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COMMON RISK MANAGEMENT TOOLSCOMMON RISK MANAGEMENT TOOLS
Review the common risk management tools below. Remember, not every tool may be a fit for your operation, and reach out
to specific industry experts to further explore these options. 

When a producer makes an agreement with a buyer, such as a cattle broker or grain elevator, to deliver a set quantity of a
commodity at a pre-arranged price. For example, a grain producer forward contracts 10,000 bushels of corn at the local
elevator for $4.95. This strategy can be beneficial for both the producer and buyer, but there can also be pitfalls. If the
price of corn increases during the contract period, the producer would have to deliver the grain at less than market price.
Likewise, if the price falls, the buyer is obligated to pay above market price for the corn. If the producer contracts too
much production and then doesn’t meet yield expectations (e.g. only has 9,000 bushels to deliver) there may be
penalties involved, as well as general third party risk from the buyer not performing on the contract. 

Forward Contracting

Is using the futures or options markets to minimize price fluctuations of a specific commodity prior to the sale or
purchase of that commodity. These tools can be utilized by both the seller and buyer of a commodity to manage price
risk for their operation. 

The futures markets allow participants to lock in a price on a commodity today for future delivery. 
The options markets allow participants the right, but not the obligation, to buy or sell a commodity at a
predetermined strike price. 
Hedging can be quite complex, and there are numerous brokerage firms and consultants that can help advise you
depending on your needs. A key point is that for the context of this module, Hedging is purely a risk management
tool utilized by an end-user and not for speculative purposes. 

Hedging
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Insurance is a tool that generally allows the producer to purchase financial coverage that would compensate them for a
potential loss or disastrous event. Insurance can be purchased for many specific purposes, such as: 

Crop insurance provides financial coverage in the event a crop is adversely impacted by events such as drought or
flooding. 
Liability insurance provides financial coverage should there be a lawsuit or claim against the operation from events
such as accidents. 
Hazard insurance provides financial coverage should there be a loss of buildings, equipment, livestock, etc. in the
event of a fire or other catastrophic event. 
Life insurance provides compensation to designated beneficiaries upon the death of the insured party. This can
especially be valuable in providing liquidity to fund the farm business in the short-term if the deceased party was the
primary manager or operator. 
Long-term disability insurance provides compensation upon the disability of the insured party and helps to replace
income that they may no longer be able to generate from the farm business. 

Insurance

Enterprise Diversification
Simply follows the old phrase “don’t put all your eggs in one basket.” Often a farm business can benefit from having
multiple enterprises and income streams. For example, if one commodity is experiencing a down cycle this may be offset
by another experiencing steady or increasing prices. Another form of diversification could be non-farm income, either as
a regular source of additional cash flow by a member of the operation or temporary as supplemental income during
periods of adversity for the farm business. 

Strong liquidity, such as cash or other short-term assets than can quickly be converted to cash, allow an operation
flexibility to cover an unexpected event without disrupting normal operations. Strong liquidity and working capital also
allow an operation to take advantage of favorable buying opportunities that may improve the bottom line, such as buying
inputs in bulk. Remember another old saying: “Cash is king!”

Strong Liquidity

General production and management practices can also be used to mitigate risk. Some examples of this would be
maintaining excess feed inventory to protect against drought or market fluctuations, ability to irrigate, or maintaining an
inventory of common equipment parts to prevent downtime that could delay harvest. While some of these practices
likely come with an opportunity cost, they may still be beneficial to the risk management strategy of the operation. 

General Production and Management Practices

There are also numerous legal best practices every farm business should implement, such as having formal written leases
on all rented land, wills and estate planning, succession planning and buy/sell agreements for formal entities with
numerous owners, etc. 

Legal Best Practices
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