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" THRU: © ° BILL GALSTON

FROM: BRIAN BURKE
) MARION BERRY

| SUBIECT: 1990 FARM BILL OVERVIEW

H

The purpose of this memorandum is to provide a brief description of the Food,
Agriculture, Conservation, and Trade Act of 1990 ("1990 Farm ﬁzii’*) Attached to the
memoranduny are severalwhite papers which discuss key pravisions in the 1995 Farm Bill
reauthorization, The white papers are summarics of materials compiled by OMB and'used to

prepare for the series of 1995 Farm Bill reauthorization seminars héld during the last month.
Updates and additional matemis will be pwvulcd to you as the reauthorization discussions

PIogITss,

BACI{(}ROUVQ

'I“'hc 1mp0rtancc of farming relative to the rest of the U.S. economy has declined for |
over & century. Growth in domestic food demand has not kept pace with farm productivity -
gains, and crop yicld now far exceeds the needs of the American population. Without L
sustained increases in export demand, the farming sector will shrink, and resources currently
devoted 1o agricultural production’ will find alternative uses in the non—farm cconomy.
USDA commuodity price-and income~support programs, the comerstone of US agricultural
policics, m:—.&y stow the sector's declinge but wiil not reverse it,

inﬁ:rcasmg TXpOort “demand is viewsd by many as the best and only way 1o reduce
subsidies tc:} faxmcrs without further accelerating redzzcthzs in farm incomes and the size of
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the-farm sector. Even if the sector's size and impostance were to stabilize, technological
change will persist in altering the distribution of income within farming. , :

H

KEY ISSUES IN fiEAl{'_?HORIZATI()% DISCUSSIONS

Macroeconomic policy, environmental concems, and technological change are the
three most important issucs affccting uUs agricultural practices, policy, and reform.
Agrsiculture is sensitive to changes in macroeconomic conditions because of its capital
intepsity. Farming is a highly capitalized industry and is-sensitive to changes is monetary
policy. In the 1980's agricultural exports declined as exchange rates rose. As an cxample of
environmental concerns, the extent and severity of water quality problems related to !
agricultural practices will be beticr understoad in the next few years, bringing to the -
foreground the question of who pavs for proposed solutions to these problems.. At present,
farm programs rely on cost-sharing measures to encourage better farm Conservation practices,

-while environmental groups gencrally apply the "polluter pays™ principle in restricting
chemical use in fertilizers and pesticides. In addition, biotechnology promises a boost in farm
productivity, but will also foster continuing changes in farm structure.

Puolicy options for reform’range from (1) making revisions to the existing programs,
{2) adding alicrative programs o the existing structure, or (3) replacing the cumrent regime
with new programs that target the Administration’s policy goals: economic security, fairness,
market oricntation, environmental protection, rural development, and budget deficit reduction.

§

SUMMARY ()F MAJOR PROVISIONS

The 1990 Farm Bill is the most recent in a long series of measures enacted since the
. 1930's 1o assist farmers, primarily by ‘supporting prices and incomes for specificd
commodities -~ currently wheat, corn and other feed grains, cotton, rice, soybean and other
oilsceds, milk, sugar, honey, peanuis, wool, mohair and tobacco. Except for tobacco, which
the 1990 farm bill did not address, these commuoditics are the sai};cct of the first 11 titles of
the farm bill. |

The 199G Farm Bil! inchudes 14 additional titles. Title XV extended and overhauled
the US food aid and agriculture trade (including export subsidy) programs, Titke XVII
reauthorized and amended the food stamp and other U.S, Department of Agriculture (USDA)
nutrition programs. Titles XIV and XX1V amended existing ¢nvironmental and resource
conservation programs and.created new ones. Title XVI reauthorized and redirected prioritics
for agriculiural rescarch and cducation,  Title XVII altered farm lending process. Title XIX
addressed farm and food marketing programs. Title XXII provided new authority to promote
development in rural areas.

The attached papers discuss, individually, the key Farm Bill titles.

ATTACHMENTS:
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Titles 1-X1: Commoditics
Title XiV: Conservation

Title XXii: Crop Insurance and Disaster Assistance ‘

Pesticides and Fertilizers
Markctmg and Inspection Services
The Blll in Brief: A Summary of the 1990 Farm Bzii
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“TITLES I-X1: COMMODITY PROGRAMS

: (}VERVZEW -

The commeézzy programs constitute the basic mcchamsms by WhtCh the federal |
government supports the price of select farm products and subsidizes farmers' incomes.  This
. is accomplished by manipulating supply and demand of agricultural commodities. The

programs involve large expendituses from the Treasury. Direct government outlays to the
farm sector totaled approximately 380 billion over the last five years. The commodity
programs influcnce strongly the geography and socioeconomic structure of American
agriculture. The income support pmgrams for cxdmplc, impact farmers’ decisions to grow

certain cmps

Commaodity programs are maz}agcé i}y ihc Commad:iy Credit (hrpcaranon " CCC"),
federally owned and operated corporation within the USDA. The CCC functions as the
financial institition through which all moncy transactions are handled. To finance its
activities, CCC is authorized to borrow up to a total of $3G billion at a time from a revblving
find in the Trcasury. In the CCC Fund, cash outlays for loans and commaodity purchases are
offsct by receipts from toan repayments, interest payments and sales of commodity
inventorics. Outcomes for income suppents have no offsets, The "net realized loss™.on OCC - |
eg)crat;s}ns is reimbursed cach year by mandatory 3ppropnauons thus rcsmrmg CCC
borrowing auth&rzty to :ize full $30.billion, |

The CCC offers price support to all cizgxbic producers of 2} commoditics (mciudmg

. wheat, corn and other feed grains, cotton, rice, soybean and other vilseeds, milk, sugar,
homy, peanuts, wool, mohair and tobacco). Approximately 60 percent of the tand planted to
crops in the United Stazcé is used to produce-a handful of heavily subsidized commodities

such as corn, wheat, cotton and rice.

The purpose of price support programs is to }cce;} farm prices, received by ,
participating prodtzccrs, from falling below specific minimum levels. CCC stabilizes -
~ commodity prices and supports farm income by maniputating the supply and demand of
agricultural commodities, by providing subsidies for the production, export finance, and the
direet export of these commeoditics. The programs are carricd out by providing loans and
purchase agreements 10 farmers so that they can store their crops during periods of {ow
prices. Producers recelve non-recourse Joans and forfeit their commoditics to CCC if the
market price {aiis -i}ai@w the support price {*loan rate™). .

T

The largest portion of CCC outlays are for direct income-support pavmcnis
("dcflcrcnq payments” to producers Available for major commodities {wheat, com, cotion,
and rice), the deficiency payment is based on the difference between the price level
. established by law (target price) and cither the higher of the market price during a périod
specified by law or the price support (loan} rate. The total payment is gencrally cqual to the
* payment rate multiplicd by the cligible acreage planted for harvest, and then multipticd by the

H
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ptogram payment yicld rate established for the particular farm. Such terms as "tripic hase™,
*acreage reduction program”, and "production base" refer to the ways in Whlch deficiency
payments are determined. . ”

In addition, CCC administers programs that support the domestic prices of centain®
commedities (dairy, tobacco, peanuts, sugar, honey, wool and mohair) by purchases on the
open market, produczmn quotas, restrictions crx imports, or some combination of these .
devices.

' j
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The level of CCC outlays is primarily a function of the prevailing market prices for
agricultural commoditics.- There'is a 30 percent chance of an unexpected, significant drop in
prices in any year. Some operating rules for CCC programs are set by law, such as the
"target prices”, while others like loan repayment rates, are left largely to Administration
choices. Spending at USDA discretion, not required by law, is rising. The rise in the
component of spending that is at the Administration's discretion tends to increase the budget
cxposure. Administrative action can reduce or expand the buéggi $ exposure 1o -price swings,
For cxample, a ten cent increase in a commodlty loan rate can increase CCC outans by’
hundrcds of malirnns of dollars, with normal prlce volatility.

REAUTHORIZATION ISSUES
The existiaé income— and price~ support programs are strongly defended by most
farm intcrests and congressional advocates. Last year, the Administration drastically reduced

its initial $5 biltion CCC reform proposals in the face of Congressional opposition. However,

the 1993 OBRA reduced spending on CCC programs by about $2 billion, as estimated by
CBO, and subscquent Congressional sunsetting of CCC's wool program and reductions to

", CCCs honey program refiect eroding support. Most farm groups believe budget pressures

will mean somc rv.;(_!gc{;on in futzzr:: amdms authorized bx the 1995 farm b;]i

The i}p:x(}ns for reform are many and variced, azzé a pr{g}cr discussion of policy choices
should begin with review of the social and economic trends here and abroad that are Likely to
determine the fate of the agriculture sector. The rationale for rcguiatary reform stems from 13
the nced for federal deficit reduction, 2) the pursuit of fairness in public policy, 3) the desire
for increascd market efficiency and economic sccurlty, 4) rural dcvclopment amd last but not -
least, S} environmental protection. - . :
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‘ ! TITLE X1V: CONSERYATION RESERVE PROGRAM

OVERVIEW 1 ‘

Under the Conservation Reserve Program {("CRP”), produccers can bid to enroll highly
erodible land’ into the rescrve, removing it from production for 10 years. [n return, farmers
receive rental payments. After the 10-year period, they can bring their lands back intg
production. CRP was authorized in the 1985 Farm Bill to enroll a total of 40 million acres |
{one milbion of which became the Wetlands Reserve Program (* WRP“) in the 1990 Farm
Biil), but the CRP target was reduced to 38 million acres in the 1993 OBRA. CRP's
authorization o sign up new acres terminates at the end of 1995, The FY 1995 Presidcnts )
Budget proposcs maintaining the current acreage total of 36.4 million acres, and forgoing the
final sxgnwup in FY 1995. . .

S Bcfﬁrc 199{} USDA made thc _acreage target the prime consideration for enroltment;

~ From 1985-1990, agricultural production supply management was a primary goal of the
program, 1o reduce surplus crops. The lcast expensive cligible acres were-enrolled; this
acreage met a minimum thrcsho[d of being “highly erodible”. In 1990, the program began to
use a ranking formula, the Environmental Bencfits Index ("EBI"), 1o enroll the acres with the
greatest environmental and conscrvation benefits per Federal dollar spent. The EBI used
seven different measures to determine the potential contribution to conservation and
environmental goals from cach pareel, including surface and ground water improvement,
preservation of soil productivity, encouragement of tree planting, and assistance to farmers
most affected bv conservation compliance. f

COST. EFFEC’;TWENESS

The cost—effectivencss of the CRP program has been qucstloncd because the acres are
_not permancatly retired and much of the Federal investment in these acres are lost as the
rental contracts expire. This effect is especially pronounced because the 10-year contract
totals arc often cqual to or greater than what the cost woukl have been for purchasing or
permancently retiring the land outright. It is estimated that overall CRP contracts overpaid
from §7-17/acre, such that the FY 19935 rental paymenis should bave been closer to 31.35
billion, instead of $1.8 billion. QOnly in FY 1990 was a cap put on enrolling CRF acres -
whose cost exceeds the rental value of surrounding acres. .

FUTURE OF CRP

In the c»;}mcxz of the 1995 farm bill deliberations, a new CRP program could continue
the reforms of ZQQ{) by targeting land according to cnvzr{mmﬁnxaf and conservation benefits,

¥

Mand ihat mects specific conditions primarily relating to its Jandfsoil classification and cCurrent oy, ,
potential rate of erosion.



while perhaps broadening thc EBI criteria to include wz!dhfc prescrvation and endangered

species habitat, or floodway expansion. Given the high level of interest for casements® WRP

landholders have shown, permanent casements for CRP acres could be considered as well.
Options for current CRP lands include: enroliment in a post~1995 CRP program, CRP

contract extensions or casement purchases under the Secretary's existing discretionary < .-

“authority; tree planting; and hay grazing of CRP acres during the lifc of the contract in return

for lower rental payments and a 10-year loss of crop acreage base for deficiency payment

purposcs. The House Environment, Credit, and Rural Development Subcommitiee held a

public hearing on August 2, 1994 to review the budgct and policy ccmscqucnccs of extending

the CRP {testimony is aziachcd} A .

Current estimates of the existing CRP acres indicate that between 53-63 percent will -~
return 1o crop production upon expiration of the contracts, The Secretary of Agriculture has
the authority to extend CRP contracts expiring between 1995-2000 or to place any existing
CRP contracts into pcrmanent easement. The cavironmenta bonefits per acre of CRP vary.
By ranking the acres of the CRP with the EBI factors relative to the costs of extending
coniracis, a program as small'as $ million acres could capture a large portion of the
environmental benefil. Enrolling a smaller portion of highly crodible farm land will have a
greater environmental benelit than mnchuding a larger tract of less erosion prone land,

SODBUSTER ‘ ‘

i

* Under the "sodbuster” provisions, farmers who cultivate highly erodible land ~— not
cultivated between 1981 and 1985 - arc incligible for most major farm program. benefits.
These include price supports and related payments, farm storage facility loans, crop insurance,
disaster payments, any loans from Farmers Home Administration that will contribute 1o
evasion of highly erodible lands, storage payments, and conservation reserve program .
payments, These benefits arc Jost for all the land the farmer cultivates, not just for the highly
erodible lands. A producer is not subject 1o these prevzszens if he cultivates his highly
crodible land using an a;}pwvcé conservation plan®.

H

t

" Under the conservation comphancc, the sodbuster provisions appiy to all highly
erodible lund, even if it was cultivated between 1981 and 1985, starting in 1990, I s

H

¢

2’3&225{::&*3{2«2& ‘sasement is a partial mterest in land ususlly held by & government entity which limits the \
uses of the propety, of prokibils certain actions, in order to achieve torfain conscrvation objectives. When using
the farm of a seserved interest deod, the grantes acguires alf rights, titles, and intercst in 8 pwpmy, empi those
rights ket might tun with the Jaod expressly reserved by 2 gramez .

&

®

*A combination of land uscs ‘and practices to protect and improve soil productivity and to prevent soil
deteriorating. A conservation plan must be appreved by the Jocal conservation district for acreage offerad in the
Conservation Reserve Program. The plan seis forth the conservation measures and maintepance that the awner
of operatoy will casry out during the term of the conlract,

'
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‘WETLANDS RESERVE PROGRAM (“WRP") - I

: . ¢

producer has obtained an ’ap;ﬁrcveé conservation plan, sfhc will have until 1995 to f{siiy
implement that pt:mf or lose his benefits, . N

SWAMPBUSTER ~ ~ . » ' , -
Under zhe "Swamphuster pmvlsmm a farmer who drains and then cultivates a .
wetlands loses the same farm program benefits as a sodbuster.* Under a number of |

conditions, wetlands are exempt, including Wwetlands previously converted or artificially

" created, wetlands created by irrigation or water delivery systems, wetlands where agricultural

production is possible under natural conditions or where production has a minimat effect, and
areas where the producer follows an approved wetlands conservation-plan. More than 5
million acres of wetlands are estimated to havc a high or meézzzm potential for conversion

- cropland. | }l ' . . ‘ , .ot

Agriculture is by far the nation's lcadmg cause of wetland logs.* The WRP was’
created in the 1990 Farm Bill and pays producers to permanently retire wetland acres from -
production. The goal of the program was to restore one million acres of cropland to their
original wetland functions and values by 1995, To date 125,000 acres have been enrolled.
The President'sIFY 1995 Budget proposed to enroll 300,000 acres in FY 1995, but House and
Senate é’sp;}mpr}azzm}s bills would only permit 100,000 acres in 30 states to be enrolled.

Upto an additional 100,000 acres will be enrolled in FY 1994 in areas affected by the
Midwest Flood, as authorized by the Flood and Earthquake supplemental bills last year.
WRP shares a method similar to the CRP for selecting acreage, with a formula ranking lands
according to environmental benefits per cheral dollar, WRP also'has a paymcnt cap on the

. fair mar%(z::i valtzc of the land.
!

REFORM zsszz;;:s ‘ T ’ o

z i . . ;

{}rouzzdwatz.r and Water Quality Issues, Grozznéwatc: poliution has rapzdiy emcrgcd as .

a major issuc a$ more instances of contamination have been identified. A basic question is
whether the known instances of contamination represent the “tip of the zccbcrg or are

isolated mstanccs there is far Icss mf()rmatmn on this topic than on tradzzzanal canscrvaiwa o

0

_concerns, such as soil cros;on . . - )

L Water Sa;}piv Isgucs. 'I‘hcm are two main water supply issues. One issue revolves K
around a double cost to the Federal treasury wh{:n water supplied at SUbSldlZCd rates from

H
+ H

. . ‘Wcﬂdﬁds have many savironmental bc:zef;zs mcluding waler f;izxaima, spawmﬁg and water
foul habitat, “anch ﬂm}d reserveirs,

“See fuolr_mtc #5 above, '
i ' v o : __
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Federal water projects is used 0 grow crops in surplus that the Federal Government is then
forced to acquire under curremt commodity programs. The sccond issue involves the
agricultuzal use of water in the Southwest. Critics belicve that producers having accoss to
this water receive an unfair subsidy, one that gives them an unfair advantage over producers
in other. areas. Other critics believe that as development occurs in the Southwest, markels
should be available ta scll water to the highest bidder. K , N

Sustainable Agriculture Sustainable agriculture is incrcasi;xgiy viewed as a potential
solution (0 miany current epvironmental and resource problems that are byproducts of
production agriculture. Farmcrs are sccking ways to control input costs and protect profit
margins while maintaining productivity, znd environmentalists are looking for ways 10 make
agriculture more beaign, Sustainable agriculture inclades the collage of activities that range
from totally organic systems to targeted and efficient application of agrioultural chemicals.”
This approach contrasts with conventional agriculture, which uses a full range of tillage
practices and larger quantitics of chemical inputs. :

: . ¥

{}pp{)siz'ion to sustainable agricultural efforts has come primarily from producers’ who-
-see 10 need (o change from conventional agriculture, and manufacturers and distributors of .
products that erc uscd most heavily in support of conventional agriculture {fertilizers,
pesticides, etc.). In addition, many legislators have called for more flexible commodity
program rules o support sustainable agriculture goals. Greater flexibility might allow
producers to use approved crop rotations without being penalized financially, a3 they arc
under current commodity program provisions. ’

Major sustainable agriculture provisions were included in the research title of the 1990
Farm Bill, Title XV1i. 1o addition, under the conservation title, the Secretary is to develop a
voluntary inlcgrated farm’ management program that assists farmers in adopting plans that
reduce barriers to resource stewardship.
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" TITLE XXII: CROP INSURANCE AND DISASTER ASSISTANCE
OVERVIEW
: ; ,
Farming is a risky business — susceptible to natural disasters that, in addition to
* fluctuating market prices, can-have a profound and unanticipated effect on crop production on
farmers' finances. Federal crop insurance is a subsidized insurance program which provides
farmers with a means for risk management and financial stability against crop production loss,
The insurance is available for 50 different crops, varying by county. Participation in the
program is often required for a farmer to qualify for Federal emergency loans. The Federal
Crop lnsurance Corpotation ("FCIC"} insures individual crop yields against losses from
unavoidable pz'fx‘izzczzon risks. Losses due to m:ghgcncc or poar farming practices are
cxchzdcd Lt

-~

With the exccptxon of a brief p{:rzod in the 1940's, -the federal g{}vcmmcm has affered
some form of crop insurance since the 1930%. In 1984, Congress redesigned crop insurance
to make it the preeminent form of agricultural disaster assistance. The Federal Crop
Insurance Act ("FCIA"} of 1980 cstablished goals, including (1) erase government—funded
disaster payments by increasing crop insurance participation, (2) provide crop insurance more -
" efficiently by taking advantage of private sector expertise, {3} decrease insurance costs for
farmers by providing federal subsidies, and (4) operate within the budget. A 1992 GAO report’
stated that theeedesigned crop insurance program has been unable 1o meet all of these goals. .

HOW CROP INSURANCE WORKS .

In the federal crop insurance program, insured farmers who do not achieve specified
production levels are paid.indemnitics out of the total premiums paid by all insured farmers
or by other sources of funds available (o the insurer. The farmer achicves greater revenue
stability in exchange for the premium payment, even though the inherent risk of low crop
yicld remains. FCIC offers county crop programs for speaific <rops in individual countics. |
Farmers may participate in the insurance program if they plant an cligible crop where FCIC.
offers a county crop program. ' ,

Participating farmers can elect yield-guarantee coverage of 50, 65 or 73 percent of
their 10~-year actual production history ("APH“) yield, if available. For example, a farmer
with a 10~year average yicld of 100 bushels per acre who sclects a 50—percent level of
coverage would be cligible for an indemnity payment if production fell below 50 bushels per
acre. To transiate a vicld loss into a dollar loss, participants also select a commodity price
fevel - from 30 to 100 percent of the crop's expected market price, which is then multiplied
- by the actual number of bushels that fall below the coverage level. Premiums depend on the

mnsured ¢crop, location, farming practces (stch as irrigated or ﬁ{}nmzmgatcd) and y:cid Ievel, -

as'well ay coverage and price icvz,is selected, : .

!



* DISASTER ASSISTANCE VERSES CROP. INSURANCE .

Crop insurance and crop disaster payments have historically served the same- function:
to indemnify farmers for crop production losses. The crop disaster payment structure is
similar to crop insurance, but it is free to producers. Unlike crop insurance, disaster
assistance is pot a permancent reliable source of federal assistance to farmers; however,
disaster assistance promotes farming in unproductive areas because it is costless. .The
incentives to make disaster payments available to farmer constituents have proven to be
nearly irresistible, especially in light of the problems in the crop insurance program.

The expansion of the crop insurance program in 1980 was intended to replace direct
disaster payments. Participation in the ¢rop insurance program was encouraged through
" premium subsidies provided by the Government of up to 30 percent. In spite of these high
farmer subsidies, participation in the insurance program did not go above 40 percent of
eligible acres. Low participation, in turn, encouraged Federally funded crop disaster relief,
Every crop year since 1987, farmers bave been bailed out with a crop disaster relicf bill.
For this reason, coupled with existing, but scldom used mandatory authority for USDA to
make disasicr payments, the FY 1995 Budget for the first time included disaster spending in
the mandafory bascline, at a $1 billion per vear through FY 1999 (the 10~ycar average
- expenditure}). The high costs of the crop fnsurance program combined with low
participation imreasmg%y m;se& t;zzestwm regarding the crop insurance’s mission and
ei’fectzvenesa -

3 B = s
i . \

BUDG E'I'ARY CONSiDERﬁTI{}hS

. 1n FY 1994, crop insurance costs comprise $290 mitlion in discretionary spending for

FCIC administrative cxpenses and private company expense reimbursements, and $1.186
billion in mandatory spending for premium subsidies and excess loss payments. The Federal
Governmont subsidizes (at an average rate of 25 percent) crop insurance premiums. It also
reimburses private insurance companies roughly 33 ceénts for every premium dollar sold for
administrative expenses. C(}mbmcé fé}f every farmer—paid pmmwm dollar, the FCIC outlays
roughly $2.56,

. ACTUARIAL PROBLEMS

The federal crop insurance program has not achieved actuarial soundness because (1)
crop production visks arc_not normally independent, (2) FCIC does not have sufficient
information to calasate individual risk, and (3) FCIC does not have sufficient information o
determing the cause of losses. An actuarially sound insurance program should break even
over time, For.every dollar in premium, one dollar in indemnity would arise.  Since 1980,
crop insurance has suffered from low farmer participation and high actuarial losses, From
1981~1990, total indemnities exceeded total premiums by $2.8 billion. The average loss
ratjo for the program is 1.4; that is, for every dollar in premium one dollar and forty cents is

i
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paid in indemnities. Losses tend to be highly wncenzrated waghiy & percemt of all producers
colicctcd 28 pcrant of alf indemnities.
i

Lﬂsses are not independent. Many weather—related hazards can reduce crop yields
over large arcas of the nation, thereby increasing the chance that a subsiantial number of .
policics will require indemnification during the same vear and will affect actuarial soundncss.
This widespread impact reduces the effectivencss of insurance because risk pooling, one
important way insurers can reduce the costs of bearing risk, is less likely to be successful if
there i a large degree of correlation across the risks facing the insured individuals. In theory,
the program's expanded geographic coverage provides more opportunitics for diversification
because weather palterns vary .across the nation and yields of specific crops vary by region.
In practice, howevcr, these opportunities may be Limited. For example, although the ,
expanded crop insurance program offers coverage for 50 crops, the top 3 crops — com,
soybeans, and wheat — account for roughly half of total premium revenue. Furthermore,
these crops cxperience similar movements in foss ratios.- ©

Adverse selection and moral hazard, The crop insurance program also suffers from
adverse selection and moral hazard. Adverse selection arises as producers are better informed
about the d;szrzbumn of their yiekds and can better assess the actuarial fairness of their
premium.  Producers who expected indemnities to exceed prcmwms are more likely to
purchase coverage than farmers whose probability of collection is small. Adverse sclection
also oocurs through risk shifting by the reinsurcd companies. Reinsured individuals can elect
to shift risk to FCIC by choosing between various reinsured risk pools for their business.
Betier business is placed in risk pools with less reinsurance and higher profit sharing. More
risky business is placed in a pool where FCIC covers more losses and profit sharing is lower.
Moral hazard arises because the actual yield is subject to influence by the producer’s actions
throughout the growing stason. A.recent study® concluded that moral hazard is an important
gzrebicm that contributes to a targe part of the persistent tosses (as much as 20 pcrceﬁt or
more i major crops) incurred by FCIC,

Risk indicators are nol always accurate. Because crop insurance guarantee levels,
premiums, and indemaitics are bascd on the individual farmer's yield, an accurate estimate of
potential loss depends on individual farm information. FCICs estimate of a farmer's expected
yicld is the only fami~leve] information FCIC uses to determine an individual farmer's:
riskiness. In 1987, FCIC began using APH data, a 10 year average of vields at the individual
farm level, to estimate a farmer's average yicld. However, FCIC does not use APH data to
determine a farmer's yicld variability as an additional measure of risk. This creates several

.prﬁblcms One, farmers do not always have completed data for 10 years and therefore the s
data riay not accurately refieet the farmier's actual yield and thercfore may skew the average
vield on which FCIC assesses risk.. Sccond, the APH data may not capture increases in'crop
-yvields; overtime crop yiclds tend to increase because production methods improve. Therefore,

*Richard E. Just and Linda Calvia, *Moral Hoazard i US. pr Insurance: An Empirical Invcsngatma,
(wmk m pwg:c“} i..m\arsriy of Maxyiazzd Apr, 1992, ’



the AFH ylclds may be lower than the farmcrs truc expected yield. Third, there can bc
difficultics in wnf\rmg a pmdzzcers produsction claims,

[

Rescarchers indicate that for the program to continue to 'be based on individual yields
and yet be more actuarially sound, FCIC must do more. For example, coliccting additional
farm~level information would combat adverse selection and moral hazard. However,:
collccting more information would probably increase-costs, and it is unclear how much
adverse selection and moral hazard problems can be lessened through such efforts.
REFORMS AND RECENT LEGISLATION ‘

In recont years, Congress has cnacted legisiation to reduce crop insurance’s cost and
increase participation rates, The 1990 Farm Bill shifted more risk expense to private
companies, and the 1993 OBRA mandated actuarial changes to improve insurance losses.

The Administration’s Proposal. To baild on the actuarial reforms enacted in 1993

JOBRA, the Administration’s FY 1595 Budget proposed comprehensive reform of the crop

insurance program, starting in crop year 1995, The key components of the reform are; 1)
repeal of discretionary and mandatory ad hoc disaster.authority for most commoditics,
including emergency designations for crop disaster bills, 2} free catastrophic crop insurance
coverage for losses exceeding 50 percent of normal yield,” 3) mandatory participation for all
CCC farm program pagticipants and Farmers Home Administration borrowers, and 4} a
standing disaster program for crops not covered by crop insurance, with payments triggered |
by arca—wide loss levels. Attached is a summary of the key elements of the Federal Crop
Insurance Reform Act of 1994.

The Administratibn's comprehensive crop insurance reform legislation may be

“considered by, the House Age Committee this week, The logislation is likcly to be subject ta

extensive debate due 10 an expected amendment from Congressman Tim Penny that
substazzzzaiiy cats incentives 1o farmers and expense reimbursement to agents. The Senate bill
is being held up in the Agriculture Committee by Scnator Helms.,

e

A $50 administrative fee would Be charged per crop.
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PEST?CZZ)SS AND FERTILIZERS

BACKGROUND
? !

Pesticides and fertilizer nutrients threaten clean water pationwide. Agrieulture
represents the leading cause of poison runoff pollution of surface waters, and conventional
farming practices have been linked conclusively to pesticide and nitrate contamination of
ground water. To the extent to which the USDA has addressed pesticide issues, the emphasis
has been prismarily rescarch and intergovernmental coordination.

CURRENT REGULATIONS

The use of pesticides and fertilizers is not specifically addressed in the Farm Bill.
Instead, their use Is covered under many Acts, including the Federal Insecticide, Fungicide,
and Rodenticide Act (“FIFRA"), and the Federal Food, Drug, and Cosmetics Act {”?FDCA“),
- the Clean Water Act and the Watershcd and Flood Prevention Act.

§

REFOR??? ISSUES

Currently, there are three pesticide reform bills pending in Congress: the .
Administration's; Representatives Biley, Lehman and Rowland; and Senator Kennedy's. :
Coungress has not yet acted on these. Because of the fack of action on the three pesticide
reform bills and the desire of the farm community to have a greater say in the outcome of
pesticide fegislation, pesticide reform legi'siazma may be included as part of the Farm Bill
debate. ,

+

Farmers arc concémed about the pesticide legislation currently pending in the
Congress. For example, farmers want to ensure that the pesticides they need are available.
The agricuiture community has sought to ensure that the economic benefits, as well as the
health and environmental risks ‘of pesticides, continue 10 be considered in the pesticide
regulatory process. This fssuc is most pressing for fruit and vegetable farmers and other
"minar crop” farmers. Because of the high cost of registering and reregistering pesticides,
© many chemical companies have dropped registrations for pesticides for which there is s small
market. Often these "minor use™ pesticides are the only alternatives the farmers have for
fighting a certain pest or discase. in addition, the agriculiural community is concerned about
growing pressurg from varzous sources for more wholesale reform of pcstlczdc use.

In respoase to the agricultural community's concerns, as well as concerns expressed by
environmental groups, chemical manufacturers and consemers, the Administration sent a°
pesticide safety bill to Congress reforming the existing pesticide registration legistation,
Armong other things, the Administration's bill addresses public bealth issucs raised by the

“

+
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FFDCA's ”Dcl:;ncy Clausc"® and the National Academy of Science's ("NAS"Y report on
pesticides.® The Administration's bill addresses these issues by establishing a negligible risk
standard for setting tolerances for both raw and processed foods, and by requiring that the

tolerance setting process take into account the potential impact on sensitive subpopulations.
‘ 1, L : ’

i

£

*The Delaney Clause prohibits residues of cancer causing pesticides in processed foods,

“The NAS report raised questions about the cusrent pesticide regulatory system's ability o adequately protect
sensitive subpopulations, such as children, : , '
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¢~ ' MARKETING AND INSPECTION SERVICES \

. BACKC&OUND . . . o . .

] 1

The purposc of il’zc marketing and inspection services is to ensure the safety of food, -
the cost efficient marketing of agricultural products, and an open market for such products. -
Marketing programs arc used to develop commeodity standards, provide grading serviecs, |

-circulate information and provide technical assistance to the wholesale agricoltural market.

The Food Safety and Inspection Service ("FSIS™} is the USDA agency that has the primary

+ responsibility for assuring the safety and wholesomeness of livestock, poultry, and their

products intended for human consumption.™

4

GAO ASSESSMENT ,

In 1993, the GAO reviewed the USDA management programs and fonud that the
meat and peultry inspection system was not effective or efficient use of resaurces to
protect the public from microbial contamination and reconrmended that Congress revise
the meat and poultry acts to provide FSIS with the flexibility and discretion to target its
inspection resources to the most serious food safety risks. ‘

GAO found that the federal inspection system is neither cfficient nor effective in

“protecting the public from. the most serious health risks caused by microbial contamination.

Inspection processes are hampered by inflexible legal requirements and relics on outdated and

- labor imtensive inspection methods, consuming approximately two-thirds of their staff budget

annually. The inspection requirement is labor intensive and costly because FSIS inspectors « -
must visit thousands of piams daily regardless of the potential health risk involved.

" To redirect ESIS' inspections wwards farms and food processes that posc the greatest
risks, Congress passed the Producis Process Em;zmvcmcm Act of 1986, which amended the
requirements on inspection frequency of meat processing plants. The agency is responsible
for overseeing the meat and poultry industry and cnsuring the safety of meat and pouliry.’

Additionally, these inspections can not detect micrebial contaminants™ because FSIS
does 10t routinely test for the microbial contamination nor does it require industry to do so.
The plants that have initiated microbial testing programs have used the test to identify
problem arcas and made numerous changes that were designed to improve the safety of their

3 ; ‘ ‘ b I ‘:’(
A%The National Performance Review rocomumends developing 2 nation uniform iaspection system 1w
ensure & safe food sepply and combining responsibility for foud safely and inspection jn one agency (preferably
FDAY :
i
F
UMicrobial contamination, such as E coli and salmonelia, are widely rcc&gﬁzzﬁd as today 5 most serkous

heafth rishs ‘i‘zS@Cmied with meat and poultry, : . . ?
t ..

 r
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products, However, FSIS, has not supported this effort by designing generic programs and/or
disseminating information gained from individual testing programs. As a resull, the
_investment required of plants interested in improving their processes by implementing - |

" microbial testing programs could be significant and therchy discourage such testing,
part;wia:iy in small plants. . . , o

A Hazard Analysis and Critical Control Point system ("HACCP") is generally .
considered (0 be the best approach curtently available for ensuring safe foods because it
focuses on preventing contamination rather than detecting contamination once it has occurred.
To strengthen regulation of the industry and help ensure safei meat and poultry, Secretary
Espy anncunced in May 1993 that cach meat and poultry plant would be required to develop
and implement 8 HACCP system.  However, the HACCP requirements do not specifically
require microbial testing to monitor plants’ HACCP systems.  Without specifying testing
requircments and criteria, FSIS cannot ensure that each plant’s HACCP system wxll cffectively
monitor microbial contamination.

GAOR EC{}M M ENDATIONS
To' zmprovc the safety of meat and pﬁnltry, GAQ recommends that the FSIS

Administrator devilop 2 mandatory HACCP system that Includes 'specific roquirements for

microbial testing and guidelines for determining when microbial test resuits warrant action by

the plant.  As part of this effon, the Administrator should assist meat and poultry plants in

" the development of their microbiat testing programs by, among other things, disseminating

information on the programs slready in operation, :
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