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Preface

This self-study guide is designed to provide live-
stock producers, insurance agents, and educators with
information about USDA Risk Management Agency’s
Livestock Risk Protection program. Livestock Risk
Protection insurance (LRP) provides single-peril price
risk coverage for future livestock sales and can be used
as a risk management tool for livestock producers.

This study guide is presented in five chapters with
each chapter broken into several subsections. Also, an
appendix containing example forms used in the LRP
program is included. The first chapter provides a gen-
eral overview of LRP and discusses some requirements
of the program. Chapter two presents rules and policy
provisions of LRP, along with advantages and draw-
backs the program may have relative to other hedging
strategies. The third chapter explains how the program
works including terminology unique to LRP, price
reports used to provide price insurance, and calculation
of premium costs. Chapter four explores LRP basis
and how it differs from futures basis. The chapter also
examines how LRP basis is less risky for some LRP
users. The final chapter presents an example of using
LRP and how to calculate actual sale prices. Several
scenarios with varying levels of price and basis are
evaluated. A quiz at the end of each chapter can help
readers check their understanding of the material from
that chapter. Answers for the quizzes can be found at
the back of the guide.

Other resources pertaining to LRP insurance are
available online at www.Irp.unl.edu. This Web site
contains links to USDA LRP resources such as the
premium pricing web site and the agent locator. Publi-
cations discussing other aspects of LRP in detail, such
as LRP basis, are available. Finally, there is a series
of video lectures that correspond to the chapters in this
study course. The video lecture includes slides along
with narration discussing the material presented in this
self-study guide. Each video can be downloaded and
viewed as a complement to this guide.

Although the chapters are fully integrated and in-
tended to be studied sequentially, they also can be used
individually for producers or insurance agents with
different information needs.

The information contained in this self-study guide
to LRP is based on the 2005 crop year underwriting
rules for Livestock Risk Protection insurance. Modi-
fications to the LRP insurance program in subsequent
years may change the interpretation and use of some
information in this guide. Therefore, users should
always check with their insurance agents and USDA
RMA underwriting rules for current rules and regu-
lations relating to the use of LRP insurance. Also,
updates may be provided online at www.lrp.unl.edu.
While the information in this self-study guide is be-
lieved to be accurate, no guarantee or warranty is made
to its accuracy or completeness.
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Chapter 1
What is Livestock Risk Protection Insurance?

In this chapter, you will learn:

= what Livestock Risk Protection insurance
(LRP) is;

= how to enroll;

= what livestock can be insured with LRP;

= where and when LRP is available;

= how to purchase LRP;

= how many head of livestock are insurable under
LRP;

= what lengths of insurance coverage are available;
and

= how LRP is useful as a risk management tool.

1.1 Introduction

If you were a hog producer in 1998, you likely re-
member the effects of large price declines on a farming
operation. More recently, cattle producers have expe-
rienced the potential risk of substantial price decreases
as a result of animal diseases. These two situations
demonstrate that it is increasingly critical for livestock
producers to mitigate price risk. Traditional strategies
for protecting price levels have used futures or options
hedging or cash contracting. In 2002, USDA Risk
Management Agency (RMA) introduced Livestock
Risk Protection insurance (LRP) to provide another
alternative for protecting price levels for future sales
of hogs and cattle.

LRP provides single-peril price risk protection by
paying livestock producers if a national cash price
index falls below an insured Coverage Price level. Es-
sentially, a Coverage Price is selected by the insured,
and if the cash price index is below that Coverage
Price at the end of the policy, an indemnity equal to the
difference is paid to the insured producer. The pro-
gram operates much like a put option in that it allows
producers to establish a floor price for protection with
the ability to participate in price rallies. In return for
this protection, the producer pays a premium for the
price insurance.

Suppose that LRP had been available during the
$30/cwt to $40/cwt decline in the 1998 hog market.
The price protection could have helped a hog producer
during the period of low prices. Assume, for example,
a producer had been able to purchase LRP cover-
age for mid-December 1998 near break-even price
levels around $42.00/cwt at a cost of approximately
$2.00/cwt. When hog prices reached a low of around
$20.00/cwt, the LRP insurance would have paid an

©The Board of Regents of the University of Nebraska. All rights reserved.

indemnity of approximately $22.00/cwt (the difference
between the Coverage Price and actual price) at a cost
of $2.00/cwt. Many producers could have prevented
substantial losses with this type of price protection.
(Remember, this is a hypothetical example as LRP was
NOT available in 1998.)

LRP Coverage Prices and premiums are market
based and are determined by futures and options pric-
es. LRP only offers price protection—no other peril
is covered including death loss or poor performance.
The policy does not guarantee a cash price received
but rather the right to collect an indemnity based
on average cash market prices. As with traditional
hedging strategies, basis risk must be considered, but
the basis risk when using LRP is different than when
hedging with futures contracts. The implications of
basis on LRP hedges will be covered in Chapter 4.

1.2 Enrollment

All owners of livestock located in eligible states
can apply for an LRP policy with a certified crop insur-
ance agent. The USDA Web site (www3.rma/usda.
gov/apps/agents/) provides an Agent Locator Tool that
lists agents who sell LRP in certain areas.

To enroll, a producer contacts a certified agent
and completes an application. The application asks
for general information such as address, phone num-
ber, social security number, and type of livestock to
be insured. The agent then submits all information
to RMA’s online electronic database system. After
USDA approves the policy, the agent is notified and
in turn, reports the acceptance back to the producer.
Enrollment in the program by obtaining a policy es-
tablishes the right, but not the obligation, to purchase
coverage. Enrollment alone incurs no cost to the ap-
plicant. The actual price insurance coverage is ob-
tained with a Specific Coverage Endorsement (SCE),
which can be thought of as an addition to the basic
policy that binds coverage.

Coverage cannot be purchased without completing
the proper application process, which can take from a
few minutes to a couple days. So, producers planning
to cover livestock prices using LRP would benefit by
enrolling in advance. Once enrolled, obtaining cover-
age is a relatively quick, simple process. The day that
a producer decides to purchase coverage is generally
not the day to begin the enrollment process in the pro-
gram. An example of the enrollment application can
be found in Appendix 1.
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1.3 Qualifying Livestock

One important consideration is to determine the
eligibility of livestock under LRP provisions. Essen-
tially, producers must expect the livestock they insure
to have certain weight and quality specifications at the
time the livestock are marketed (and insurance cover-
age ends). It is important to note that the livestock are
expected to meet certain quality and weight require-
ments. However, if the livestock do not meet those
expectations, LRP coverage is not affected nor is the
right to an indemnification. These specifications are
fairly broad and include most market livestock.

For the swine program, producers must expect the
insured market hogs (barrows and gilts) to weigh 150
to 225 pounds on a dressed weight basis. Fed cattle
that are insurable include both steers and heifers that
will grade Select or higher, Yield Grades 1-3, weighing
1,000-1,400 pounds (live weight basis). Covered feed-
er cattle are divided into two weight classes—Iess than
600 pounds and 600 to 900 pounds. Steers, heifers,
and Brahman and dairy breeds in both weight classes
can be insured. Also, bull calves of any breed expect-
ed to weigh less than 600 pounds can be insured.

1.4 Eligible States

The livestock insured with an SCE must be located
in an eligible state. The 2005 pilot program included
19 states': Colorado, Illinois, Indiana, lowa, Kansas,
Michigan, Minnesota, Missouri, Nebraska, Nevada,
North Dakota, Ohio, Oklahoma, South Dakota, Texas,
Utah, West Virginia, Wisconsin, and Wyoming. Cov-
erage of swine, feeder cattle, and fed cattle is available
in all 19 states. It is not necessary for the owners of
the livestock to reside in the eligible state—only the
insured livestock must be located there. For example,
a feedyard in Nebraska may custom feed cattle owned
by a person living in Montana. Even though Mon-
tana is not an eligible state, the owner could apply for
and purchase LRP coverage because the cattle are in
Nebraska.

1.5 Substantial Beneficial Interest

To be eligible for LRP insurance, an applicant must
have a substantial beneficial interest (SBI) of at least
10 percent ownership in the livestock. SBI is tracked
in the LRP program because there are limits to the
number of livestock any one producer can insure.

If the applicant has a spouse, the spouse is typically
considered to have substantial beneficial interest in the
applicant’s livestock unless specific conditions as out-
lined by Federal Crop Insurance Corporation (FCIC)

! The LRP program is expected to expand to include other states.
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procedures and provisions can be proven. To be con-
sidered individual farming entities, spouses must prove
separate ownership of land as well as separate capital,
accounting of equipment and/or labor costs, manage-
ment, and records maintained, and that neither spouse
receives a benefit from the other’s farming operation.
The spouse of an applicant is generally considered

to have an SBI in the livestock to prevent a single
household from insuring double the maximum number
of head for a given crop year. An example of the SBI
form is located in Appendix 2.

SBI is particularly important when the insured
entity is a corporation or some group other than a sole
proprietor. When that is the case, all individuals with
at least 10 percent interest in the insured entity must be
included on the SBI form filed with the entity’s insur-
ance agent. Because the purpose of delineating SBI is
that no individual can insure more livestock than the
maximum allowed per insurance crop year (July 1 to
June 30; see Table 1.1, Section 1.7), individuals must
count their share of livestock owned by other entities
in which they hold SBI. For example, Joe Farmer
has a 75 percent interest in JF Farms, Inc. JF Farms
owns 1,000 head of fed cattle insured under LRP. Joe
Farmer also has 1,000 head of fed cattle insured as a
sole proprietor. Therefore, Joe Farmer has a total of
1,750 head of fed cattle covered with LRP insurance
(750 from his interest in JF Farms, Inc. and 1,000 head
as a sole proprietor).

If livestock are owned by more than one person
or entity, it is not required that all owners insure their
share of the livestock. An owner can purchase LRP for
his or her share of the livestock independently of the
decisions of any other owners. For example, Freddy
Farmer jointly owns 1,000 head of fed cattle with his
sister Renee Rancher; each owning 50 percent of the
cattle. Freddy and Renee can each choose indepen-
dently to insure their share of the livestock.

1.6 Purchasing Coverage

Once enrolled in the program, coverage for live-
stock can be obtained any time a producer chooses
(during hours of program availability). Again, it is
important to note that enrolling in the program costs
nothing. No costs are incurred and no price protection
is obtained until the coverage is bound with an SCE.
Coverage is available for purchase from approximately
5:00 p.m. until 9:00 a.m. (Central Time) the follow-
ing day, Monday through Friday. The coverage levels
and premium rates posted each afternoon are based on
the daily futures and options market prices and, once
set, are fixed for the remainder of the day (until 9:00
Central Time the next morning). The process of pric-
ing the insurance on the daily market and not allowing

©The Board of Regents of the University of Nebraska. All rights reserved.



coverage to be purchased while markets are trading
reduces the opportunity for adverse selection. LRP
premiums will be discussed in Section 3.6.

1.7 Contract Size

The SCEs provide some flexibility to producers.
There is no maximum number of SCEs a producer
can have at any time so long as the total number of
livestock does not exceed the annual limit. There are
maximums on the number of head that can be covered
under LRP and also on one SCE (Table 1.1).

Table 1.1 LRP Coverage Limits

Swine Fed Feeder
Cattle Cattle
Per Specific Coverage
Endorsement 10,000 2,000 1,000
Per Crop Year
July 1-June 30 32,000 4,000 2,000

There is, however, no lower limit to the number
of livestock that can be covered per SCE. An SCE
can cover any number of head whether it is 50, 20
or even as few as 1. This feature makes LRP useful
to producers with smaller herds who may not have
enough livestock to effectively use futures and option
contracts to hedge price risk. For example, one feeder
cattle futures contract from the Chicago Mercantile
Exchange covers 50,000 pounds. A contract of this
size represents about 67 head of feeder cattle weighing
750 pounds each. Some producers simply do not have
that many cattle or do not want to hedge this portion of
their production with one strategy or at one time. With
LRP, if a favorable premium is available but a produc-
er only wants to insure a portion of their livestock, that
producer can choose to do that. The same principle
is true for fed cattle and swine—each 40,000 pound
contract represents about 33 head of fed cattle at 1,200
pounds or 216 head of market hogs at 250 pounds on a
live weight basis.

Additionally, the CME feeder cattle futures con-
tract represents 700 to 849 pounds, medium and me-
dium/large #1 steers. Hedging feeder cattle that do not
meet those standards involves a cross hedge that can
create additional risk (the price differential between
cattle represented by the feeder cattle futures contract
and other types of cattle). LRP uses a price adjust-
ment factor for feeder cattle to more accurately reflect
the value of other types of cattle that can be covered.
These price adjustment factors will be discussed in
Section 3.5.

©The Board of Regents of the University of Nebraska. All rights reserved.

1.8 Endorsement Length

LRP provides some flexibility in the length of
coverage offered. There are several alternative lengths
of coverage available that producers may select to cor-
respond to the marketing date of the livestock. To de-
termine the proper endorsement length, calculate how
long it will be before the livestock are market ready.
Then, select an endorsement length with an end date as
close to the market date as possible. The LRP pricing
page lists the actual ending dates for each endorsement
length. The Web site will be discussed in Section 3.3.
Endorsement lengths for the different LRP products
are shown in Table 1.2.

Table 1.2 Endorsement Lengths.

RP

LRP LRP L
Months Weeks Days Fed Cattle Feeder Cattle Swine
3 13 91 4 v v
4 17 119 v v v
5 21 147 v v v
6 26 182 v v v
7 30 210 v v
8 34 238 v v
9 39 273 v v
10 43 301 v v
11 47 329 v v
12 52 364 v v

Policy provisions allow some flexibility as to when
the livestock are marketed relative to the end date
of the coverage. The livestock can be sold up to 30
days before the end date and any time after the end
date; however, selling the covered livestock before the
coverage’s end date creates some risk that will be
addressed in Section 2.3.

1.9 Risk Protection

LRP is a risk management tool—it is not designed
to be a price capture mechanism or profit enhancer.
Generally, LRP will not help a producer make an extra
$0.25/cwt. The program is more useful in preventing
large, potentially devastating losses to an operation
in the event of large price declines. A good strategy
may be to view LRP insurance premiums like crop
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insurance premiums. In calculating the break-even
cost of crop production, farmers typically consider
crop insurance premiums as another cost of produc-
tion. In much the same way, premiums for LRP may
be incorporated as part of the break-even price for
livestock. The producer can then select a coverage
level near that break-even production cost. With this
strategy, a producer can still participate in price rallies
while hedging against prices below the break-even that
would result in losses.

An important factor when considering a purchase
of LRP is the time to buy coverage. Premiums for
a given level of price protection are generally less
expensive when prices are high and/or increasing. In
this situation, it is less likely that the coverage level
will pay an indemnity; therefore, insurance coverage
will be less expensive. This situation may offer an
opportunity to lock in a floor price near break-even
prices for a relatively inexpensive premium. Con-
versely, if prices are low and/or declining, premiums

may be more expensive for the same level of coverage.
As prices drop, it is more likely that a Coverage Price
level will result in payment of an indemnity; therefore,
coverage becomes more expensive. Often, wait-

ing until market prices decline (and the insurance is
needed more) may not be the best time to begin buying
LRP coverage. Rather, periods of higher prices may
be the best opportunity to protect a break-even cost

of production or a profit for a relatively inexpensive
premium.

1.10 Summary

This chapter covered what LRP is, how to enroll,
which livestock can be covered under LRP, and in
which states LRP is available. It also explained how to
obtain coverage, what SCEs are, and what lengths of
coverage are available for LRP. The chapter conclud-
ed with a discussion of why LRP can be a good risk
management tool.

Check for Understanding: Chapter 1

1 T F Feeder heifers are not eligible for LRP insurance.

2 T F Livestock owners do not have to live in an LRP eligible state to insure livestock as
long as the livestock are located in an eligible state.

3 T F For partnerships or corporations insuring livestock with LRP, individuals with at
least 10 percent ownership interest in the partnership or corporation must be
listed on the SBI form.

4 T F LRP insurance can be purchased during regular business hours (8-5, M-F).

5 T F A specific coverage endorsement (SCE) must cover at least 10 head of hogs
or cattle.

6 T F The minimum number of livestock insurable under LRP is more flexible than
hedging with futures or options contracts.

7 T F LRP insurance has endorsement lengths available up to 26 weeks for swine and up
to 52 weeks for feeder and fed cattle.

8 T F Insured livestock cannot be sold before the expiration of coverage without voiding
the insurance coverage.

9 T F LRP insurance is a good tool for enhancing profits and capturing higher prices.

10. T F When price levels are high, cost-of-production or break-even prices often can be
insured with relatively inexpensive LRP premiums.

4 @ ©The Board of Regents of the University of Nebraska. All rights reserved.



Chapter 2
Additional Policy Provisions—LRP Advantages and Disadvantages

In this chapter, you will learn:

= specific perils protected by LRP insurance;

= [ivestock ownership requirements of LRP;

= how LRP provides flexibility and guaranteed
premium pricing to users;

= how to transfer coverage or assign an indemnity;

= why offsetting transactions and lifting hedges
are not allowed when using LRP; and

= how LRP can reduce basis risk.

2.1 Introduction

Livestock Risk Protection (LRP) insurance is a rel-
atively simple program in comparison to some hedging
strategies, and Chapter 1 provided a basic description
of how the program insures livestock selling prices for
producers. Basic program provisions such as the states
where LRP is available, which livestock qualify, how
to enroll in the program, how to purchase coverage,
and annual insurable limits were covered in the open-
ing chapter. Also, the first chapter discussed how LRP
can be used as a risk management tool. A producer
may wonder, “If LRP operates like a put option (as de-
scribed in Section 1.1), is it better to use one than the
other?” Chapter 2 focuses on some rules and policy
provisions of LRP and addresses how some rules may
be advantageous or disadvantageous to producers.

2.2 Single-Peril Coverage

Recall from Chapter 1 that LRP provides price
protection for insured livestock by establishing a floor
price for the insured livestock. The insurance pays an
indemnity if a national cash price index falls below the
insured price level at the end of the coverage period.
LRP is single-peril insurance in that it only provides
protection against price declines. No other type of loss
is covered by LRP, including mortality, condemna-
tion, physical damage, disease, individual marketing
decisions, local price aberrations (basis changes), or
poor animal performance. For example, if livestock
do not gain as well as the producer had expected, the
lost production is not insured. Assume a cattle feeder
plans to sell 1,300 pound steers when enrolling in LRP
but the steers only weigh 1,200 pounds when sold.
The total value of lost production (insured price level
multiplied by 100 pounds) is not insured; however,
any indemnity paid (the difference between Coverage
Price and the national cash index at the end of cover-
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age) will be calculated based on the originally insured
1,300 pound steers (the amount originally insured and
listed on the Specific Coverage Endorsement or SCE).
Also, because mortality is not insured, the value of any
livestock that die is not indemnified by the LRP policy.
If a hog producer has 500 head of market hogs insured
with LRP and 10 die, the total value of the dead hogs
is not insured (insured price multiplied by the num-
ber of dead hogs). However, if the owner reports the
death of the insured hogs to the LRP insurance agent
within 72 hours, these dead hogs are still eligible for
an indemnity if one would be paid based on market
conditions (the indemnity would be paid for the total
number of head insured). Some producers might
consider factoring in death loss when purchasing
coverage. Assume Joe Farmer has 100 hogs to insure
and knows he generally has a 2 percent death loss; he
might decide to purchase coverage for only 98 head.

The potential problem with factoring in death loss
when purchasing coverage like this is that the policy
holder must keep close track of how many animals
died. If Joe has more than two hogs die, he needs to
report the additional deaths to prevent voiding cov-
erage on the dead animals. If Joe forgets to report
additional deaths, the amount insured on the SCE will
be reduced by the number of deceased head with no
refund of premiums. However, if he insured all 100
head and reported any deaths that occur, he does not
have to worry about which hogs need to be reported
and which do not. By reporting all mortality, Joe has
established a good habit to consistently report the
death of covered animals, and he does not have to
count how many hogs die before he must start report-
ing.

The LRP policy does not prevent a policy holder
from obtaining separate coverage for any other peril
such as lightning, drowning, or full mortality. In order
to protect against any of these losses, producers must
obtain a separate property and casualty insurance

policy.

2.3 Livestock Ownership

As Section 1.5 discussed, an applicant for LRP in-
surance must have Substantial Beneficial Interest (SBI)
in the insured livestock. The insurance company,
any person designated by the company, or any person
designated by a USDA agency may request proof of
ownership of insured livestock at any time up to three
years after the end of coverage. Ownership can be
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verified by the purchase receipts from prior owners,
financing documents from a lender that financed the
livestock purchase, or a bill of sale when the insured
livestock are sold. Alternatively, third-party state-
ments may be used to verify ownership. For example,
if a veterinarian or feed supplier is familiar with the
operation, has visually inspected the insured livestock,
and can attest to the insured’s ownership, that veteri-
narian or feed supplier can provide a written statement
stating the time and number of livestock owned by the
producer.

Another issue to consider when discussing owner-
ship is the cash sale date of the livestock. The LRP
coverage has a specific ending date (see Sections
1.8 and 3.2) when the indemnity is determined. The
insured party must maintain ownership until at least 30
days prior to that ending date. If the livestock are sold
more than 30 days before the end date, the insurance
coverage is void and premiums are not refunded.

It may be difficult for a producer to time selling the
covered livestock with the expiration of the insurance.
There may be production issues, such as the livestock
gaining weight faster or slower than expected. This
may be more of an issue for feeder cattle and fed cattle
than for swine. However, livestock can be sold any
time after 30 days before the end date or any time after
the end date without voiding coverage. By allowing
this marketing window of 30 days prior to the end
date designated on the SCE, producers are provided
some flexibility to address individual marketing and/or
production needs. Although it may be favorable or
even necessary to sell livestock prior to the LRP cover-
age end date (but still in the allowed 30-day window),
doing so creates some price risk (Figure 2.1). If prices
are below coverage levels at the time of the cash sale,
the producer will receive a lower cash price. Then, if
prices rise between the cash sale and the ending date
of coverage, the producer will not receive as large an
indemnity or may receive no indemnity at all. Es-
sentially, the producer is losing the price protection
provided through paying the premium.

No Indemnity Paid On End
Date—No Protection

Coverage Price Level

Planned
Protection

l Cash Market Value
Actual Sale 30 Days End Date Actual Sale 30 Days
Before End Date Of SCE After End Date
1
Figure 2.1

One factor to consider when determining when to
sell livestock is the potential for future price move-
ment. In other words, if a producer delays sell-
ing cattle (particularly after the end of coverage is
reached), what is the chance prices will go up or
down? To assess this situation, consider the change in
price relative to some point in time before that point.
Table 2.1 below shows the average 30-day change in
price for swine, fed cattle, and feeder cattle as well as
the largest increase and decrease for each.

Table 2.1 30-Day Price Change (2001-2004).

Largest Largest
Average Decrease Increase
($lcwt)  ($lewt)  ($lcwt)

Swine

(CME Index) -0.19 19.10 12.64
Fed Cattle

(5-Area Price) 0.22 25.56 18.57

Feeder Cattle
(CME Index) -0.05 15.26 6.72

The data indicate that, on average, there is little
incentive to delay selling livestock for 30 days. Only
fed cattle have a higher average price relative to 30
days before at $0.22/cwt higher, while swine and
feeder cattle had lower average prices relative to 30
days before. However, there is significant risk of large
decreases, up to $25.56/cwt for fed cattle, $19.10/cwt
for swine, and $15.26/cwt for feeder cattle. There is
also potential for large price increases as well, but in
the long run the increases and decreases essentially
average close to zero. This means there would be a
big risk for what is, on average, a small return if trying
to optimally time livestock sales dates and LRP end
dates.

2.4 Guaranteed Pricing

One important distinction between LRP insur-
ance and futures options contracts is how prices are
determined for each. Futures and options prices are
negotiated by the market whereas LRP premiums are
set by RMA. Generally speaking, the options market
has a relatively low volume of trades, particularly for
deferred months (those contracts several months in the
future). When buying a put option, it is unlikely that
a producer will necessarily be able to buy at the price
most recently traded, but rather may have to “move
the market” to fill his/her order. The reason for this
difference is that a bid/ask spread exists in the options
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market because prices are negotiated by buyers and
sellers. The bid/ask spread refers to the difference be-
tween the bid price (how much buyers are offering to
pay) and asking price (how much sellers want in order
to sell). Because the options market may be lightly
traded, buying an option may require the buyer to bid
higher than the current market price to get the order
filled and buy the contract. For example, if a given
put option is trading at a cost of $1.00/cwt, a potential
buyer may have to bid $1.05/cwt to find someone will-
ing to sell; the buyer has to bid the price higher to buy
the options contract. This means someone wanting to
hedge with options contracts might not know exactly
how much the price coverage will cost until after the
purchase is made (when using a market order).

LRP insurance premiums are established after the
futures and options markets close for the day, and,
once set, the prices and premiums are guaranteed for
that day and will not change. This allows a producer
to know precisely what price level will be covered and
how much the coverage will cost. Also, because LRP
is only available when futures and options markets
are not trading (5:00 p.m. until 9:00 a.m. Central
Time), it provides after-hours price protection. Hav-
ing guaranteed prices and after-hours availability can
benefit producers who are not able to closely monitor
markets through the course of a day. They can analyze
available prices and premiums and call their insurance
agent in the evening (provided the agent is available
for after-hours purchases) without the chance of mar-
kets moving or prices changing.

2.5 Coverage Transfer and Indemnity Assignment

At times it may be advantageous to be able to grant
the right to receive an LRP indemnity payment to an-
other person. LRP provides two alternatives for doing
so. One method involves transferring ownership of the
insured livestock and LRP insurance policy, while the
second involves assigning only the indemnity pay-
ment—ownership of the livestock does not change.
With the first type, if an insured party transfers owner-
ship of any portion of the covered livestock, the insur-
ance coverage for that portion of the livestock can also
be transferred, so long as the new owner is eligible
for LRP insurance. To transfer coverage, a Transfer
of Right to Indemnity Form must be filed with the
current owner’s insurance agent and approved by the
company before the transfer takes effect. An example
of this form is in Appendix 3. A logical question
might be whether the livestock being sold are worth
more because they are insured. The answer depends
on the insured price, current market conditions, and
the amount of time left until coverage expires. If the
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insured price is substantially higher than current prices
and the expiration date is near, the seller may be able
to have part of the insurance’s expected indemnity

bid into a higher price. However, if current prices are
higher than the covered price, there may be little added
value in the insurance on the cattle.

Assigning the right to collect the indemnity does
not involve a change in ownership of the insured
livestock and policy. Instead, the owner transfers the
right to collect any indemnity payment from the insur-
ance coverage. The insured owner files an Assignment
of Indemnity Form with the insurance company, and,
once approved, the assignee has all rights to claim
any indemnity that may be due. In this case, if any
indemnity is due, the party assigned the right to the
indemnity (the assignee) must file the proper claim
form, not the actual owner of the livestock. Assigning
an indemnity payment to another party may be use-
ful if the second party has a collateral interest in the
livestock, such as a bank that provided financing. See
Appendix 4 for an example of an Assignment of In-
demnity Form. Filing a claim for an indemnity will be
discussed in Section 3.7. In order for the assignee to
collect the indemnity, the livestock owner (who holds
the policy) must not violate any policy provisions that
might void the coverage (e.g., selling the livestock 31
or more days prior to the expiration of coverage).

2.6 Insurance Policy as a Hedging Instrument

One aspect of LRP that differentiates it from fu-
tures or options hedging is LRP’s status as an insur-
ance product. Unlike futures or options contracts, LRP
is technically not considered a derivative product even
though the coverage is similar to that available in the
derivatives market (i.e., futures market). USDA pro-
vides a subsidy to offset some of the program’s costs.
One subsidy pays 13 percent of the total premium cost.
Also, the insurance companies selling LRP receive an
additional subsidy that covers the administrative costs
and fees. Therefore, producers purchase LRP without
commission or administrative fees; with futures or
options hedging, each trade has an associated commis-
sion fee.

While the subsidies reduce the financial burden
of the program, they are not intended to be a direct
payment, so some restrictions on LRP exist. Any
person who purchases LRP coverage may not take
an offsetting position in the futures or options market
that would negate the benefit of LRP protection and
recover the subsidy. For example, the LRP coverage
holder may not write (sell) a put option or go long in
the futures market. This rule is in place to prevent
someone insured with LRP from converting the gov-
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ernment subsidy into funds available for use by the in-
sured or anyone affiliated with the insured. If someone
with LRP coverage does take an offsetting futures or
options position as described above, the coverage will
be void and the premiums paid for the coverage will
not be refunded. However, this rule does not prevent
an insured party from trading the underlying futures or
options contracts (e.g., selling futures contracts, buy-
ing put options, or selling call options).

It is important to note that the insured party cannot
sell the LRP coverage back to the insurance company
to recover any premiums. This restriction combined
with the rule against offsetting futures or options
transactions means that LRP coverage cannot be lifted.
Once the coverage is purchased, it will remain in place
until the expiration date is reached. Offsetting the
hedge by taking an opposite position in the futures or
options market is not permitted, and the policy cannot
be sold back to the insurance company. Essentially
this means the only date the coverage has value is on
the end date when an indemnity is determined. A bank
or other group with collateral interest in the insured
may view this restriction favorably. However, some
producers may prefer the flexibility provided by fu-
tures or options contracts because they can be bought
or sold any time the markets are trading. If the hedged
livestock are sold earlier than expected, the futures or
options hedge can be lifted at that time. Also, a futures
hedge can be lifted early if markets have moved such
that a profit on the hedging instrument can be captured.

2.7 Basis Risk Coverage

When hedging with futures or options contracts, the
difference between a local cash price and the futures
market price must be considered when calculating an
expected selling price. This difference between cash
and futures price is called basis. When using LRP to
hedge livestock prices, basis must still be considered;
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however, with LRP, futures basis used in traditional
hedging is not relevant. The appropriate LRP basis is
the difference between the cash price received and the
cash price index against which the policy is indemni-
fied. LRP basis risk relative to futures basis risk is
generally smaller for Nebraska producers because Ne-
braska cash market prices are weighted relatively heav-
ily into the cash price indexes. With Nebraska prices
included in the indexes, they will more closely reflect
prices actually received by Nebraska producers. As a
result, basis risk can be substantially reduced when us-
ing LRP insurance. This is true primarily for fed cattle
and swine but is less applicable to feeder cattle. Basis
risk will be explained in detail in Chapter 4.

2.8 Summary

This chapter discussed several policy provisions
and underwriting rules that are important in under-
standing LRP insurance. LRP provides single-peril
price risk by insuring only the price level for covered
livestock. Ownership verification may be requested
at any time by the insurance company, and the insured
livestock must be owned up to 30 days prior to the
coverage expiration. As a subsidized insurance prod-
uct, LRP imposes restrictions on offsetting futures or
options transactions, and once purchased, the coverage
provided by LRP cannot be lifted. Offsetting transac-
tions (selling a put option or buying futures contracts)
will void LRP coverage. LRP has guaranteed pricing
and provides flexibility to users in terms of the number
of livestock covered. LRP coverage and indemnities
can be transferred or assigned to another party. Fi-
nally, LRP provides a reduction in basis risk. All these
factors along with any advantages or disadvantages
they give rise to must be considered by producers
when determining if LRP is right for their hedging
needs.
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Check for Understanding: Chapter 2

Lo

As single-peril insurance, LRP protects against
a) mortality
b) poor livestock performance
Cc) price decreases
d) all of the above

2. T F If an insured animal dies, it will be eligible for indemnification as long as the producer reports the
death within 72 hours.

3. T F  The full market value of a deceased animal is insured with LRP.
4. T F  Only a receipt or bill of sale can be used to verify ownership of insured livestock.

5 T F There is substantial risk involved in keeping livestock past the end date of coverage in hopes of
receiving a higher cash market price.

IS

Once LRP premiums are established for a given day, they
a) can change based on demand for LRP coverage
b) cannot change and are available until 9 a.m. the next morning when sales stop
c) can change based on news likely to affect markets
d) cannot change and are available until 5 p.m. the next day when new prices are posted

7. T F If insured livestock are sold before the end date, coverage can be transferred to the new owner
provided the new owner is eligible for LRP.

o

If the right to an indemnity is assigned to someone, for that person to collect the indemnity, the proper claim
form must be filed by

a) the insurance agent

b) the original livestock owner

c) no one, indemnities are automatically paid when due

d) the assignee

9. T F  Offsetting futures or options positions will void LRP coverage.

10 T F LRPinsurance can be lifted before the end of coverage to recover some of the premium.
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Chapter 3
How Does Livestock Risk Protection Insurance Work?

In this chapter, you will learn:

= definitions of LRP terminology;

= how to access Coverage Prices, premium rates,
and ending values from USDA;

= which indexes are used by USDA to determine
if an indemnity would be paid;

= how to calculate total LRP premiums; and

= how to collect an indemnity for LRP coverage.

3.1 Introduction

Chapters 1 and 2 discussed the basic provisions
of LRP insurance and provided a general overview
of the program. The first chapter covered the general
requirements of the program such as what livestock
are eligible, states where LRP is available, annual
insurable limits for LRP, and available endorsement
lengths. Chapter 2 discussed other limitations of the
program and outlined the advantages and disadvan-
tages of LRP. This chapter covers how to establish
insurance protection for livestock. First, it familiarizes
readers with important terminology associated with
LRP. Then, price reports that are used to evaluate cash
price levels to determine if indemnities will be paid
are discussed. Next, the chapter covers how to look up
endorsement lengths, Coverage Prices, and premium
rates. Finally, an example of calculating premiums
and indemnities is provided.

3.2 Terminology

To fully understand LRP, it is important to be
familiar with the terminology unique to the program.
These terms are essential in understanding how to
purchase LRP coverage, what levels of protection are
available, and how much the price protection will cost.
These terms include:

= Expected Ending Value (EEV)—The expected
national or regional cash index price for a spe-
cific commodity at a future date. It depends on
expected future price levels and on the endorse-
ment end dates. EEV is the price level that
USDA estimates the cash price index will be on
the ending date of the LRP contract and is the
basis for the LRP insurance coverage level.

= Coverage Price—The actual level of price pro-
tection covered by LRP ranging from 70 percent
to 95 percent of EEV. The Coverage Price is the
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selling price insured, or floor price. If the cash
market index price (defined below) is lower than
the Coverage Price on the insurance end date, an
indemnity is paid to make up the difference.

= Rate—The price of coverage. The rate is a per-
centage of the value of insured production, and
it is used in calculating the premium cost of the
price protection. Rates will be higher for higher
coverage levels. USDA adjusts EEV, Coverage
Prices, and Rates each day LRP is available.

= Cost per cwt—The premium cost of LRP cover-
age on a per hundred weight basis. Cost per cwt
is calculated by multiplying Coverage Price by
the Rate for that coverage level. Cost per cwt
can be incorporated into break-even price level
calculations as discussed in Section 1.9.

= End Date—The date the insurance coverage
expires. The end date is the day on which an
indemnity is determined. This is the only date
the insurance coverage has value because the
coverage cannot be lifted or offset prior to the
end date. End date is found by adding the en-
dorsement length to the effective date (the date
coverage is purchased).

= Actual Ending Value (AEV)—The cash index
price on the end date of coverage. These val-
ues are reported by USDA after the end date is
reached. The AEV is compared to the Coverage
Price to determine if an indemnity is due. The
indexes used to determine AEV are discussed in
Section 3.4. Feeder cattle, fed cattle, and swine
each use a different index to determine AEV.

* Indemnity—The amount paid by the insurance
policy if AEV is less than the Coverage Price.
The indemnity is calculated by subtracting AEV
from the Coverage Price.

To summarize, coverage is purchased by select-
ing the endorsement length with an end date closest
to the projected marketing date of the livestock. EEV
is the USDA-RMA expectation of national cash price
levels on that ending date. Coverage Prices (the floor
prices) ranging from 70 percent to 95 percent of EEV
are available with varying premium rates. Based on in-
dividual producers’ needs or risk preferences, different
levels of coverage can be selected. The cost per cwt
(Rate multiplied by Coverage Price) is available along
with the actual end date of coverage. Finally, after
the end date is reached, AEV will be determined for
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each endorsement length. An indemnity will be paid if
AEV is less than the Coverage Price.

3.3 USDA Web Site

The USDA Risk Management Agency maintains
a Web site that provides endorsement lengths, EEV,
Rates, Cost per cwt, End Dates, and AEV each day
when LRP is available. The site lists all the endorse-
ment lengths available on a particular day with vary-
ing levels of coverage (70 percent to 95 percent) for
each length. Also, dates and prices are archived since
the program’s inception. The Web site is available at
www3.rma.usda.gov/apps/livestock_reports/irp_
select_criteria.cfm.

To access pricing information from the USDA
Web site, follow these steps (after steps 1-4, click the
“Next” button):

1. Select a date—When purchasing coverage, the
relevant date is the current date. If looking up an
AEV from a prior date, select the date on which
coverage was initially purchased from the drop-
down list. AEV will be posted after the end date
is reached.

2. Select a state—This is the state in which the
livestock to be insured are located (see Section
1.4).

3. Select the commodity—This selects whether
coverage is for swine, fed cattle, or feeder cattle
(see Section 1.3).

4. Select the type of livestock—This page selects
a sub-class for the covered livestock. For swine
and fed cattle, there is only one type. However,
for feeder cattle, there are a total of eight types.
There are steers, heifers, Brahman breeds, and
dairy breeds, and each group is divided into two
weight classes. Weight 1 and Weight 2 represent
feeder cattle weighing less than 600 pounds and
600 to 900 pounds, respectively.

5. Click the “Create Report” button.

The USDA pricing page will look like Figure 3.1.
The columns of most interest are labeled on the
table. The columns include:

Column 1—State selected. Remember this is the
state where the livestock are located, not nec-
essarily the state where the applicant/insured
resides.

Column 2—Awvailable endorsement lengths. Note
that, on a given day, not all possible endorsement
lengths (as discussed in Section 1.8) will neces-
sarily be available. If there is not enough market
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data (e.g. futures and/or options contracts traded)
to determine EEV and premium rates, certain
endorsement lengths may not be available. For
example, the endorsement lengths with end dates
longer than six months away may not be avail-
able because the options market for deferred fu-
tures contracts may be thinly traded. As a result,
there may not be enough market information to
generate LRP data for endorsement lengths cor-
responding to the deferred futures and options
contracts.

Column 3—Commodity. This lists whether the
insured livestock are swine, feeder cattle, or fed
cattle.

Column 4—Type of commodity. This column
indicates the sub-class in which the livestock are
classified. Columns 3 and 4 in Figure 3.1 indi-
cate that this pricing page is for Weight 2 feeder
steers (weighing 600 to 900 pounds). For fed
cattle, there is only one type, steers and heifers,
under which all fed cattle are insured. Swine do
not have a type designation, and all barrows and
gilts are insured under the same contract.

Column 5—EEV. This column lists the USDA ex-
pectation of future cash prices on the End Dates
for each available endorsement length. These
expectations are based on futures and options
markets.

Column 6—Coverage Price. These prices are the
actual price levels that can be protected with
LRP. Column 6 is a function of the coverage
level multiplied by EEV (Coverage Price equals
EEV multiplied by Coverage Level).

Column 7—Coverage level. This is the percentage
of EEV insured, ranging from 70 percent to 95
percent.

Column 8—Coverage Rate. This is the premium
rate and is used to calculate the cost of the LRP
Insurance.

Column 9—Cost per cwt. This is calculated by
multiplying Coverage Price by the Rate. The
Cost per cwt listed on the Web site does not
incorporate the 13 percent government subsidy.
To calculate the producer’s Cost per cwt, mul-
tiply Cost per cwt listed on the Web site by 87
percent.

Column 10—End date. This is the date on which
the coverage expires, or the date which the in-
demnity is determined.

Column 11—AEYV for each endorsement length.
The AEV is posted after the end date is reached.
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LRP Coverage Prices, Rates, and Actual Ending Values - Report for 02/17/2005
USDA subsidizes 13 percent of total LRP premium.

Stata County h?:;lr“ Commocdity Typa Practics sg m‘f::; T c%'::c?a cm? Rate mc:nhr End Data M:;’::;l:m
11 HEERASKA |903 ALL COONTIES 13 0501 FERDER CATTLE |310 STEEES SRICHT 2 |057 BO PREACTICE CPECIFIRD 08, %10 £92.070 0.930800 | 0. 010365 1.009 |08 s15/2008
31 NEERASKA |903 ALL CCONTIRS 13 J201 FEECER CATTLE (310 STERES HAICHT 2 |057 HO PRACTICE CPRCIFIRED 0. #10 90,070 5.310500 ) & 0.T1&§05,/13,200E
31 HEERASKA |993 ALL CCONTIES 13 101 FERDER CATTLE |10 STEERS SALGHT 2 |057 OO PHACTICE SFECIFIED 95, 910 o.a30300 | o, 906773 0.597) 05152005
31 WEERASKA |503 ALL COONTIES 13 4501 FERDER CATTLE |310 STEEES WALCHT 2 |057 O PEACTICE CPRCIFIED 08, 510 o.a70L08 fo apsena 0482 ] 0s /192008
311 HEERASKA |408 ALL CCONTIRS Q01 FEECER CATTLE (410 STERRS SRICHT 2 |057 BO PRACTICE CPRCIFTED 2005 & . %10 0.840500 | . 05032 0.423 ) 08/15,/2006
31 HEBEASKA |99 ALL COONTIES 13 4801 FEACER CATTLE |10 STEERS WBIGHT 2 |957 MO PEACTICE SPECIFLIED 2095 0§, #10 o.az8700 | o a0aaEa 0366 | 05/19,/2006
11 ALL COONTIES y TTLE |31 T 2 |957 mo PEACTICE CPRCIFIED 200 ©.8005
31 1 RLL COONTIES 2 3 TILE a1 4 v 2 957 BO PEACTICE GPRCIFIED 205 6 0. 9315 8 10
a1 L coowTIES TTLE [a1 v 2 |957 Bo PRACTICE CPRCIFIED 20} 0.5114)
a1 ALL COUNTIES rTLE Ja1 A2 057 B2 PRACTICE CPECIFIRED 20 0.3914
31 El ﬁr_a 593 ALL CCUNTIES \ 7 A carre Jain 2\ Fs HRIGHT 2 |957 mo PEACTICE SPRCIFIED 2005 \: 831 ©.471300 I(-c?-.‘ﬁ .50 \ 16/2 005
11 mEEYAcKA |20 ALL coowTIES N7 9sn1 FEdfeR cATTLE [s10 cEVRS wmrowr o [0sT mO PRACTICE CPECIFIED 2008 Yo i s34 530 o.351200 | o, JosEdy a.475] oNs 3008
31 HEERASKA |398 ALL CCONTIRS 17 J¢01 FEEDER CATTLE §410 STERRS SALCHT 2 |057 BO PRACTICE CPRCIFIED 005 05 .65 52,830 Q331200 | &. A0ATES K. 305 ] 0,/ 1£/2008
31 HEERASKR |993 ALL COONTIES 17 4501 FERDER CATTLE |10 STEBES BBIGHT 2 |957 B0 PRACTICE SPECIFIED 2005 05656 $80.830 1\111nn 2.0p3ITEL /\snd 06 /16/2005 ‘\
31 HEERASKA |903 ALL COONTIRS 1 0E01 FERDER CATTLE |910 STEERS WEIGHT 2 |057 BO PRACTICE CPRCIFIRD 2008 105 404 sez.cpal 4 \agen|o a1a3ma | BEVR U
311 HEERASKA |08 ALL CCONTIRS 21 Q301 FRECER CATTLE (410 STERRS SAIGHT 2 |057 IO PRACTICE CPECIFIED 100.40M §31. 0| &, 011566 p4/2p0s
31 HEERASKA |998 ALL COONTIES 21 4801 FERDER CATTLE |410 STERRS SAIGHT 2 |957 BS PRACTICE SPRCIFIED 2005 100. 04 580, 7 o | 2. 011230 9 pas2o0s 11
11 WEERASKA |903 ALL CCONTIES 21 4501 FEADER CATTLE |310 STERRS WACCHT 2 |057 BO PRACTICE ETRCIFLED 00T 100414 $5T. LA R i anos
31 HEERASKR |99 ALL COONTIES fal 0501 FERDER CATTLE |10 STEBES WRIGHT 2 |957 B2 PRACTICE GPECIFIRD 109,404 o.aszapn | o apazes 0.709| 07142005
31 HEERASKA |508 ALL COONTIES el 0501 FEEDER CATTLE |10 STEERS WAICHT 2 |0997 BO PRACTICE CPBECIFIRD 005 100,404 ©.332a00 | o 07338 0.&05 | 03 /14 2008
31 HEERASKA |50 ALL COONTIES fa 4201 FEADER CATTLE |410 STEERS SALGHT 2 |037 BO PRACTICE CPRCIFTRD 00 100,404 ©.312600 | & a0s2E2 o.482| 0714 2000
31 HEERASKA |97 ALL COONTIES 26 WE01 FERDER CATTLE |10 STERRS WRIGHT 2 |997 B2 PRACTICE SFBCIFLED 100,813 o.932300 |0 0z1343 2.008) nas1s 2008
11 HEERASKA |908 ALL COUNTIES 0501 FERDER CATTLE |310 STEEES SRICHT 2 |057 BO PRACTICE CPECIFIRD 100.813 ©.512508 | &, 016862 1.553 ] 08 ,/18/2006
31 HEERASKA |403 ALL CCONTIRS 28 1201 FEECER CATTLE §310 STERES HAICHT 2 057 HO PRACTICE CPRCIFIED 104,813 &.332600 | &.014063 1.266) 08/18,/2006
31 HEERASKA |903 ALL COONTIES 1801 FERDER CATTLE |310 CTERRS SRICHT 2 |057 BO PEACTICE CPRCIFIED 100,813 £ET, 500 o.a72300 | 0. 012486 1.006) 04182008
31 WEERASKA |903 ALL COONTIES £ 4501 FERDER CATTLE |10 STERES MALCHT 2 |057 BO PRACTICE CPRCIFLED 100,813 $EE, 300 o.353008 fo 011108 0. 055 | 0a 122008
31 HEERASKA |08 ALL CCONTIRS 2E Jg01 FEEDER CATTLE (410 STERRS SRICHT 2 |057 HO PRACTICE CPRCIFTED 104.813 $33.500 2.833100 | 2. 310001 0.840)08/13,/200E
31 HEEEASKA |903 ALL COONTIES 2% 0801 FEADER CATTLE |310 STEERC WAICHT 2 |057 BO PRACTICE CPRCIFLED 100813 $51,500 0.313300 | 0. 003EE2 0.702) nay1e 2008
11 HEERASKA 503 ALL COONTIES 4§01 FEECER CATTLE §410 STERRS SALGHT 2 |037 NS PRACTICE CPRCIFIED i 100.678 32,030 ©.514100 | 0. 025835 2.378] 05/15,200E
11 HEEFASKA |99 ALL COONTIES an 4801 FERDER CATTLE |410 STERRS WBIGHT 2 |957 0O PEACTICE CFBCIFIED 008 100678 LD o.854200 | 0. a1aTds 1.688| 03/15/2008
31 HEERASKA |973 ALL COONTIES 4501 FERDER CATTLE |10 STEERS WAICHT 2 |057 BO PAACTICE CPRCIFIED 2005 100678 SEE. 030 o.a74a00 | o 018233 1.3:41) pe/18 2008
311 HEERASKA |93 ALL OCONTIRS ELd 4201 FEECER CATTLE 410 STERRS WEICHT 2 |057 RO PRACTICE CPRCIFTRED 005 lp0.538 30040 ©.93B600 | &, 022267 2.004]10/13/2008
31 HEERASKA |993 ALL COONTIES 4 1801 FERDER CATTLE |410 STERRS WBIGHT 2 |957 o PEACTICE GPECIFIED 2005 100538 585 04 o.a75700 |0 015378 1.706) 10132005
11 HEERASKA |903 ALL COCONTIES in 0501 FEADER CATTLE |10 STEEES MEICHT 2 |097 BO PEACTICE CPRCIFIED 200 05, 900 $34. 000 o.sangpn| s a47128 A 430]11,/17/2008

Figure 3.1 USDA Pricing Page

3.4 Actual Ending Value

Actual Ending Value (AEV) is determined by a
national or regional cash index that is based on cash
prices received by producers in large-volume markets.
Thus, AEV is generally representative of the cash price
a producer would receive for livestock sold anywhere
in the U.S. However, livestock markets in some geo-
graphic areas result in cash prices more closely related
to the broadly representative index price if those areas
are weighted more heavily in the index. In calculat-
ing the cash index, selected regional or national cash
markets are used to calculate a volume weighted aver-
age price. Both the information used in calculating the
index and the actual index itself are publicly available.
Swine, feeder cattle, and fed cattle LRP insurance each
use a different cash index to determine AEV.

Swine AEV

The AEV for swine is a two-day volume weighted
average of the “Negotiated” and “Swine or Pork Mar-
ket Formula” national net prices. This information is
published daily by the USDA Agricultural Marketing
Service (AMS) in the LM_HG201 report, available
online at www.ams.usda.gov/mnreports/Im_hg201.
txt. The AEV is the average of the current and previ-
ous day’s “Negotiated” and “Swine or Pork Market
Formula” prices weighted for the number of head.

©The Board of Regents of the University of Nebraska. All rights reserved.

The swine AEV is equivalent to the Chicago Mer-
cantile Exchange Lean Hog Cash Index, which uses
the data from the USDA-AMS report discussed above.
This source for the information is convenient because
the prices are already a two-day volume weighted
average. Therefore, the CME Lean Hog Cash Index is
the AEV for LRP insurance, and is available online at
Www.cme.com.

Fed Cattle AEV

The LRP Fed Cattle AEV is the 5-Area Weekly
Weighted Average Direct Slaughter Steer Price for
steers grading 35 percent to 65 percent choice sold
FOB feedyard on a live weight basis. The areas in-
cluded are Texas/Oklahoma, Kansas, Nebraska, Colo-
rado, and lowa/Minnesota. This price information is
published weekly by USDA-AMS in the LM_CT150
report, available online at www.ams.usda.gov/
mnreports/Im_ct150.txt.

When insuring fed heifers, the insurance contract
is still indemnified on the 5-Area steer price. This is
important because the price differential between fed
heifers and steers must be considered when calculating
expected sales prices. Fed heifers are not included in
the 5-Area steer price, so the AEV may not be as rep-
resentative of actual fed heifer prices. However, the
price differential for fed heifers and steers is generally
fairly small. USDA-AMS does report a 5-Area heifer

@ 13



price, but fed heifers are still insured against the steer
price.

Feeder Cattle AEV

The CME Feeder Cattle Cash Index Price is used
as the AEV for Feeder Cattle LRP insurance. This
index represents a national average comprised of rep-
resentative feeder steer prices reported from across the
country. The index includes sales of 700 to 849 pound
Medium and Medium/Large Frame # 1 steers and is
a seven-day average price. The report can be found
online at www.cme.com. Relative to the 5-Area steer
price, the Feeder Cattle Cash Index does not weight
Nebraska feeder cattle prices as heavily. As a result,
the AEV for feeder cattle is not as representative of
Nebraska prices as the fed cattle AEV is for Nebraska
fed cattle. Chapter 4 will discuss the implications of
this difference. When insuring feeder heifers, lighter
weight cattle, or Brahman and dairy breeds, the same
index is used as a base, but an adjustment factor is
included. These adjustment factors are discussed in
the next section.

3.5 Feeder Cattle Price Adjustment Factors

Feeder Cattle LRP insurance covers a broad range
of eligible feeder cattle. However, the Feeder Cattle
Cash Index, against which all Feeder Cattle LRP con-
tracts are indemnified, represents a relatively narrow
segment of cattle eligible for the program. Substantial
variation in the price of feeder cattle typically exists
based on differences in weight, sex, and breed. Price
adjustment factors help to more accurately reflect the
value of cattle not actually represented by the Feeder
Cattle Cash Index. The adjustments essentially scale
the index up or down to reflect higher or lower values
for a particular type of feeder cattle. The factors are
applied to EEV, Coverage Price, Rate, and AEV. The
price adjustment factors are shown in Table 3.1 below.

Table 3.1 Feeder Cattle Price Adjustment Factors.

Steers Heifers Brahman  Dairy
Weight  Weight1 Weight1 Weight1 Weight 1

<600 Ibs 110% 100% 100% 100%

Steers Heifers Brahman  Dairy
Weight  Weight2 Weight2 Weight2 Weight 2

600-900 Ibs  100% 90% 90% 80%

Because the Feeder Cattle Index represents 700 to
849 pound steers, the Weight 2 steer category can be
viewed as the base value because it is the group that is
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most representative of the index. All the other catego-
ries are then adjusted relative to that level. Heifers,
Brahman, and dairy cattle of the same weight class
sell at a discount relative to steers; therefore, the price
adjustment factors lower the index to reflect that dif-
ference in value. Conversely, lighter weight steers sell
at a premium to heavier steers, so Weight 1 steers are
valued higher at a factor of 110 percent. Within the
Weight 1 category, heifers, Brahman, and dairy feeder
cattle are valued lower than the Weight 1 steer catego-
ry; accordingly, those categories have price adjustment
factors that lower the index relative to Weight 1 steers
to more closely reflect the value of those cattle. Feed-
er bulls weighing less than 600 pounds are insured in
the same category as Weight 1 steers. By accessing
the coverage pricing page as described in Section 3.3,
the price adjustment factors are automatically applied
to EEV, Coverage Price, premium, and AEV so no ad-
ditional adjustments need to be made.

It is important to note that these adjustments are
fixed percentages and do not perfectly account for the
differences in value between different weights and
types of feeder cattle. The price or value of a Weight
1 heifer or dairy calf is not necessarily the same as
a Weight 2 steer even though the price adjustment
factors might imply so (each having a constant price
adjustment factor of 100 percent). In some cases, the
adjustment may not be large enough, and, in others,
the adjustment could overcompensate for the differen-
tial, depending on market conditions. The factors sim-
ply lower the differential between actual cash prices
of other types of cattle and the index against which the
cattle are indemnified. Doing so reduces part of the
risk of changes in price spreads between cattle of dif-
fering sex, weight, or breed.

3.6 Purchasing LRP—an Example

At this point, it is beneficial to work through an
example of how LRP would work for a producer. In
other words, what are all the relevant prices and costs
to someone who actually purchases LRP? Important
aspects include selecting a Coverage Price and calcu-
lating producer premiums, both on a per cwt basis and
in total. The total premium is important because it is
due at the time the coverage is obtained.

Assume that on October 29, Joe Farmer decides
to cover his feeder steer price risk with LRP. Joe is
weaning 100 head of steers that he intends to back-
ground through February. He anticipates the steers
will weigh about 650 pounds when he sells them in
February. The LRP contract with an end date clos-
est to his projected marketing period is the 17-week
endorsement, which ends on February 25. This end
date is within Joe’s projected marketing period, but it
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provides some flexibility if he needs to move his actual
cash sale date forward (the cattle can be sold up to 30
days prior to the end date without voiding coverage,
see Section 1.8). After accessing the USDA pricing
Web site for October 29, Joe learns that the EEV for
Weight 2 Steers for the 17-week endorsement length is
$102.66/cwt. That is the price USDA-RMA estimates
the Feeder Cattle Cash Index will be on February 25.
Joe selects a Coverage Price of $92.86/cwt, or 90.45
percent of EEV. The premium rate for that particular
coverage level is 0.01526. In other words, every dol-
lar of insured production incurs a cost of $0.01526.
Subsequently, the Cost per cwt is $1.417/cwt (0.01526
X $92.86/cwt). However, recall that 13 percent of the
premium is government subsidized. Joe’s actual Cost
per cwt will be $1.233/cwt ($1.417/cwt multiplied by
87 percent). He decides this is a favorable cost for

the level of price protection provided. Because Joe
already has a basic policy in place with his crop insur-
ance agent, he simply needs to contact the agent and
obtain a Specific Coverage Endorsement. See Appen-
dix 5 for an example of a Specific Coverage Endorse-
ment Form. With the submission of the SCE, Joe must
include payment for the total premium cost.

To calculate the total premium, first determine the
total amount of insured production. Joe has 100 head
of steers he expects to weigh 650 pounds, or 6.5 cwt.
His total insured production is 650 cwt (100 head
multiplied by 6.5 cwt/head). The next step is to cal-
culate the value of insured production by multiplying
insured production times the Coverage Price. In this
case, the value insured is $60,359 (650 cwt multiplied
by $92.86/cwt). The total premium rate is determined
by multiplying the value of insured production by the
premium rate. The total premium for Joe’s coverage is
$921.08 ($60,359 multiplied by 0.01526). Finally, Joe
only pays 87 percent of the total premium as the rest is
subsidized. His portion of the premium is $801.34.

Once LRP is purchased, recall that the price
coverage is in place and cannot be lifted before the
end date (Sections 2.3 and 2.6). The end date is the
only time the coverage has any value. Once the end
date is reached, Joe can determine whether or not an
indemnity is due. Assume on February 25, the feeder
cattle AEV (the CME Feeder Cattle Cash Index) was
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$101.25/cwt. The AEV is higher than Joe’s Cover-
age Price of $92.86/cwt, meaning Joe will not receive
an indemnity for his LRP coverage. If the AEV had
been lower than Joe’s Coverage Price ($92.86/cwt),
he would collect an indemnity in the amount of the
difference. Assume, for example, that on February 25,
the AEV for feeder cattle had actually been $85.00/
cwt. The LRP coverage would pay an indemnity of
$7.86/cwt ($92.86/cwt minus $85.00/cwt). Joe’s total
indemnity would be calculated based on total insured
production; in this case, the total indemnity would be
$5,109 ($7.86/cwt multiplied by 650 cwt).

3.7 Indemnity Payments

If, at the end date of LRP coverage, the policy
holder has the right to an indemnity (AEV is less than
the Coverage Price), the insurance company will issue
a letter of probable loss. This letter tells producers
that they likely have the right to collect an indemnity
on their LRP coverage. To collect the indemnity, the
producer must file a claim form with the insurance
company within 60 days of the coverage end date.
This is a form that indicates the policy holder has a
right to collect an indemnity on an SCE. The insur-
ance company then has 60 days upon receipt of the
claim form to pay the indemnity. Indemnity payments
are considered taxable income which apply to the tax
year in which they are received. There is no option to
defer the indemnity payments as with crop insurance.
See Appendix 6 for an example of a claim form.

3.8 Summary

This chapter explained how the LRP program oper-
ates. Whereas the first chapters covered a broad view
of the LRP program and its provisions, this chapter
showed how a producer uses the program. The chapter
covered technical terminology such as EEV, Coverage
Price, End Date, and AEV. Additionally, the chapter
explained which cash indexes are used to determine
AEV. Price adjustment factors for Feeder Cattle LRP
were also covered. Finally, an example was presented
that included evaluating LRP coverage, calculating
premiums, and determining indemnities.
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10.

Check for Understanding: Chapter 3

Expected national or regional cash index price for a future date estimated by USDA.

Amount paid by the insurance company if Actual Ending Value (AEV) is below Coverage Price on
the end date.

Date insurance coverage expires and indemnity is determined.

Actual level of price protection provided by LRP.

The cash index price on the expiration of coverage which, when compared to the Coverage Price,
determines whether an indemnity is due.

T F LRPswine AEV is the CME lean hog cash index.

What are the states included in the 5-Area Weekly Weighted Average Direct Steer Price used as the
LRP fed cattle AEV?

T F Feeder steers and heifers, lighter weight feeder cattle, and Brahman and dairy breeds each
use different AEVs when calculating indemnities.

Which type of cattle is most representative of the feeder cattle AEV and therefore can be considered
as the “base value” for price adjustment factors?

a) 600-900 Ib. steers

b) 600-900 Ib. heifers

c) <600 Ib. steers

d) <600 Ib. heifers

T F [Ifaproducer has the right to collect an indemnity but fails to submit a claim form within
60 days of the end date, the producer forfeits the right to that indemnity.
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Chapter 4
Basis Considerations for LRP Insurance

In this chapter, you will learn:

= how LRP basis differs from traditional futures
basis;

= why fed cattle and swine LRP basis are less
variable than futures basis; and

= why feeder cattle LRP basis variability is similar
to futures basis variability.

4.1 Introduction

In the first three chapters, LRP insurance, as a
livestock price hedging instrument, was compared to
using options contracts. As a hedging alternative, it is
important to compare and contrast LRP with tradition-
al futures and options hedging, and many similarities
and differences have already been addressed. A gen-
eral overview of LRP insurance was provided in the
first two chapters of this course. Additionally, some
specific underwriting rules and provisions along with
limitations, advantages, and disadvantages imposed
by those rules were covered. Chapter 3 discussed the
mechanics of LRP including how to locate Coverage
Prices and premiums, how Actual Ending Value (AEV)
is determined, and how to calculate premium costs for
LRP. This chapter examines basis risk associated with
LRP insurance and compares it to the basis risk associ-
ated with futures and options hedges. Also, the dif-
ferences between LRP basis and futures basis will be
discussed for fed cattle, feeder cattle, and swine LRP.

4.2 LRP Basis vs. Futures Basis

When using CME put options or futures con-
tracts to protect against price level changes, hedgers
remain exposed to basis risk, a change in the differ-
ence between their local cash price and futures pricet.
However, hedging is an effective risk management
strategy because, on average, basis is much less vari-
able than price. Hedging eliminates price risk, or the
risk that futures prices will decrease, but it does not
eliminate basis risk. As a result, livestock producers
using futures or options to hedge selling prices often
use historical basis data to forecast expected basis and
cash selling prices for future livestock sales. Similar

! University of Nebraska-Lincoln Extension Circulars EC04-833, EC04-
834, and EC04-835, covering hedging and basis considerations for swine,
fed cattle, and feeder cattle LRP insurance, are available online at www.Irp.
unl.edu. They provide a review of futures and options hedging as well as
historical LRP basis data that can be used to make basis predictions when
hedging with LRP.
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to using futures or options, cattle producers using LRP
insurance to hedge sales prices are also exposed to a
type of basis risk. However, the difference between
producers’ selling price and futures price, or futures
basis, is not relevant when using LRP. Instead, the
difference between the producers’ selling price and

the cash price index used to determine AEV, or LRP
basis, is used to calculate the expected selling price
for future sales of livestock. Changes in the relation-
ship between a producers’ cash sale price and the AEV
(i.e., changes in the LRP basis) will determine whether
the actual selling price resulting from the LRP hedge
is equal to the expected selling price. Consequently,
forecasting LRP basis is important when hedging with
LRP.

In general, when hedging with futures or options
contracts, a producer would calculate an expected
selling price (ESP) for the livestock. ESP is calculated
by adding the basis expected at the time the livestock
will be sold to the price level hedged with the futures
or options contracts. For example, assume Joe Farmer
expects to sell fed cattle in September and hedges a
price level of $85.00/cwt by selling October CME
Live Cattle futures contracts. Joe determines from
his state’s Extension service that the historical futures
basis for September for his area is -$2.00/cwt (the
cash market price is expected to be $2.00/cwt under
the October CME Fed Cattle contract price in Septem-
ber). Joe’s expected selling price for the fed cattle is
$83.00/cwt (not including commission or brokerage
fees associated with the futures trades). When Joe
actually sells the cattle in September, his actual selling
price (ASP) will be equal to $85.00/cwt plus the actual
basis in September. If the actual basis is -$2.00/cwt as
expected, then his ASP will equal ESP at $83.00/cwt.
If actual basis in September turns out to be stronger
than expected at -$1.00/cwt, ASP would be higher at
$84.00/cwt. Conversely, if actual basis is weaker than
his expectation at -$3.00/cwt, ASP would be lower at
$82.00/cwt. When hedging with futures contracts, the
ASP only deviates from ESP by basis being weaker or
stronger than expected. When hedging with options,
producers are still exposed to the same type of basis
risk—ASP can be higher or lower if basis is stronger
or weaker than expected. However, options hedges
can have a higher ASP if prices increase because op-
tions allow hedgers to participate in price rallies.

In much the same way, hedging with LRP requires
an understanding of how basis will affect the outcome
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of a hedge. Keep in mind that LRP provides a price
floor or minimum expected selling price (MESP—sim-
ilar to a put option hedge) that can be calculated by
subtracting premium cost from the Coverage Price and
then adding basis. If AEV is less than the Coverage
Price on the end date of the coverage endorsement, an
indemnity will be paid in the amount of the difference.
When this happens, ASP will be equal to MESP if the
actual basis is the same as the forecasted basis.

To illustrate this, assume Joe Farmer has hogs he
intends to sell near the end of July and he purchases
LRP insurance with a Coverage Price of $66.41/cwt.
The premium for the insurance is $1.65/cwt (after
subsidy). Joe expects LRP basis (the difference be-
tween his local cash market price and the CME Lean
Hog Index) to be about $1.00/cwt at the end of July.
(This expectation is based on historical data which
are reported in UNL Extension Circulars EC04-833,
834, and 835 located online at www.lrp.unl.edu).
Therefore, Joe’s MESP is $65.76/cwt ($66.41/cwt less
$1.65/cwt plus $1.00/cwt). Now assume that when
coverage ends and Joe sells his hogs, AEV is $62.41/
cwt, but Joe’s LRP basis is $1.00/cwt as expected. He
will receive a cash price of $63.41/cwt (AEV + $1.00/
cwt basis) plus a $4.00/cwt indemnity payment. As a
result, his ASP is $65.76/cwt (cash price of $63.41/cwt
plus $4.00/cwt LRP indemnity less $1.65/cwt LRP
premium). Because Joe’s basis forecast was correct
and prices decreased, ASP was equal to MESP. If LRP
basis had strengthened, Joe would have received a
higher cash price in his local market (the AEV would
be unchanged), and his ASP would have been higher
than MESP. For example, if LRP basis turned out to
be $3.00/cwt, Joe’s ASP would be $67.76/cwt ($65.41/
cwt plus $4.00/cwt less $1.65/cwt). Conversely, if
LRP basis had weakened, Joe would have received a
lower cash price and ASP would have been lower than
MESP. If basis had been at -$1.00/cwt, Joe’s ASP
would be $63.76/cwt ($2.00/cwt lower than MESP)
because his cash price would be $2.00/cwt lower than
his forecast. If prices had increased and AEV was
higher than the Coverage Price on the end date (as-
suming actual basis equaled forecasted basis), ASP
would be higher than MESP. However, LRP basis risk
is still present in that an LRP basis weaker (stronger)
than forecasted will decrease (increase) the ASP even
when AEV is above the Coverage Price.

From this discussion, it is apparent that basis risk
is an important consideration for hedging both with
futures or options contracts and with LRP insurance.
However, LRP basis is generally more advantageous
for Nebraska producers because Nebraska cash market
prices are weighted relatively heavily into the cash
price indexes used to determine AEV. In other words,
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LRP protection is based on prices closer to typical
Nebraska selling prices. In general, the result is lower
basis variability, or risk that basis will vary from an
expected future value. Reduced basis risk means it

is easier for a producer to more accurately forecast
expected selling prices for future livestock sales. This
allows for financial planning and protection of break-
even sale prices because ESP is a general expectation
of gross revenue. By calculating ESP, budgetary deci-
sions can be made with more confidence and precision.
The next three sections will discuss LRP basis for fed
cattle, swine, and feeder cattle.

4.3 Fed Cattle LRP Basis

Fed Cattle AEV is determined by the 5-Area
Weekly Weighted Average Direct Slaughter Steer Price
for steers grading 35 percent to 65 percent choice
sold FOB on a live weight basis. Recall from Section
3.4 that the 5-Area price includes cash prices from
Texas/Oklahoma, Kansas, Colorado, lowa/Minnesota,
and Nebraska. Nebraska prices, then, are weighted
relatively heavily into calculating the 5-Area price. As
a result, the AEV closely follows the Nebraska cash
market. Figure 4.1 shows futures basis and LRP basis
for Nebraska fed steers from January 2000 to January
2005. As the graph shows, LRP basis is fairly close
to zero meaning there is little difference between the
Nebraska cash price and the 5-Area price. Also, LRP
basis is quite stable—its range is relatively narrow
and fluctuations small. Futures basis, however, shows
much more variability in that it experiences a wider
range and greater fluctuations than LRP basis. For ex-
ample, prior to September 2003 when atypical market
conditions caused unusual cash price increases, LRP
basis ranged from about $2.00/cwt to -$2.00/cwt while
futures basis ranged from about $5.00/cwt to -$5.00/
cwt. When futures basis peaked in October 2003 at
$13.24/cwt, LRP basis was much smaller at $5.32/cwt.
Likewise, when futures basis reached a minimum of
-$7.52/cwt, LRP basis was at -$2.99/cwit.

Table 4.1 summarizes statistics for LRP basis and
traditional futures basis for Nebraska direct steers and
heifers from January 2000 to January 2005. The mean
LRP basis for Nebraska fed steers of $0.07/cwt indi-
cates that, on average, the Nebraska direct steer price
is $0.07/cwt higher than the 5-Area price. The Nebras-
ka fed heifer price averaged $0.16/cwt higher than the
5-Area price from January 2000 to January 2005 (dur-
ing this time the Nebraska fed heifer price averaged
$0.09/cwt higher than the Nebraska fed steer price).
The mean steer and heifer LRP basis was $0.36/cwt
and $0.37/cwt higher than the traditional nearby fu-
tures basis, respectively. The range in LRP basis from
January 2000 to January 2005 was about one-third to
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one-half of the range in futures basis. Standard devia-
tion is a measure of variability, and a higher standard
deviation for basis is associated with more variability
and increased difficulty in forecasting the basis for
a future date. As shown in Table 4.1, the standard
deviation for Nebraska steer and heifer LRP basis is
considerably lower than for futures basis, indicating
that LRP basis is less variable (more predictable) about
its mean. There is a reduction in standard deviation of
more than 60 percent when using LRP basis relative to
futures basis for both fed steers and heifers.

Figure 4.2 shows seasonal Nebraska LRP basis
from 2001 to 2005. The graph shows that average

LRP basis in Nebraska is typically weak early in the
year and increases through spring, peaking in May.

It is expected that basis would weaken through the
second half of the year, eventually reaching a low in
December. However, as the graph shows, average
basis remained strong, ranging from $0/cwt to $1.00/
cwt through most of the second half of the year. The
reason for this disparity is that in the fall of 2003,
cattle markets reached historically high prices and ba-
sis was also much stronger than usual. The maximum
line shows the unusually strong basis from 2003. The
average, then, is likely higher than what would be typi-
cal because it incorporates these outliers.

Nebraska Direct Fed Steer Futures and
LRP Basis, January 2000 - January 2005
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Table 4.1. Nebraska Direct Steer and Heifer LRP Basis and Futures Basis Summary Statistics,

January 2000-January 2005.

LRP Basis ($/cwt) Futures Basis ($/cwt) LRP Basis ($/cwt) Futures Basis ($/cwt)

Steers Heifers
Mean 0.07 -0.29 0.16 -0.21
Minimum -2.99 -7.52 -2.34 -4.85
Maximum 5.32 13.24 4.17 12.09
Standard Deviation 0.94 2.46 0.82 2.29

©The Board of Regents of the University of Nebraska. All rights reserved.
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Nebraska Direct Fed Steer
LRP Basis, 2001-2005
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Figure 4.2

4.4 Swine LRP Basis

Swine LRP basis is also generally more stable and
has less variation than futures basis. Swine LRP is
indemnified on the CME Lean Hog Index which repre-
sents an average national cash price. Figure 4.3 shows
futures and LRP basis for Nebraska producers from
August 2001 to January 2005 (LRP basis is calculated
using Western Corn Belt [WCB] prices which are
generally representative of Nebraska prices?). Figure
4.3 indicates that LRP basis is generally more stable
and closer to zero than futures basis. Futures basis
ranges from about $11.00/cwt to -$11.00/cwt while
LRP basis typically ranges from about $4.00/cwt to
-$4.00/cwt. In addition, changes in futures basis tend
to be more extreme than changes in LRP basis. This
means AEV tracks more closely to WCB prices (and,
therefore, Nebraska prices) than the futures market.
This is in large part because the CME index price
(used to determine AEV) includes in its weighted aver-
age prices for hog sales made in the WCB. This is also
true for other price series including Eastern Corn Belt,
lowa/Southern Minnesota, and national price series.
Another important factor is that hogs are a fairly uni-
form commodity—there is little substantive difference
between hogs grown in Nebraska versus hogs grown
in lllinois or North Carolina. Therefore, hog prices are
fairly equivalent across different parts of the country.

2 University of Nebraska Extension Circular EC04-833, Hedging and Basis
Considerations For Swine Livestock Risk Protection Insurance, reports
historical LRP basis data for other price series including Eastern Corn Belt,
lowa/Southern Minnesota, and national prices.
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With somewhat consistent prices across the country,
the index of hog prices tends to be relatively stable and
representative of most hogs. Still, there is not always a
one-to-one correspondence between the WCB and the
CME index, so WCB average hog LRP basis changes.
Table 4.2 reports summary statistics for LRP basis
and traditional futures basis for hogs using the WCB
price series as well as lowa/Southern Minnesota (1A/S.
Minn.), Eastern Corn Belt (ECB), and national base
and net price series from August 2001 to January 2005.
The mean LRP basis for the WCB average hog price
of $0.57/cwt indicates that, on average, the WCB aver-
age hog price is $0.57/cwt higher than the CME index.
Relative to the CME index, the base price series are
lower than the average price series (i.e., the base price
series result in a weaker basis) because the aver-
age price series include quality premiums/discounts
which are typically positive (the base price series does
not include premiums). The mean LRP basis for all
the price series was about $0.34/cwt lower than the
traditional nearby futures basis. They all vary by the
same amount because they are calculated based on the
same AEV and futures prices, which are the same for
all the regional price series. The range in LRP basis
was substantially smaller than the range in futures
basis. Like fed cattle basis, swine LRP basis is much
less variable, as measured by standard deviation, than
futures basis meaning LRP basis is easier to accurately
predict. Standard deviation for LRP basis is less than
half of standard deviation for futures basis for all the
“Average” or “Net” price series and slightly over half
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Western Corn Belt Swine Futures and
LRP Basis, August 2001 - January 2005
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Table 4.2. Swine LRP Basis and Futures Basis Summary Statistics, August 2001-January 2005.

Hog Price Series Mean Minimum Maximum Standard Deviation
($/cwt) ($/cwt) ($/cwt) ($/cwt)

WCB Base

LRP Basis -2.68 -17.07 2.58 2.36

Futures Basis -2.33 -23.60 8.42 4.36
WCB Average

LRP Basis 0.57 -5.80 7.67 1.93

Futures Basis 0.91 -10.58 11.50 4.20
IA/S. Minn. Base

LRP Basis -2.81 -17.02 2.63 2.53

Futures Basis -2.46 -23.56 8.29 458
IA/S. Minn. Average

LRP Basis 0.51 -5.62 6.68 1.88

Futures Basis 0.85 -10.57 11.86 4.20
ECB Base

LRP Basis -3.24 -19.93 -0.19 2.26

Futures Basis -2.90 -23.32 9.22 4.25
ECB Average

LRP Basis -0.41 -6.21 2.59 1.44

Futures Basis -0.07 -10.27 11.97 4.00
National Base

LRP Basis -2.22 -6.36 2.52 1.73

Futures Basis -1.88 -10.33 10.37 3.67
National Net

LRP Basis 0.27 -3.97 5.79 1.82

Futures Basis 0.62 -8.16 12.94 3.67

for the “Base” price series. This indicates a significant
reduction in basis risk when using LRP basis relative
to futures basis.

Figure 4.4 shows seasonal swine LRP basis pat-
terns. The LRP basis is fairly constant through the first
part of the year at around $1.00/cwt before increasing
in mid-April and peaking in May at about $4.00/cwt.
Then it decreases through the summer before reach-
ing a low of about -$3.00/cwt near the end of August.
LRP basis then strengthens through the end of the
year. As with fed cattle, the average basis for the fall
is likely abnormally high because of unusually strong
basis between August and December 2004.
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4.5 Feeder Cattle LRP Basis

Producers selling feeder cattle in Nebraska do not
experience the same reduction in LRP basis variability
relative to futures basis as those selling fed cattle and
hogs. Figure 4.5 shows futures and LRP basis for 700
to 799 pound steers for Nebraska from January 2001 to
January 2005. Both futures and LRP basis are posi-
tive in Nebraska and vary substantially, indicating that,
on average, Nebraska cash prices are higher than both
AEV and feeder cattle futures. One factor contributing
to the variation between Nebraska feeder cattle prices
and national average prices is that the national price
includes sales from many different parts of the country.

©The Board of Regents of the University of Nebraska. All rights reserved.
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Furthermore, unlike hog sales, much variation in qual-
ity exists in feeder cattle markets, and as a result, there
can be significant differences in feeder cattle prices
from various parts of the country. Therefore, although
the national cash index is generally representative

of Nebraska prices, there is still significant variation
between the two.

Table 4.3 reports summary statistics for LRP basis
and futures basis for Nebraska feeder steers and heif-
ers weighing from 500 to 900 pounds in 100-pound
increments from 2002 to 2004. The mean LRP basis
for Nebraska 700 to 800 pound feeder steers of $4.44/
cwt indicates that, on average, the Nebraska 700 to
800 pound feeder steer price is $4.44/cwt higher than
the CME feeder cattle cash index (LRP AEV). The
stronger LRP and futures basis for 600 to 700 pound
feeder steers is a reflection of higher cash prices paid
($/cwi) for lighter animals. For corresponding weight
categories, steer futures basis is stronger than heifer
futures basis due to higher cash prices paid for steers
as a result of better feeding performance (e.g., aver-
age daily gain, feed efficiency). The substantially
lower LRP basis for 500 to 600 pound steers relative to
futures basis is a result of the 110 percent price adjust-
ment factor applied to AEV (see Section 3.5). Similar-
ly, the heavier weight feeder heifer LRP basis averages
are higher than the futures basis due to the 90 percent
price adjustment factor. Additionally, the range ob-
served for LRP basis versus futures basis varies. For
some weight and sex categories, it is slightly smaller

©The Board of Regents of the University of Nebraska. All rights reserved.

for LRP basis while in others, the range in futures ba-
sis is smaller. Variability in basis, again measured by
standard deviation, was slightly smaller for LRP basis
than for futures basis for all steer and heifer weight
categories except 500 to 600 pound steers. This
suggests that LRP basis is slightly less variable (i.e.,
slightly easier to predict) than futures basis. However,
the difference in variability between LRP and futures
basis is relatively small for feeder steers and heifers in
comparison to the differences in LRP and futures basis
variability for fed cattle and swine. Essentially, the
decrease in basis risk when hedging with LRP versus
futures contract is negligible for feeder cattle.

Figure 4.6 shows the seasonal trend for 700 to 799
pound feeder steer LRP basis in Nebraska. Seasonally,
LRP basis is lowest in the winter months (November
to February). It strengthens through the spring and
reaches a maximum level in May before declining
through the summer and fall months. The minimum
LRP basis is generally around $1.00/cwt in November
while the highest is about $8.00/cwt in May. For 500
to 599 pound feeder steers in Nebraska, LRP basis
increases through the first part of the year and peaks in
late March. Basis then decreases through the middle
of the year and reaches a low in October before rising
again through the end of the year?®.

3Seasonal basis trends for various weights of feeder steers and heifers

in Nebraska are reported in University of Nebraska-Lincoln Extension
Circular EC04-835, Hedging and Basis Considerations For Feeder Cattle
Livestock Risk Protection Insurance.
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Table 4.3. Nebraska Feeder Steer and Heifer LRP Basis and Futures Basis Summary Statistics,

January 2002-December 2004.

Feeder Cattle Price Series Mean Minimum Maximum Standard Deviation
($/cwt) ($/cwt) ($/cwt) ($/cwt)

500-600 Ib. Steer

LRP Basis 9.56 -5.65 23.08 7.02

Futures Basis 19.60 5.74 36.23 6.97
600-700 Ib. Steer

LRP Basis 10.19 1.30 21.75 413

Futures Basis 11.07 1.74 26.60 434
700-800 Ib. Steer

LRP Basis 4.44 -3.13 13.58 2.62

Futures Basis 5.32 -1.02 18.43 2.77
800-900 Ib. Steer

LRP Basis 0.03 -7.88 7.18 2.38

Futures Basis 0.92 -7.43 12.03 2.84
500-600 Ib. Heifer

LRP Basis 9.02 -1.37 18.96 5.08

Futures Basis 9.93 -1.54 20.43 5.35
600-700 Ib. Heifer

LRP Basis 11.63 3.10 18.55 3.21

Futures Basis 3.39 -5.14 11.73 3.36
700-800 Ib. Heifer

LRP Basis 7.31 -0.53 18.34 2.48

Futures Basis -0.93 -9.15 8.10 2.59
800-900 Ib. Heifer

LRP Basis 4.03 -7.67 11.32 2.52

Futures Basis -4.19 -18.15 3.41 2.71

©The Board of Regents of the University of Nebraska. All rights reserved.
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Nebraska Combined Weighted Average
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4.6 Summary

LRP insurance provides an advantage to Nebraska
fed cattle and swine producers by reducing basis vari-
ability and risk. Basis is easier to accurately predict
when using LRP insurance than when hedging with
futures or options contracts. However, Nebraska
feeder cattle producers see no significant reduction
in basis risk when using LRP insurance relative to
futures hedging. Nebraska producers can find the

basis data discussed in this chapter online at www.lrp.

unl.edu under Resources. These data can be used to
make basis forecasts when planning future livestock
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sales. Additionally, basis data for other states can be
found at the same Web site. Data are available for fed
cattle from lowa/Minnesota, Colorado, Kansas, and
Texas/Oklahoma. Data are available for swine from
the Eastern Corn Belt, lowa/Southern Minnesota, and
national base and net prices. Data are available for
feeder cattle from Colorado, Wyoming, Kansas, Texas,
and the Dakotas. When using any of these data, pro-
ducers should select the price series most representa-
tive of their market and adjust the prices and basis data
reported by the differences they expect to receive for
their quality of livestock and specific sale location.
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Check for Understanding: Chapter 4

T F  When hedging with LRP, producers are guaranteed an ASP equal to the Coverage Price.

Changes in the relationship between and a producer’s local cash price represent changes in
LRP basis.

When hedging with LRP, changes in actual LRP basis from expected can result in an ASP that is
a) higher than expected
b) lower than expected
¢) changes in LRP basis have no effect on ASP
d) bothaandb

T F Onaverage, fed cattle LRP basis for Nebraska has been positive meaning Nebraska cash prices
are typically higher than AEV.

T F  Because hogs from different parts of the country vary considerably in quality, LRP basis varies
substantially for the different regional price series.

T F Compared to fed cattle and swine AEV, feeder cattle cash sale prices from Nebraska are
weighted heavily into the LRP feeder cattle AEV.

T F Feeder cattle LRP users in Nebraska do not benefit from a large reduction in basis risk compared
to futures hedgers.

Futures and LRP basis are typically in Nebraska for most weights of feeder steers.
a) positive
b) negative
c) about equally variable
d) bothaandc

Forecasting basis correctly is important with hedging because
a) basis changes can affect indemnity payments
b) basis changes affect actual sale prices
c) basis changes are more variable than changes in price
d) Itis not important to forecast basis correctly

T F Positive basis changes are beneficial to producers selling livestock.

©The Board of Regents of the University of Nebraska. All rights reserved. O]
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Chapter 5
Hedging Outcomes with LRP Insurance

In this chapter, you will learn:

= how to calculate minimum expected selling
prices;

= how changes in price and basis affect the out-
come of LRP hedges; and

= some final considerations when purchasing LRP.

5.1 Introduction

The first four chapters of this study course provided
a thorough explanation of LRP insurance. Chapter
1 explained the basic provisions of LRP and the type
of protection provided. The second chapter outlined
underwriting rules of the program as well as the
limitations, advantages, and drawbacks those rules
may impose. Chapter 3 covered the mechanics of
the program—how LRP actually works. Included in
the chapter were LRP terminology, determination of
Actual Ending Value (AEV), and determining cost of
LRP price protection. Chapter 4 described LRP basis,
which is not the same as futures basis with which many
producers are familiar. A comparison between LRP
and futures basis was presented, along with LRP basis
risk reduction and seasonal basis patterns for fed cattle,
swine, and feeder cattle. This final chapter will provide
examples of the outcome of hedging a future livestock
sale with LRP. The resulting sale price of a hedge will
be examined under varying levels of AEV and actual
LRP basis. Some final considerations for LRP users
also will be discussed. Finally, a summary of this study
guide will be provided.

5.2 Hedging Outcomes

When hedging with LRP, recall that the insurance
policy creates a price floor by paying an indemnity if
AEV is less than the Coverage Price on the end date.
As a result, it is possible to calculate a minimum ex-
pected selling price (MESP) for livestock covered with
LRP (see Section 4.2). The MESP can be determined
by subtracting the premium cost from the Coverage
Price, and adding expected LRP basis:

MESP equals Coverage Price minus Premium Cost
To Producer plus Expected LRP basis. Actual sale price
(ASP) can vary from MESP for two reasons. First, if
the AEV is higher than the Coverage Price, producers
can take advantage of the price rally and receive higher
cash prices, though no indemnity is paid (note that the
LRP premium would still be paid). This condition
is beneficial to producers in that they receive an ASP
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higher than their MESP. Second, actual LRP basis can
be different than expected. In other words, the rela-
tionship between a producer’s local cash market selling
price and the index price used as AEV can change rela-
tive to the producer’s expectation when initiating the
hedge. This situation can be beneficial or detrimental
to producers depending on how their local cash price
changes relative to AEV. LRP basis can be forecasted
using historical average data discussed in Chapter 4
and available at www.lrp.unl.edu.

An example can illustrate how to establish and
evaluate an LRP hedge. Suppose that on February 20,
Joe Farmer wants to use LRP to insure hogs he intends
to sell the third week of May. On February 20, LRP
insurance is available with an ending date of May
21 with Coverage Prices ranging from $45.71/cwt to
$55.71/cwt with premium costs ranging from $0.21/
cwt for the low coverage level to $1.75/cwt for the high
Coverage Price (before the 13 percent subsidy). Joe
feels a Coverage Price of $55.71/cwt (91.9 percent of
the EEV of $60.61/cwt) is the best level of protection
for his operation. The producer premium for this level
of coverage was $1.52/cwt (87 percent of $1.752/cwt,
the total premium). Joe selects the average Western
Corn Belt (WCB) price series as most representative
of his typical selling price as that is the price on which
his marketing contract is based. The average WCB
base hog LRP basis for the week ending May 23 is
Joe’s best estimate of the LRP basis he expects on May
21. Using historical basis data, Joe determines the
three-year average WCB LRP basis for the third week
of May is -$2.41/cwt. Joe then calculates his MESP to
be $51.78/cwt ($55.71/cwt less $1.52/cwt plus -$2.41/
cwt). This is the minimum price he will receive if his
basis forecast is correct, regardless if prices go down.

Joe’s LRP insurance policy provides protection in
the event prices decrease and are lower than the Cover-
age Price on May 21. For example, assume that the
AEV (CME Lean Hog Index) on May 21 is $52.00/cwt
and the actual LRP basis is -$2.41/cwt (as forecasted
above). Joe’s cash market selling price is the AEV plus
LRP basis, or $49.59/cwt ($52.00/cwt + -$2.41/cwit).

In this case, Joe would receive an LRP indemnity of
$3.71/cwt (Coverage Price of $55.71/cwt less AEV of
$52.00/cwt) because the AEV was less than his Cover-
age Price. The cash market price is lower in May, but
Joe receives an indemnity payment to make up the dif-
ference of the price decline below his insured Coverage
Price, as shown in Table 5.1 on the following page.
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Table 5.1 Hedge Outcome With Price Decrease and No Basis Change.

MESP = $55.71/cwt - $1.52/cwt + -$2.41/cwt = $51.78/cwt

Date Cash Ending Value LRP Insurance LRP Basis
2/20 No action Expected Buy LRP With Exp. 5/21 basis
Ending Value = Coverage Price = to be -$2.41/cwt
$60.61/cwt $55.71/cwt
For $1.52/cwt
5/21 Sell Hogs @ Actual Ending LRP Indemnity = Actual 5/21
$49.59/cwt Value = $3.71/cwt basis is
$52.00/cwt -$2.41/cwt
Cash price Net on LRP = Diff. b/w
received = $2.19/cwt Act. & Exp. =
$49.59/cwt $0.00/cwt

ASP = $49.59/cwt + $2.19/cwt = $51.78/cwt

Joe’s ASP for the hogs is determined by adding the
net gain on LRP (any indemnity received less pre-
mium cost) plus the cash selling price (realize that if
no indemnity is paid, the net on LRP is a loss as Joe
must pay the premium). His ASP would be $51.78/cwt
($49.59/cwt plus $2.19/cwt). In this case, Joe’s ASP
equaled MESP because prices decreased and Joe’s
LRP basis forecast equaled the actual basis on May 21.
Without LRP insurance, Joe’s ASP would have been
his cash price of $49.59/cwt. An even larger drop in
price would have resulted in ASP lower than MESP if
he did not have the LRP insurance policy.

The LRP insurance policy would have also allowed
Joe to benefit from higher prices on May 21. Suppose,
for example, that the AEV on May 21 was $60.00/cwt
and Joe’s actual LRP basis was -$2.41/cwt (as fore-
casted above). His local cash price would be $57.59/
cwt in this case ($60.00/cwt + -$2.41/cwt). No LRP
indemnity would be paid because the AEV exceeded
the Coverage Price of $55.71/cwt. The ASP for the
hogs would be determined as before and would be
$56.07/cwt ($57.59/cwt + -$1.52/cwt). This outcome
is illustrated in Table 5.2 below.

Table 5.2 Hedge Outcome With Price Increase and No Basis Change.

MESP = $55.71/cwt - $1.52/cwt + -$2.41/cwt = $51.78/cwt

Date Cash Ending Value LRP Insurance LRP Basis
2/20 No action Expected Buy LRP With Exp. 5/21 basis
Ending Value = Coverage Price = to be -$2.41/cwt
$60.61/cwt $55.71/cwt
For $1.52/cwt
5/21 Sell Hogs @ Actual Ending No LRP Indemnity = Actual 5/21
$57.59/cwt Value = (AEV > Coverage Price) basis is
$60.00/cwt -$2.41/cwt
Cash price Net on LRP = Diff. b/w
received = -$1.52/cwt Act. & Exp. =
$57.59/cwt $0.00/cwt
ASP = $57.59/cwt + -$1.52/cwt = $56.07/cwt
30 @ ©The Board of Regents of the University of Nebraska. All rights reserved.



In this case, when AEV on the end date was above
the insured Coverage Price, Joe’s ASP exceeded MESP
and he benefited from the price increase. While Joe
would have received a higher price had he not pur-
chased the LRP insurance, he did have protection
in case of a decline in prices (he essentially gave up
$1.52/cwt of the price increase as payment for protec-
tion from price decreases).

LRP basis also can affect whether Joe’s ASP meets

his MESP (in the event of a price decrease). Suppose,
as before, the AEV on May 21 was $52.00/cwt but

that Joe’s actual LRP basis was -$3.41/cwt ($1.00/cwt
weaker than forecasted). This indicates that Joe’s local
cash price was $48.59/cwt ($52.00/cwt + -$3.41/cwt).
He would receive an LRP indemnity of $3.71/cwt as
before because the AEV ($52.00/cwt) was less than the
Coverage Price ($55.71/cwt). Table 5.3 below shows
this result.

Table 5.3 Hedge Outcome With Price Decrease and Weaker Basis Than Expected.

MESP = $55.71/cwt - $1.52/cwt + -$2.41/cwt = $51.78/cwt

Date Cash Ending Value LRP Insurance LRP Basis
2/20 No action Expected Buy LRP With Exp. 5/21 basis
Ending Value = Coverage Price = to be -$2.41/cwt
$60.61/cwt $55.71/cwt
For $1.52/cwt
5/21 Sell Hogs @ Actual Ending LRP Indemnity = Actual 5/21
$48.59/cwt Value = $3.71/cwt basis is
$52.00/cwt -$3.41/cwt
Cash price Net on LRP = Diff. b/w
received = $2.19/cwt Act. & Exp. =
$48.59/cwt -$1.00/cwt

ASP = $48.59/cwt + $2.19/cwt = $50.78/cwt

Joe’s ASP would be $50.78/cwt ($48.59/cwt plus
$2.19/cwt). In this case, his ASP was $1.00/cwt lower
than MESP. This difference was due to the weaker
than expected LRP basis lowering the cash price by
$1.00/cwt compared to the first example. In both this
case and the first case, the AEV decline was the same,
so the difference between what Joe expected to receive
versus what he actually received was not affected by
the price decrease. Instead the unanticipated change
in the relationship between the CME Lean Hog Index
price and his local cash price (the weakening LRP

©The Board of Regents of the University of Nebraska. All rights reserved.

basis) caused the different ASP.

A stronger than forecasted LRP basis (with a de-
cline in price level) would result in an ASP higher than
the MESP. For example, assume again that the AEV
on May 21 was $52.00/cwt but that actual LRP basis
was -$0.41/cwt ($2.00/cwt stronger than Joe fore-
casted). Joe’s cash hog price would then be $51.59/
cwt ($52.00/cwt + -$0.41/cwt). An LRP indemnity of
$3.71/cwt would be paid as before because the AEV
was less than the Coverage Price. Table 5.4 on the
following page illustrates this outcome.
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Table 5.4 Hedge Outcome With Price Decrease and Stronger Basis Than Expected.

MESP = $55.71/cwt - $1.52/cwt + -$2.41/cwt = $51.78/cwt

Date Cash Ending Value LRP Insurance LRP Basis
2/20 No action Expected Buy LRP With Exp. 5/21 basis
Ending Value = Coverage Price = to be -$2.41/cwt
$60.61/cwt $55.71/cwt
For $1.52/cwt
5/21 Sell Hogs @ Actual Ending LRP Indemnity = Actual 5/21
$51.59/cwt Value = $3.71/cwt basis is
$52.00/cwt -$0.41/cwt
Cash price Net on LRP = Diff. b/w
received = $2.19/cwt Act. & Exp. =
$51.59/cwt $2.00/cwt

ASP = $51.59/cwt + $2.19/cwt = $53.78/cwt

Joe’s ASP would be $53.78/cwt ($51.59/cwt plus
$2.19/cwt) which is $2.00/cwt higher than MESP.
This difference was due to actual LRP basis being
$2.00/cwt higher than expected causing the cash
market price to be $2.00/cwt higher. In both of the last
two cases, the price decline was the same amount, so
the difference between what Joe expected to receive
versus what he actually received was not affected by
the price level decrease (as measured by AEV). Rath-
er, the actual LRP basis being weaker (stronger) than
Joe’s expectation resulted in an ASP lower (higher)
than MESP.

Note that if AEV is higher than the Coverage Price
(no indemnity paid) and actual LRP basis is different
than expected, the result of the hedge can vary. If
basis is stronger than expected, ASP will be higher
than the ASP if actual basis equaled the forecasted
basis. If LRP basis is weaker than expected and AEV
is above the Coverage Price, ASP will be lower. It
would even be possible in this case for the ASP to
be less than MESP if the basis weakens substantially
compared to its forecasted level.

5.3 Final Considerations

One point to consider when evaluating LRP as
a hedging instrument is the program’s availability.
Section 1.6 discussed the hours of availability for
LRP insurance. However, at times, USDA may make
LRP unavailable during normal hours of availability
because of certain conditions. Underwriting rules for
2005 suspend sales of all Specific Coverage Endorse-
ments of a given class of livestock if at least four of
the underlying CME futures contracts for that class of
livestock settle at their daily limit for two consecutive
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days. Sales of that livestock class will resume when
there have been two consecutive days without four
underlying futures contracts settling at the daily limit.

Also, sales of LRP may be suspended if underwrit-
ing capacity limits have been exceeded. There are
maximums both for the total amount of coverage sold
for the crop year and also for a given day. If either
maximum amount is exceeded, sales of LRP will be
halted for the remainder of that period of time or until
capacity becomes available by existing contracts end-
ing. Also, each company certified to sell LRP insur-
ance has a limited amount of underwriting capacity. If
LRP becomes a popular product, underwriting capacity
may be an important factor to consider when choosing
an insurance company for LRP. A producer would not
want to select a company only to discover that com-
pany has little or no remaining underwriting capacity.
However, as a new pilot program, underwriting capac-
ity is not likely to be an issue. Further, for the 2005
crop year, almost $19 million in underwriting capacity
remained with less than three months left in the crop
year.

Finally, LRP sales can be suspended if a news
report, announcement, or other event occurs during or
after trading hours that is believed by the Secretary of
Agriculture or RMA staff to significantly change mar-
ket conditions from those on which the LRP insurance
for that day was rated. For example, when BSE was
announced in the U.S. on December 23, 2003, sales of
LRP insurance for fed and feeder cattle were suspend-
ed shortly thereafter. This policy prevents adverse
selection by preventing producers from purchasing
LRP with prior knowledge of what markets will likely
do the following day.
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5.4 Conclusion

LRP insurance is a program that may be useful to
livestock producers wishing to establish a minimum
selling price for their livestock. For those producers
with smaller herds who may not be able to use futures
or options contracts, the flexibility of LRP may prove
beneficial. As an insurance product, LRP may be at-
tractive to producers who may not understand or may
not be comfortable trading in the futures or options
markets. Despite the similarity in how LRP and op-
tions contracts work, LRP is a fairly straightforward
program that may reduce some confusion people expe-
rience with options hedges. The program has other ad-
vantages over futures or options hedging. Once LRP
is priced for a given day, the prices are guaranteed and
will not change for that day. Also, LRP is available
after normal market trading hours allowing produc-
ers to purchase price coverage at times not previously
available. Additionally, LRP insurance provides a
significant reduction in basis risk for fed cattle and
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swine producers. When hedging, basis risk is the only
component of producers’ ASP that is not protected. By
reducing basis risk, LRP makes it easier for produc-
ers to accurately forecast MESP, and consequently,
producers may have a better approximation of future
cash flows. However, not all basis risk is eliminated,
and producers are still exposed to some variation in
actual selling prices (particularly with feeder cattle).
Additionally, once a hedge is established with LRP, it
cannot be lifted or sold back to recapture some of the
premium cost. A 30-day marketing window is allowed
prior to the end date of coverage, but selling livestock
before the end date exposes the policy holder to price
risk. With restrictions on taking offsetting futures or
options positions, LRP may limit some producers’
common marketing strategies. All these factors are
important to think about when evaluating LRP as a
hedging tool.
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Check for Understanding: Chapter 5

1. The equation for calculating minimum expected selling price (MESP) is:
MESP = - +
2. T F Because LRP creates a price ceiling, producers using LRP cannot benefit from price rallies.
3. If a producer wants to purchase LRP coverage with a total premium of $2.00/cwt, how much is the producer’s
portion of the premium?
4. If a producer purchases LRP insurance with a Coverage Price of $55.50/cwt and a producer premium
of $1.50/cwt and expects LRP basis to be $2.00/cwt at the end of coverage, what is the producer’s
MESP?
5. The equation for calculating ASP is: ASP = +
6. T F  If noindemnity is paid on LRP coverage, the net on LRP is equal to the cost of the premium.
7. T F  The MESP for an LRP hedge is the lowest possible ASP a producer can receive.
8. If aproducer receives a higher ASP than MESP, what factor caused the higher ASP?
a) AEV was higher than Coverage Price at the end date
b) LRP basis strengthened relative to expected
c) LRP basis weakened relative to expected
d) aorb could cause a higher ASP than MESP
e) aor c could cause a higher ASP than MESP
9. What conditions can cause suspension of LRP sales?
a) At least four of the underlying CME futures contracts settle at daily limits for two consecutive days
b) An event occurs that USDA deems significantly changes market conditions
c¢) Daily underwriting capacity is exceeded
d) all of the above
10. T F  LRPinsurance has advantages and limitations relative to other hedging strategies that must
be considered when deciding if it is a useful program for a given operation.
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Appendix 1!

LRP Enrollment Application

1. APPLICANT 2. INSURANCE AGENCY
Applicant Nams: S8N: EIN: Insurance Agency Namea: Agency Code:
Spouse’s Name: Spouse's S5N: Insurance Agent's Name: Agent's Code:
Applicant is at lzast 18 Years E-mail Address: E-mail address:
Yes[ No[OJ
Street or Mailing Address: Street or Mailing Address:
City: State: Zip Code: City: State: Zip Code:
County: Farm or Business Name: Fhone: FPhone: Fax:
Crop Year: Classies) of livestock or livestock product to be insured: | Commaodity Code

Swine [0 Feeder Cattle [ Fed Cattle [J

1 This is the USDA form for the 2005 crop year. Revisions may be made in subsequent crop years. Additionally, variations on the form may be used by different
insurance companies.
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Appendix 2*

Substantial Beneficial Interest Form

NAME CF APPLICANT/INSURED: POLICY NUMEBER:

I:l SSN |:|E|N |:| OTHER iCheck One)

SQCIAL SECURITY OR EMPLOYER IDEMTIFICATION NUMBER:

ADDRESS OF AGENT:

AGEMT MAME: AGENT CODE NUMBER: |eompany MNAME:

List persons and/or entities with 10 percent or more interest in the insurance enlity identified above as the Applicant/Insured.

MAKME COMPLETE ADDRESS SSMN/EIM TELEPHOME
{Print ar Type) (=t RR., P.O. Box, Zip, etc.) {Check One & Enter Mo} MUMBER

Llssn em  [omer

ENTITY SHARE
TYFE

I:lS.SN I:lEIH DOTHER

DSSN I:lEIN DOTHER

DSSN DEIN DOTHER

DSSN DEIN DOTHER

DSSN DEIN DOTHER

Osse Qen Qorer

SIGNATURE OF APPLICANT/INSURED: DATE:

! This is the USDA form for the 2005 crop year. Revisions may be made in subsequent crop years. Additionally, variations on the form may be used by different
insurance companies.
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Appendix 3!

Transfer of Right to Indemnity Form

Policy Endorsement Crop Year: Authorized Agency
Number: Number: Representative: Code:
1. INSURED: 2. TRANSFEREE:

Insured’s Name:

Transferee’s Name:

Insured’s SSN:

Insured’s EIN:

Transferee’s SSN:

Transferee's EIN:

Street or Mailing Address:

Street or Mailing Address:

City:

State Zip
Code:

City: State:

Zip Code:

Phone:

Fax:

Phone: Fax:

3. SPECIFIC COVERAGE ENDORSEMENT INFORMATION FOR INSURED LIVESTOCK

% of Insured Share

Effective Date End Date Insured Value .
Transferred
Appendix 4!
Assignment of Indemnity Form
Policy Endorsement Crop Year: | Authorized Representative: Agency
Number: Number: Code:
1. INSURED: 2. ASSIGNEE:
Insured's Mame: Assignee's Name:
Insured's SSN: Insured's EIN: Assignee’s SSN: Assignee's EIN:

Street or Mailing Address:

Street or Mailing Address:

City:

State:

Zip Code:

City: State:

Zip Code:

FPhone:

Fax:

Fhone: Fax:

3. SPECIFIC COVERAGE ENDORSEMENT INFORMATION FOR INSURED LIVESTOCK

Effective Date

End Date

Insured Value

Tatal Premium

1 This is the USDA form for the 2005 crop year. Revisions may be made in subsequent crop years. Additionally, variations on the form may be used by different

insurance companies.

©The Board of Regents of the University of Nebraska. All rights reserved.
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Appendix 5!

Specific Coverage Endorsement Form

Commadity Code: Paolicy Number: Endorsement Number: {Company Use only)
1. INSURED 2. INSURANCE AGENCY
Insured Name: Spouse’s Name: Insurance Agency Name: Agency Code:
SEN: EIM: Spouse’s SSM: Insurance Agent's Namea: Agent Code:
Farm ar Business Name: E-mail addrass: E-mail addrass:
Street or Mailing Address: Streat or Mailing Address:
City: State: Zip Code: ity State: Zip Code:
County: Phane: Phone: Fax:
Legal Description of location of State: | Zip
livestock or livestock product: Code:
3. SCHEDULE OF INSURED LIVESTOCK OR LIVESTOCK PRODUCT
Crop Year Effective Date End Date Mo, of Head Covered Insurad Share %
4. INSURED VALUE
Mumber of Target Weight Coverage [Insured Share _ A e
Head X (Cwd. Per Head) X Price X (%) - Insured Valus
X X X =
5. PREMIUM COMPUTATICON
v _ Total pe .
Insured Walue | X Rate =| premium Approval Number
x =

1 This is the USDA form for the 2005 crop year. Revisions may be made in subsequent crop years. Additionally, variations on the form may be used by different
insurance companies.
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Claim Form

Appendix 61

Commodity Code:

Policy Number:

Claim Number:
| {Company Use)

Endorsement Number;

According to our records, you may be entitled to an indemnity under the above policy
endorsement based on the information presented below. Please contact your agent if the

information shown in sections 1, 2, or 3

-

is not correct. The calculation of the indemnity is

shown in section 6 below. In order to receive an indemnity, your signature is required to
certity that the terms and conditions of the policy have been met as stated in section 7

below.

Assignment of Indemnity? Yes[] No[] Transfer of Right to Indemnity? Yes [] No []

1. INSURED 2. INSURANCE AGENCY

Insured Name: SEM: EIM: Insurance Agency Mame: Agency Code:
MName of Farm/Ranch or Business: Insurance Agent's Name: Agent’s Code:
Street or Mailing Address: Street or Mailing Address:

City: County: State: Zip Code: City: State: Zip Code:
Phone: Fax: E-mail: Phone: Fax: E-mail address:

3. ASSIGNMENT OF INDEMNITY

Assignes's Name: Assignes's SSN / EIN (circle ane and enter):

Street or Mailing Address: Fhaone: Fax:

City: State: Zip:

Coverage Price

Actual Ending Value

IT actual ending value is less than the coverage price an indemnity is

due.

4. INDEMNITY CALCULATION
[f the actual ending value is less than the coverage price, an indemnity iz due. The
indemnity is equal to the number of head multiplied by the target weight (in cwt as
defined in the Specific Coverage Endorsement) multiplied by the difference between
the coverage price and the actual ending value (in $ per cwt.), and then multiplied by
the ownership share (in percent).

- Target Weight Coverage Price R _H
Nu'prl?A of At End Date Minus Insurcg_ Share Indemnity
~ (Cwit. Per Head) Actual Ending Value "

! This is the USDA form for the 2005 crop year. Revisions may be made in subsequent crop years. Additionally, variations on the form may be used by different

insurance companies.

©The Board of Regents of the University of Nebraska. All rights reserved.
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Answers to “Check for Understanding™

Chapter 1
1. False.
2. True.
3. True.
4. False. LRPis available from 5:00 p.m. to 9 a.m. the following morning.
5. False. There is no minimum number of head that must be covered on an SCE.
6. True.
7. True.
8. False. Livestock can be sold up to 30 days before the expiration without voiding coverage.
9. False. LRPis intended to prevent losses caused by large price declines.
10. True. For a given level of protection, premiums will be lower when prices are high.

Chapter 2
1. C.

2. True.

3. False. Dead animals are eligible for the LRP indemnity if the death is reported to the insurance agent, but that

indemnity only covers the difference between Coverage Price insured and the actual ending value.

4. False. Third party statements from veterinarians, feed salesmen, etc., can be used to verify ownership.

5. True.

6. B.

7. True.

8. D.

9. True.

10. False. Once purchased, LRP cannot be lifted to recover any premium.

Chapter 3
1. Expected Ending Value (EEV).
Indemnity.
End Date.
Coverage Price.
Actual Ending Value (AEV).
True.
TX/OK, KS, NE, CO, IA/MN.
False. All feeder cattle are indemnified using the CME feeder cattle cash index (some use a price adjustment factor
to scale AEV up or down).

PN WN

9. A
10. True.
Chapter 4
1. False. Producers are still exposed to LRP basis risk which can affect ASP.
2. AEV.
3. D. Basis can increase or decrease relative to expectations causing ASP to be higher or lower.
4. True.
5. False. Hog prices are relatively uniform across different geographic areas resulting in similar basis levels.
6. False. Feeder cattle AEV includes prices from all over the country.
7. True.
8. D.
9. B. Basis changes have no affect on indemnity payments. Basis change is generally less variable than price level
change.
10. True.
Chapter 5

1. MESP = Coverage Price — Producer Premium Cost + Expected LRP Basis
2. False. LRP creates a price floor, allowing producers to benefit from price rallies.

3. $1.74/cwt. Producer premium = 87% of Total premium ($2.00/cwt x 0.87)

4. $56.00/cwt. MESP = $55.50/cwt — $1.50/cwt + $2.00/cwt

5. ASP = Cash price + Net on LRP.

6. True.

7. False. ASP can be lower than MESP if basis is weaker than expected.

8. D. ASP can be higher than MESP if prices increase or if basis is stronger than expected.
9. D.

10. True.

40 @ ©The Board of Regents of the University of Nebraska. All rights reserved.
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