program delivery in other ways. Some companies would be forced to reduce support staff from top to bottom making the job of the agent even more complex than it is now.  The ability of companies to have in place an effective system of checks and balances to assure compliance with the thousands of program rules and regulations could be jeopardized.  The ability to help agents sell and service policies would have to be re-evaluated.  Those agents who sell smaller numbers of policies and who need more assistance could be affected. 

Companies have assumed more and more risk with every change of the standard reinsurance agreement.  Again, traditional insurance principles suggest that as companies take on more of the risk, the opportunity for gain should also increase.    

Maintaining a Successful Crop Insurance Program

Crop insurance cost is driven largely by the level of success of the program in meeting Congress’ public policy objectives for the program to be an efficient and effective risk management tool fairly and equitably available to all farmers regardless of size, location or enterprise.  Keith Collins, Chief Economist at USDA, testified in March, 2006, before a House Agriculture Subcommittee, that program liability - or coverage - is up about one-third and program acres are up about one-fifth since the passage of ARPA in 2000.  In that testimony, Collins also stated, “Recent increases in the administrative and operating expense reimbursement (note added: While this is true on a simple dollar basis, A & O has decreased significantly on a percentage basis) and underwriting gains have strengthened the financial performance of the companies and encouraged new entrants and we believe that will help increase service to producers.”

Suggestions that money from the crop insurance program should be diverted to help fund other projects is, simply put, shortsighted.  The crop insurance program needs stability   above all else.  By assuring adequate funding of the program, its future, and that of American agriculture, will be secured.  Thank you for your time and attention.  
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