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Ag Risk 5

Sources and Tools Available for
Managing Risk on Farms and
Ranches in California

Jay Parsons
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What is RISK?

* RISK: The probability of an event occurring that can
negatively impact your:
« Current profit level
- Financial situation
(equity position)
. Satisfaction and well-being




Origin of Word RISK

* RISICARE

—Italian word
—“TO DARE”

Risk Tradeoffs

Profits are Upside: Greater risk taking usually
the returns for leads to greater wealth over time

taking risks Downside: Losses from risk taking
can potentially be devastating

» Managing risks are a matter of
evaluating tradeoffs.

* How much risk and how much
stress are you willing to endure to
potentially achieve higher returns?




Sources of Risk

* Business Risks
— Business risks are those risks that occur independently of the way a
firm (or farm) is financed. Even with 100% equity (no debt obligations)
these risks still occur.
» Sources of Business Risk
— Market risk
— Production risk
— Institutional risk
 Social risk
 Legal risk
— Human risk

Marketing and Price Risk

Prices of inputs or outputs change after you commit to a
plan of action.

What are Your Sources?

Total national production
Government programs

Demand (including quality issues)
Seasonal effects




Marketing and Price Risk

What are Your Management Controls?

» Forward pricing or contracting

 Diversified market timing

 Diversified production

 Selecting low price risk enterprises

» Obtaining market outlook reports (information)
* Negotiated lease agreements

e Crop Insurance

Production Risk

Uncontrollable events such as weather, pests or disease
make yields or inputs unpredictable.

What are Your Sources?

» Weather

* Pests

* Disease

Genetic variations




Production Risk

What are Your Management Controls?

 Selecting low production risk enterprises
 Using low-risk production practices

« Diversification

» Maintaining flexibility and extra capacity
 Utilizing land over a wide spread area

» Crop insurance
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Institutional Risk

Government or other institutional rules, regulations and
policies effect profitability through costs or returns.

What are Your Sources?

» Changes in social attitudes

» Changing regulations about land use and
environmental quality

* The possibility of lawsuits for accidents or misuse of
chemicals

Institutional Risk

What are Your Management Controls?

« Maintaining a liability insurance program
» Keeping informed of new regulations and
interpretations of the law




Human Risk

The character, health or behavior of the people involved

in your operation introduces risk.

What are Your Sources?

Health issues

Divorce

The possibility of losing a key employee

Moral or the mental state of the work force

Human Risk

What are Your Management Controls?

A backup management plan

A plan to deal with the possible loss of a key
employee

Maintaining a health and life insurance program
Establishing and maintaining an estate plan

A good employee benefit package




Sources of Risk in Agriculture — Ag Risk 5

1. Marketing and Price Risk
2. Production Risk
3. Institutional Risk
4. Human Risk

5. Financial Risk

Financial Risk

Financial risk is the extra risk that is attached to being
leveraged. It’s the added variability that results from
financial obligations associated with debt financing.

What are Your Sources?

 Possibility of losing a lease
 Production, prices, or casualty losses

* Instable financial partners

» Anything that would negatively affect cash flow and the
ability to meet debt obligations




Financial Risk

What are Your Management Controls?

» Maintaining a financial cushion X
. Practic.ing solid land leasing N %
strategies \..
. -
* Incorporating all or part of your ) N
operation N\ |
* Maintaining up-to-date financial
information

1. Avoid it
2. Reduce it
a) Reduce the probability it will happen
b) Reduce the impact if it does happen
3. Transfer it outside the business
a) Insurance
b) Contracting
4. Build your internal capacity to bear
a) Increase reserves
b) Maintain flexibility
5. Accept it




Strategy Impacts

Panel 1: Same Mean, Less Dispersion Panel 2: Same Dispersion, Higher Mean

Panel 3: Skewing the distribution Panel 4: Truncating the Distribution

Personal Perspectives on Risk

» Generational differences

» Gender differences

« Life stage/family differences
* Life experiences

These are dynamic and change over time.
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Types of Risk Preference
Risk Averse ‘ xj\k]

Risk Neutral

Risk Preference

Management situations with
multiple decision makers are
likely to have multiple risk
preferences represented.
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How much risk is right for you?

Crop Insurance
Protection

Protection
Premium

Probability

Net Income

How much risk is right for you?

MORE Crop
Insurance Protection

Protection
Premium

Probability

Net Income

12



22IN0O

fE

o [eInjeN pu

13



