
Voiceover: Welcome to the Applied Economic Perspectives & Policy podcast, a production of 

Oxford Journals and the Agricultural & Applied Economics Association. Today's podcast will 

feature professor, Vincent H. Smith, one of the authors of "Agricultural Insurance in Developed 

Countries: Where We've Been and Where We're Going." This article was recently published in 

the third issue of volume 34 of AEPP.  

Ian Sheldon: Welcome to the podcast. My name is Ian Sheldon. I'm the Andersons Professor of 

International Trade at the Ohio State University, and I'm also the featured articles editor for 

AEPP. Today, I'm going to be speaking to Vince Smith, who's a professor in the department of 

agricultural economics and director of the ag marketing policy center at Montana State University. 

And we're going to be talking about crop insurance, and I guess I should add that given the 

drought situation right now here in the U.S., and also the fact that crop insurance has made it to 

comedy through The Colbert Report, it seems a very appropriate time to be discussing this issue 

with events. And based on the paper that you've written for the journal with Joe Glauber-- so my 

first question is why are farmers not willing to pay for crop insurance? What's the underlying 

reason for that, do you think?  

Vince Smith: Well, it's not that farmers are necessarily unworried about risk. Most studies show 

that about 60 to 65 percent of farmers are risk averse or very risk averse. Not all farmers are risk 

averse, otherwise, they wouldn't be in farming-- I suspect-- some of them, but when you're 

managing risk, you have a plethora of tools available to you from sending your spouse out to 

work through buying herbicides and pesticides and managing your fertilizer in different ways-- 

managing the spatial location of your land and so on. It turns out that these are much less 

expensive ways of managing risk than purchasing all risk or multiple peril crop insurance at 

commercial rates. The loading-- the evidence and willing to pay studies basically, says the 

farmers are willing to pay very little over and above their expected returns from indemnities-- what 

we call loading factors-- for crop insurance coverage. Now, we've known this for a long time. 

There's a wonderful study by Bardsley looking at Australian farmers-- published nearly 30 years 

ago now that makes this point. Brian Wright has made this point-- the UC Berkeley distinguished 

professor-- that it's not risk aversion that matters. It is the opportunity cost of other ways of 

managing risk, and so we've seen the willingness of-- the number of farmers willing to pay more 

than five or eight percent on a loading factor is very, very small, and commercial farms require, 

typically, 40, 50, 60-- even 70 percent of a loading factor. The-- it's not in the paper, but the-- 

there are-- there's a private insurance that's mandatory for some wheat growths in New Zealand 

and for a loading-- when the effect of the loading factor looked like it was going to fall below 55-- 

60 percent, the insurance company said, "We're going to have to get out of the market."  

Ian Sheldon: So if farmers are unwilling to pay for it, it's expensive to supply it, why offer it?  



Vince Smith: Well, that's a profoundly interesting question. My view is it's a plausible story for 

farmers to acquire subsidies. If you listen to the current Farm Bill debate, you'll hear the farm 

lobby say, "We only want help when we need it." "Well, when do you need it?" "Well, when we've 

had a crop loss." "Well, how can we cover the crop loss?" "Well, insurance will do it. So help us 

get some insurance." And by the way, we face very special risks in farming. We've got pests that 

land. And you don't have pests that land on your students at your university-- we have all these 

weather-related risks. They're right about the story of some of their risks being unique to their 

business, but these are production not financial risks. And it turns out that farming-- if we take a 

look at the aggregate data-- is actually, financially, no more risky than any other small business in 

the-- especially given other government programs-- turns out to be a lot less risky. So the story is 

a political story, really, I believe. The origins of crop insurance-- it-- Franklin Roosevelt was in a 

race with his Republican opponent in 1936. He found out the opponent was going to announce 

crop insurance for people in Texas and so on-- the Dust Bowl areas. His spies found that out, so 

the day before Landon, his opponent, was going to announce a crop insurance program-- in-- 

somewhere in Iowa, he had a big speech. "We're going to introduce a crop insurance program," 

and it was to win votes in states like Iowa, Illinois, and Texas, and so on. And Franklin Delano 

Roosevelt was a very successful politician. The origins of this are very political. Today, we're 

looking at a huge crop insurance program well over a $100 billion in liability-- total dollar 

coverage, if everybody had a massive loss, we're looking at a program with about $11 billion. A 

premium of which the taxpayer is paying roughly $7 or $8 billion, and the farmers are picking up 

about 3 because of the subsidy structure of the taxpayer money, about $3 billion-- arguably, $2.5 

to $3 billion. In the future, we'll be going to crop insurance companies who if we didn't have the 

program wouldn't exist. So they have a powerful lobby, by the way, that works hard on this.  

Ian Sheldon: So even I have to have automobile insurance-- probably our mortgage lender 

requires us to pay money into an escrow for house insurance. Why not just mandate crop 

insurance rather than have subsidized provision of crop insurance?  

Vince Smith: This is a fantastic question, and the answer is farmers vote. They vote often, and 

it's not just the farmer and his wife, it's typically their mom and dad, too. And especially in the 

senate races, the farming constituency turns out to be a very significant proportion of the vote in 

states like Minnesota-- even New York. We think of New York as an urban state, but it's got a 

very substantial rural population. It's no coincidence one of the biggest supporters between 2000-

- 2006, of farm programs was Hillary Clinton-- a very strong supporter. And when you come to 

crop insurance because a farmer's getting a payment when they have had a production loss, 

typically, it looks to-- it looks like a Good Samaritan program. We're helping farmers when they 

need help. Now, do they really need financial help because they've had a loss this year? And the 

answer would be probably not. Most farmers know perfectly well they're in a production risky 

business. They manage their operations with risk. One of the major issues with introducing 

subsidized crop insurance is that we're transferring their risk to the taxpayer, and that allows them 

to take even more risk. So by solving the individual farmer's risky problem, we're actually creating 



a larger problem associated with production risk and other types of risks in farming for the society 

as a whole.  

Ian Sheldon: So if we just step away from the political economy story. I mean, this is a common 

one to most farm subsidies anyways-- here in the U.S. or in Europe.  

Vince Smith: Or where you and I grew up.  

Ian Sheldon: Yeah, exactly. Now, one of the technical argument-- one of the economic 

arguments for subsidies is that you've widened the pool because you bring in as many farmers as 

you can, and just a simple logic-- if any kind of insurance system is to-- is for the insurance 

company to be able to diversify their own risk across the pool. So, yes, you lower the risk of 

adverse selection, and the data you show in the paper-- clearly, there's been a huge increase in 

the number of farmers buying crop insurance or having access to crop insurance, but I wonder 

the converse of that would be how much are you loading up the moral hazard problem.  

Vince Smith: Well, you are-- you're-- two issues here. One is the adverse selection at issue. A 

private company tries to solve the adverse selection problem. The problem that if you've got a 

high risk and a low-risk insured individual in your pool, and you have to charge the same rate to 

both because you're not sure who's high and who's low risk. You tend to drive out the low-risk 

person, and keep the high-risk person. The private sector tries to solve that problem by creating 

multiple pools. So the-- if you're the higher-risk guy, and I'm the lower-risk guy, they find a special 

place for you, and they find another special place for me where I'm with people who look a lot 

more like me. And you're with people who look a lot more like you.  

Ian Sheldon: And actuarially, you can write--  

Vince Smith: And actuarially, then, you can write policies for people. We see this all the time in 

private insurers for health-- doing it between smokers and nonsmokers and between drinkers and 

nondrinkers, and they use those as indicators to pull people into different effective pools. The 

story with a U.S. crop insurance and, increasingly, with global crop insurance, is now we're not 

going to solve the adverse selection now by-- we're just going to increase the subsidies, so it's 

profitable for everybody to be in the pool. So, essentially, you're subsidizing a low-risk guy to get 

into the pool. And given the structure of the subsidy, you're also increasing a subsidy for the 

higher-risk guy as well who'd have been in the pool in the first place. So in a sense, the taxpayer 

is buying people-- the farmers-- into one big pool, and then you can turn around say, "Well, we 

don't have an adverse selection problem." And that, in some ironic sense, is true. We just have a 

big subsidy problem then. So it's a very different process between the private and the public 

when it comes to agricultural insurance.  



Ian Sheldon: But does this raise the monitoring cost on the moral hazard side of the story?  

Vince Smith: At the same time, you can engender increased moral hazard issues. We do know 

that crop insurance of subsidies have engendered moral hazard behavior. Work is that's being 

done by Barry Goodwin and I-- by Bruce Babcock and David Hennessy and by quite a few other 

people has shown that if you buy crop insurance, you are less likely to apply fertilizer, pesticides, 

herbicides-- if you buy-- if crop insurance is available, farmers are more likely to go into more 

marginal production areas with associated environmental concerns in that case associated with 

fragile lands and erodible soils and so on. Now, that issue is more of a problem, geographically, 

in states like Texas and Montana, where you're-- you got semi-arid farming-- a little bit less of 

problem, probably, in Ohio, but still very extent. Barry Goodwin and I did work on Kansas, and 

that was-- I think that paper's one of the-- I hate to say seminal. It sounds very self-important, but 

it's a very widely cited paper, and we found those Kansas guys would come back probably about 

a third on the use of agricultural chemicals if the had insurance as compared to where-- whether 

they didn't have insurance. That's a big effect, and there were other subtle effects. Anecdotes are 

never a good place for an economist to go to make their point, but if you illustrate a general point, 

maybe they're useful. We're seeing more farm-- more people now buying machinery and 

equipment on farm leased land-- having no equity in the land. Now-- because they can buy-- they 

can cover their risks with crop insurance rather than equity-based sources for once.  

Ian Sheldon: So what I found surprising about your paper, I mean, in my academic work-- I'm a 

trade economist-- the first thing I look at on any policy analysis, of course, is the welfare effect. So 

why haven't we done this in agriculture economics with respect to crop insurance?  

Vince Smith: Well, other than Bardsley-- where they sort of get at that, we haven't. The 

question's rarely been asked. Well, how does it affect the welfare of the farmer? Well, that 

produces surplus. We don't. Nobody's actually looked at consumer surplus. There have been 

general assertions about mulgie will affect the supply curve and so on for corn or whatever it is-- 

will increase the supply of corn. And-- but nobody's attempted to put together a standard welfare 

story. What are the taxpayer costs? What are the consumer gains? What are the producer 

surplus gains? Now, we, usually-- well, the deadweight cost. Now, we usually think of a 

deadweight cost as earlier today, because today is the first day of the AAEA conference. We 

heard a wonderful talk by Rich Sexton, the incoming president, and he mentioned an old adage-- 

a Harberger-- an Arnold Harberger adage -- adage that deadweight cost triangles are small 

because they're triangles, but redistribution costs a lot. Well, here it turns out we're dealing with 

insurance products that would not exist absent of the subsidies. That-- there's just no market for 

them absent the subsidies. So it turns out we're not looking at triangles-- as we show in the 

paper-- we're looking at trapezoids. We're looking at rectangles plus triangles, and we're looking 

at every dollar spent on this program by taxpayers is a deadweight cost-- the-- almost by 

definition.  



Ian Sheldon: Right, because the product-- because it didn't exist.  

Vince Smith: Yes.  

Ian Sheldon: Or crop insurance wouldn't otherwise exist. 

Vince Smith: Or to put it differently, all of the consumer and producer surpluses out of this 

program is coming out of the taxpayers' funds. So you've got triangles. You've got surpluses 

accruing to, for example, the insurance companies. You've got surpluses accruing to the buyers 

of insurance-- that's the farmers-- and it's all coming out of substantial taxpayer costs. Now, the-- 

nobody has tried to do a normal welfare accounting exercise for this program.  

Ian Sheldon: Now, given the--  

Vince Smith: That includes, shamefully, myself.  

Ian Sheldon: Right, so given that farmers are benefitting from the program, this would be one of 

the surpluses-- given that suppliers of crop insurance otherwise-- without this supply considerably 

less and wouldn't-- at least, on the basis of your paper, wouldn't supply any--  

Vince Smith: Well, the whole agricultural insurance industry, effectively, wouldn't exist.  

Ian Sheldon: Right, but you mentioned earlier that this is a political issue. To use Bagwarti 

phraseology, how much of this surplus is simply wasted indirectly on productive rent-seeking 

behavior?  

Vince Smith: Well--  

Ian Sheldon: And not on top of the deadweight-- 

Vince Smith: On top of the deadweight losses. A not-to-be-named member of a farm lobby 

group, told me a wonderful anecdote. He said, "When I go in to talk with congressional offices, it's 

usually me and one other person." More than once, he and that one other person have been 

meeting, say with a representative or a senator, and they've been shuffled out the back door, 

and, literally, a phalanx of agricultural insurance industry lobbyists have marched right in, a dozen 

or so at a time. Now, that's again an anecdote. And anecdotes really are dangerous. But it does 



tell you that the national crop insurers associations-- agent's associations-- they get out there, 

and they lobby, and they lobby intensively. They-- they're spending millions of dollars on lobbying. 

Now, the data are not transparently available on what their lobbying costs actually are, but if I 

took a mean view, and said every dollar that's spent on these associations is lobbying, they would 

be quite substantial. So we do have-- we do see waste. We also are going to see waste in a 

different way. Per farmer, there are a lot more insurance agents in Iowa than there are in north 

Texas or west Texas or Montana, and if you look at the underwriting gains that accrue historically 

up to this year at least-- have accrued in Indiana and Iowa, Illinois-- the famous Iowa Corn Belt 

states. Those underwriting gains have been very substantial. So the profitability of books of 

business has been substantial. So at least until 2011, the compensation rates paid to agents by 

companies-- because you're an independent agent. You sell policy. You then can decide where 

to allocate this policy among the different companies. And the companies, historically, have 

competed heavily for your book of business-- almost all of the major company-- almost all of the 

insurance companies operate in the I states. In Montana or in North Dakota or western North 

Dakota or in the dry parts of Texas, underwriting gains have been much lower, and so the 

profitability of the books of business has been much lower. And the data show unequivocally two 

things. One-- fewer companies enter those markets, and two-- agents are paid much less. So 

what we're seeing is the classic rent seeking by agents. They're more agents per farmer than you 

actually need to sell the insurance, and where it's a proper business for the companies. So you've 

got wasted resources there in the classic economic sense of Pelton’s rent-seeking stories. In 

states where the business is less lucrative, you have fewer agents. You have fewer companies. 

You probably have much more efficient delivery. The story of rent-- the rent seeking story here is-

- really is-- it comes to light when you look at state by state how the structure of the supply side of 

the insurance industry differs-- quite fascinating. And it-- this is not so heavily discussed in this 

paper, but in other research that I've been able to do with Dr. Glauber and a colleague from ERS, 

Robert Smeads, the story comes out quite starkly.  

Ian Sheldon: The paper is about more then just U.S. crop insurance, and I think it's an important 

point that you bring together data and discussion of other countries. We have another paper-- a 

companion paper where the switch covers weather index insurance particularly in developing 

countries. So, I guess, the question I wanted to ask was with this growth of insurance around the 

world with its focus on helping developing countries' farmers figure out ways of dealing with risk, 

why can't we have a global insurance industry that provides this privately? What is it that 

prevents-- in a sense of--  

Vince Smith: Same problem is extent in developing countries as it exists in developed countries. 

Every study we've looked at for a willingness to pay says farmers are not willing to pay very much 

for these products. Why? Because as Hans Pennsmeiers notably said-- they actually know a lot 

about managing risk-- a lot more than economists that are lead about it. And so this issue of-- is 

crop insurance or weather-based index insurance a viable tool that could be commercially 

operated offered-- the answer seems to be no. Now, there is a caveat to that. In Canada, and in 

the U.S., in particular, there are few companies now offering fairly complex weather derivative 



insurance type products, and they claim they're going to be successful. Now, they've been in 

business for one or two years, and that business is combined with providing index based 

insurance to Macy’s to avoid snowstorms and-- at Christmas time because it's the same. It's the 

same data and all that. I think the most disturbing issue here is the following-- when we look at 

the very poor countries-- countries like Malawi, Tanzania-- we're talking about the poorest 

members of those communities, and we start putting monies-- public monies-- into trying to push 

insurance products, the real question is is that a good use of those aid dollars or should be we 

using those dollars in other ways? If the story that we tell in this paper for developed countries-- 

from a welfare perspective, applies equally-- and that's an if-- but if it applies equally in 

developing countries, then we have serious concerns about whether or not The World Bank, for 

example, should be investing monies in crop insurance programs in Kenya or Mali or 

Mozambique. And because those dollars have-- essentially, these are taxpayer dollars-- not 

necessarily taxpayers from within the country, but because these dollars have such a high 

opportunity constant need settings, I think this becomes a very critical-- both economic welfare 

and ethical question in terms of what should we be doing in terms of aid-- in terms of suggesting 

ideas that haven't evolved within those settings. I think this is extremely-- an extremely important 

issue especially in the development context. I-- by the way, glad you asked to do the developed 

country context because I think the story is very ambiguous there, and we have a lot more data.  

Ian Sheldon: My last question relates to the issue of crop insurance in the context of the WTO 

rules. I was actually, frankly, quite surprised as a trade economic to see that countries were 

reporting these policies as amber box policies, but I guess from reading the papers, if I 

understand it correctly, they don't violate the rules in a sense that they're presented as non-

product specific policies. When, in fact, trade economists like David Blanford have argued, "No, 

they're really-- they are product specific enhanced or clearly trade distorting." So what's your view 

on--  

Vince Smith: As much as I hate to agree with David, he and I shared an office when we were 21 

when we were both graduate students in Manchester.  

Ian Sheldon: So I guess my question--  

Vince Smith: David is right. David is right in the following sense. The amount of monies that go 

to wheat or corn are readily identifiable in terms of subsidy. They affect the farmers' decision 

about planting corn versus soybeans and so on. In my view, David is right. And, in fact, the U.S., 

for example, reports Europe-- it reports all of its crop insurance subsidies as amber box, where 

it's the subsidy of what's estimated to be in the farmers' premium, which is-- does not include the 

commercial cost of delivery. They have a separate subsidy for that. They claim that other subsidy 

is infrastructure. Well, horse hockey. That's nonsense. I mean, that's just a-- that is bureaucratic 

double speak. Fundamentally, if WTO dispute resolution case was to be heard-- say, China 



brings a case against the U.S. on wheat. If I were advising China, I would say, "You make sure 

that you argue that every dollar of crop insurance subsidy is crop specific, given you're arguing on 

wheat, and my biggest-- 

Ian Sheldon: Count it in the AMS. 

Vince Smith: -- and should be counted as a crop specific AMS, and my bet is you're-- these 

dispute resolution processes with the-- with a committee that hears the case, and then the 

appellate committee-- my guess is that you have a very good chance of having those committees 

say, "Yes, you're right” because, fundamentally, they are crop specific.  

Ian Sheldon: So is there-- I mean, it's the-- 

Vince Smith: The counterclaim, by the way, I'm sorry-- the counterclaim is-- "Well, we're 

subsidizing at every crop at the same rate. So it's the same thing." Well, you and I know enough 

economics to know that’s not a good argument.  

Ian Sheldon: So is there anything in-- it's a while since I've looked at the-- agreed on modalities 

in the discussion document on the table in Geneva with the current round. Is there anything in 

that document that hints at--  

Vince Smith: Well, I don't think there's anything in the document as it currently stands because 

crop insurance subsidies are a politically powerful way of supporting farmers, I do know that in 

2008, the Europe-- several European countries were talking with the United States and saying, 

"Maybe you want to view crop insurance more leniently. So change the modality, so that-- " I think 

it's paragraph seven of the agriculture annex is more generous to subsidies in this area, but 

they're unambiguously production-distorting subsidies. They're unambiguously amber box-- just 

from first principles. You're increasing the expected return from a crop on a current production 

basis in as a direct a way as you possibly can. These subsidies are not even capped on a per 

farm or a per farmer basis. And, typically-- so there's not even a hint of a case to claim that 

they're not your amber box, and so David is right. I couldn't agree more with him.  

Ian Sheldon: Well, on that note, I think we'll-- we're finished with this pretty wide ranging 

discussion that we've had of crop insurance. So, Vince, I'd like to thank you very much for being 

part of the podcast.  

Vince Smith: It's been a real pleasure.  



Ian Sheldon: You can learn a lot more about the topic by reading the paper that Vince has 

written with his colleague, Joe Glauber. And, also, I'd like to make a pitch for the companion 

piece by Mario Miranda and Katie Farren, which goes into similar depth and detail on crop 

insurance in developing countries-- something that we alluded to during the discussion.  

Vince Smith: Oh, that's a great paper, too. It really is.  

Ian Sheldon: So thanks very much.  

Vince Smith: Thank you.  

Voiceover: Vincent H. Smith is a professor of economics in the department of agricultural 

economics and economics at Montana State University. You can find his article, which was co-

written by Joseph W. Glauber, chief economist at the USDA, in volume 34, issue 3 of AEPP. If 

you have any feedback or follow-up questions, please send an email to 

podcast@oxfordjournals.org. If you are interested in learning more about AEPP or signing up for 

free AEPP content alerts, visit aepp.oxfordjournals.org. For more information about the 

Agricultural & Applied Economics Association, visit aaea.org. The music featured in today's 

episode is the song "Forward" by Northbound. You can find it online at freemusicarchive.org. 

Thanks for listening.  


