Managing Precipitation Risk
on New Mexico Rangelands

im and Tina are a married couple risk in one of two ways, depending upon
operating a small ranch in north- market conditions:

western New Mexico. They raise 1 \yhen dry weather leads to poor range

sheep and lambs on a 2,400-acre range unit conditions and a shortage of forage, they

shared among three family members. either sell a few sheep or buy some hay.

The carrying capacity for the land is 60 5 | yrices are high, they sell sheep. If prices

sheep units year-long or roughly 40 acres are low, they buy hay.

per sheep unit year-long. Tim and Tina hold ]

. ] . . The problem is, when drought occurs,
permits for 42 sheep units with the remain- ] )
der distributed between the two other fam- sheep prices are usually low and hay prices
lies are usually high. This leaves them with a

' difficult financial decision to make.

Every year, drought is a major risk that . o .
. . Tim and Tina like raising sheep. They are
threatens their opportunity to generate ) ) ) )
. . . proud of their heritage of working with the
a positive net income from their sheep ) o
land and animals. It is important to them
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that they keep a steady pres-
ence of sheep in their lives,
as they would like their three
children to experience the
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They would like to find
a better way to address the
risk of drought, other than
just reacting after it occurs.
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focused on addressing the risk
of drought. She has come across

Program

several mentions of an insur-
ance product from the USDA
Risk Management Agency (RMA)
called Pasture, Rangeland, For-
age (PRF) insurance that pro-
vides coverage based on a rainfall

index.

service

Decision Support Tool

She decided to visit the RMA
website (www.rma.usda.gov) to

check it out. There she discov-

They don’t want to stock
pile hay because of the capi-
tal investment involved and the risk of it going bad or
getting stolen before it can be used. They live close to
a public road and don’t have any good place to store
it. Similarly, they don’t see using a lighter stocking
rate or acquiring more permits as an option because
they cannot afford the luxury of holding onto extra
grazing resources just in case they need them.

online and

resources

exploring
educational

been
some

Tina  has

has located

ered a decision support tool that
allowed her to enter her location
and example coverage information to learn how the
insurance might have worked for their operation
over the last several years if they had purchased it.

A mapping tool allowed Tina to pin point their
range unit on a map. She had read that the PRF in-
surance rainfall indices were based on of grids 0.25
degrees longitude by 0.25 degrees latitude. The
mapping tool showed her where the grid boundaries




are and she discovered that their grazing unit was
spread across two different grids. Since it was all one
continuous range unit, she knew from her reading
that they could put all of their coverage in either one
of the grids or split it between the two, based on
how many acres are in each grid.

The value of PRF coverage is based on a county-
average grazing value per acre. Since their entire
range unit resides in their home county, coverage will
be based on the same county base value, regardless
of the grid they select for coverage. They can adjust
this value up or down between 60 percent and 150
percent of the base value for each coverage contract
to better match the dollar value per acre with their
coverage needs.

Rainfall Index Intervals

The rainfall index coverage for PRF insurance is
based on two-month intervals spread throughout the
calendar year. They could apply as high as 60 percent
of their coverage in any one interval, but they may not
overlap any intervals of coverage or select less than 10
percent coverage in any interval. Tina investigated dif-
ferent scenarios in each grid to see what the different
options might look like, based on past rainfall history
and current premium rates.

Tina liked the idea of spreading their rainfall cover-
age across all months of the year, because her research
was showing there was a high likelihood they would
cover their premium costs each year with indemnity
payments. Coverage offered by PRF insurance is based
on the selection of a coverage level, productivity fac-
tor, and selected index intervals. Tina adjusted these
parameters in the decision support tool as if she were
making the insurance selection until she got a prod-
uct she felt would best meet their needs. She then sat
down with Tim and showed him what she had put to-
gether, the selections she made, why she made them,
and how she felt this insurance product would help
them meet their risk management goals.

Coverage Levels

Coverage levels can be adjusted between 70
percent and 90 percent of expected rainfall. Higher
coverage levels have a higher probability of paying
anindemnity and a higher indemnity payment when
they do pay, but they also have a higher premium
cost attached to them. Tina settled on a 75 percent
coverage level, along with an 80 percent productiv-
ity factor. Combining these two factors, resulted in
total policy protection of $10,181 or $6.06 per acre.
She felt this was about right, given the productive
value of their range unit. Since, Tim and Tina owned
42 of 60 sheep units in the 2,400 range unit, their
insurable interest in the range unit is 70 percent,
resulting in $7,127 in policy protection for their op-
eration.

By selecting the 75 percent coverage level, they
would also qualify for the highest premium subsidy
level of 59 percent. As a result, the producer pre-
mium would be $757 to purchase coverage on the
entire range unit or only about $530 for Tim and Ti-
na’s 70 percent interest. Both Tim and Tina felt very
comfortable adding this expense to their operation



given the protection it would provide.

Analysis of Past Performance

Tina’s analysis showed that had they had this
coverage in place over the past 20 years, in 15 out
of those 20 years they would have received indemni-
ties greater than their premium. In only one of those
years would they have not received any indemnity.
Overall, their average indemnity per year for the past
20 years would have been $876, which meant an av-
erage net benefit of $346 after subtracting off their
premium costs.

Out of curiosity, Tim pulled up their financial
records to compare them with the timing of the in-
demnity payments they saw displayed in the deci-
sion support tool. He really liked how the years they
spent quite a bit of money on hay seemed to match-
up with the years PRF insurance would have paid
them a relatively large indemnity.
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Purchase Decision

Both Tim and Tina were impressed with how PRF
looked in the analysis. They decided that the next
step was to contact a crop insurance agent and check
into what it would take to purchase the insurance.
They knew it was too late to sign up for PRF insur-
ance in the current year, but with a November sign-
up date for the next calendar year of coverage, they
agreed it was important to get moving right away.

Additional Resources

RightRisk Courses
http://RightRisk.org > Courses

RightRisk Risk Analysis Tools
http://RightRisk.org > Resources

USDA Risk Management Agency
http://www.rma.usda.gov

USDA Farm Service Agency
http://www.fsa.usda.gov
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