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In this section, we will focus on assessing risk. We will learn about the sources 
of risk, risk preferences, and risk management strategies. 
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Agricultural managers are forced to manage and operate in a high risk 
environment. Poor yields, low market prices, high costs, and other unfavorable 
outcomes impact the opportunity for agricultural managers to be successful. 

Risk management is the practice of managing the resources of the operation 
in such a way as to maintain an acceptable level of risk. This in turn should 
generate a corresponding level of return that will allow the goals of the 
operation and management to be achieved. 
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This risk/profit tradeoff is the balance a manager must decide on between the 
desire for the lowest possible risk for the highest possible returns. Remember 
to keep in mind that low levels of uncertainty (low risk) are associated with 
lower potential returns and lower potential losses. High levels of uncertainty 
(high risk) are associated with high potential returns and higher potential 
losses. 
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Your attitude toward risk can be divided into three types:  risk averse, risk 
preferring, and risk neutral. This risk attitude is not a reflection of managerial 
ability. There are no right or wrong risk attitudes. Individuals are commonly 
placed in one of these categories, however the individual may not stay in the 
same category for all decisions. 

Discuss “risk averse”.
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Discuss “risk neutral”.
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Discuss “risk preferring”.
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Let’s pretend we are playing a game.

You flip a coin.

For every heads you toss, you win $140.

For every tails you toss, you loss $100.

Would you play?  If so, what is the maximum amount you would pay to play 
this game?

Choose an answer:  $5, 10, 20, 40?
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Every two times you play the game, averages are you will get one head and 
one tail.

So you will win $140 one turn and lose $100 the next.

So on average, your expected return would be $20 for each flip of the coin.

Were you willing to pay more than $20 a turn? Less?

Look at screen to see your preference for risk. 
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There are five main sources of risk in an agricultural operation:  production 
risk, marketing risk, financial risk, legal risk, and human resources risks. 

The next few slides will discuss these. 
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Discuss Production Risk. 
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Discuss Marketing Risk.
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Discuss Financial Risk. 
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Discuss Legal Risk. 
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Discuss Human Risk. 
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While risk can never be completely avoided, you can develop strategies to 
cope with risk.

Risk management can be defined as the use of time, financial and other 
resources to effectively mange risks so that goals can be achieved.

The objective of alternative enterprises and risk management is NOT to 
eliminate risk, but to take the right risks to maximize profits while reducing 
income variability and meeting strategic goals. 
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A decision tree is an excellent tool for working through the many possible 
outcomes for a given situation. But you may not even be aware of some of the 
outcomes, let alone know what probabilities to assign for their occurrence.

Just as with other sections of this course, there is a great deal more to 
planning for risk and developing contingency plans. However, the risk 
worksheet which follows should at least get an operation to the point of 
considering the risks to its’ enterprise activities, as well as some possible 
responses to those risks. 



18

Diversification can be the most important risk management strategy to helping 
you reach your long-range financial goals while minimizing your risk. 

Enterprise diversification involves having your income dependent on more than 
one product to avoid large income highs and lows that can come with 
production and price variability.

Use of technology is an important risk management strategy. New varieties, 
new vaccines, new production systems, and other technologies can help 
mitigate or avoid the impacts of risk. 
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This risk management worksheet is designed to help identify the greatest 
sources of risk for the operation for each of the five categories of risk. 

Once these risks have been identified, contingency plans can be developed to 
better prepare the business for the potential consequences. 

PDF for worksheet:

ftp://ftp.adayana.net/CLIENTS/UofWyo_Enterprise/08_Scripts_and_Media/b)_
Final/Ag%20Enterprises%20Course/!Final%20Course/resources/RiskManage
mentWorksheet.pdf
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After you go through the Risk Management Worksheet, you may want to 
conduct a SWOT Analysis to consider the potential holes or opportunities 
these risks present for the enterprise. 

PDF for SWOT: 
ftp://ftp.adayana.net/CLIENTS/UofWyo_Enterprise/08_Scripts_and_Media/b)_
Final/Ag%20Enterprises%20Course/!Final%20Course/lessons/SWOT.pdf
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Let’s look at an example of evaluating and managing risks. 

The King Family has a ranch with 500 cows and 350 acres of hay. Their 
expected income is almost $52,000 per year.

The King Family must address the impacts of different severities of winter 
weather conditions. 

This ranch normally produces 875 tons of hay each year and the cattle 
consumes 825 ton. With a severe winter, hay usage will increase 100 ton to 
925 ton. The negative impacts on weaning percentages are increased if hay 
inventories become short. 
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In this scenario, the decision we will look at is whether to buy or sell hay. Hay 
may be purchased to increase feed inventories or sold to generate cash 
income. Current feed inventories, possible feed usage, and probabilities of 
increases or decreases in price are all important to consider.

The next few slides will show the Mild, Normal, and Severe winter conditions 
and will show the effects of weather on hay prices, feed usage, and weaning. 

Discuss Mild.
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Discuss Normal Winter. 
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Discuss Severe Winter. 
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In the King Family Ranch example, in any given winter, what is the right 
decision?

Here are your choices:

You can always do nothing. With this choice you will never buy or sell hay.

Or, you can always buy 50 ton of hay each year.

Or, you can always sell 50 ton of hay each year. 
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The risk-return frontier graph is a way of considering which decision might be 
the correct level for you.

The graph represents returns on the vertical axis and risk on the horizontal 
axis. So, as you move up the vertical axis you are increasing returns or net 
income and as you move to the right on the horizon axis you are increasing 
your exposure to risk.

The next few slides will show more about each decision. 

Discuss “Always Buy”
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Discuss “Do nothing”



28

Discuss “Always Sell”
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There are no right or wrong answers and going through the risk management 
assessment does not necessarily provide good decisions after the fact. A 
farmer may conclude at the end of harvest that the money spent on insurance 
premiums was a waste of money. After the fact, the decision was unwise if no 
disasters occurred because it reduced net income. However, if something 
would have happened to create cash flow problems or even put the farmer out 
of business it would have been a good decision. 

Managers must make decisions without perfect knowledge. Your decisions 
must consider the sources of risk, the probabilities of the risk occurring, the 
impacts or outcomes if something happens, and your preference toward risk. 


