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RATIO ANALYSIS USED TO MEASURE FINANCIAL STRENGTH
OF AGRICULTURAL BUSINESS CORPORATIONS

Marshall R. Burkes and George F. Henning

INTRODUCTION

The purpose of this research was to study, analyze,
and summarize the financial structure of Ohio farmer-
agricultural organizations with
respect to their strengths and weaknesses in order
to make suggestions and recommendations for greater
financial strength and stability .

owned business

The annual audits of forty selected firms that
conducted business directly with farmers enabled the
writers to make a financial analysis?. A combination
of ten specific ratios were derived from the data for
the fiscal years 1950-51, 1955-56, and 1960-61.

Certain ratios were used in the analysis of the
balance sheet and profit and loss statement of each
firm for selected fiscal years in order to determine to
what extent the firm has moved financially forward or
backward.

Ratios were also applied to the statements of two
or more firms covering the same periods of time for
comparative purposes. Care was taken to insure that
the figures were comparable. KEqually successful
firms in different industries of cooperative business
may show different ratios because of the unlike
nature of the industries or the differences in the
size of the firms within a single industry. Also, the
auditor’s presentation of the information has not been
standardized. In comparing two or more firms, adjust-
ments must often be made. Changes between time
periods in the industry or the firm, or changes in
government regulations may cause the financial
statements to differ. Firms attempt to look more
favorably at the closing of books for the annual audit.
These problems have been encountered in this study.

IThe Department of Agricultural Economics and Rural Sociology
of the Ohio Experiment Station started a research study during
1956 by selecting certain years to study the financing of agri-
cultural business firms. Ohio Research Bulletin 880, Henning,
G. F. and Laubis, R. E,, Financial Structure of Agricultural
Business Organizations, Ohio Agricultural Experiment Station,
Wooster, Ohio, was published in April 1961. This bulletin is
another report on a portion of that study and presents a ratio
analysis of the important segments of the financial structure of
forty agricultural business firms; also Burkes, Marshall R,
Changes in Financial Strength and Structure of Agricultural
Business Organizations, Unpublished Ph.D. Dissertation, Ohio
State University, 1962,

2Analysis is the separating of any whole into its parts to
determine their nature, proportion, function or relationship. This
can be accomplished with ratios which express by proportion a
fixed relation between two comparable things.

The following ratios were selected to examine (1)
overall financial position, (2) accounts receivable,
(3) net worth relationships, and (4) profitability in
terms of savings.

Current ratio is developed by dividing the total
current assets by the total current liabilities. This
ratio indicates the general liquidity of the firm or
firms.

Total receivables as a percentage of total current
assets is obtained by dividing total receivables by the
total current assets. This ratio shows the proportion
of current assets carried on the credit books. In this
study, total receivables included accounts receivable,
notes receivable and miscellaneous receivables.
Grain receivables were excluded in the local elevator
and farm supply firms since grain was sold to non-
farmers and credit was usually granted for less than
30 days. Total notes receivable and total accounts
receivable were included before subtracting discounted
notes and the reserve for bad debts.

Net supply sales to total receivables is developed
by dividing net supply sales by total receivables. The
proportion of farm supply sales camied on the credit
book at one point in time is expressed through this
ratio. This checks the possibility of payment for
goods exchanged on credit. For the local elevators,
only supply sales were included since marketing or
grain sales were not considered to be vulnerable to
receivable problems.

Age of total receivables is computed by dividing the
365 days in a year by the net supply sales to total
receivables ratio®. Thus, total receivables on the
books at the time of audit are represented by the
number of days of daily average supply sales. The
age or number of days’ sales outstanding permits
comparison with the stated terms of credit sales®.

Net worth to total debt is developed by dividing the
total net worth by the total debt. This shows the
source of funds by which operating capital has been

3Pearson Hunt, Charles M. Williams and Gordon Donaldson,
Basic Business Finance, Richard D. Irwin, Inc., Homewood,
Illinois, 1958, p. 102. The 365 days as a computation figure
allows the total receivable position to appear stronger than the
310, 320, or 350 days figure which is preferred by some analysts.

4Another way to obtain only one ratio may be: Total Sales — Daily
. 365 Days
Sales, then Total Receivable — Age of Total Receivables.

Daily Sales



or may be acquired. This is a basic ratio used in
measuring capital structure.

Net worth in this bulletin includes common stock,
preferred stock, earned surplus and allocated patron-
age or reserves which are recognized as equity capital
by the annual audit. Total debt is defined as total
current and long term liabilities, including debenture
bonds® and any allocated patronage which has been
declared in the annual audit to be distributed to the
patrons.

Net worth to fixed assets is developed by dividing
the net worth by the total of the fixed assets. This
ratio measures the owned capital supporting the plant
and equipment. It can also be used to appraise the
liquidity of net worth for working capital. Fixed
assets were defined as net fixed assets after the
reserve for depreciation has been deducted.

Expense rate is determined by dividing total ex-
penses by net sales, thus giving a general measure
of expense control. Gross margin must exceed total
expenses or the firm will suffer a net loss on opera-
tions. Total expenses include both net operating and
and non-operating expenses. Expenses charged to
“cost of goods sold”” were excluded in this study as
well as in the annual audit. Net sales included both
marketing and supply sales less purchase discounts
and refunds.

5However, from the standpoint of actual cooperative use,
debenture bonds (non-permanent capital) are utilized as owner
equity and treated much like preferred stock which pays a fixed
dividend.

Net savings rate on net sales is developed by
dividing net savings by net sales. This ratio measures
the degree of effectiveness of volume. Volume which
allows a sub-normal savings or actual loss is volume
that has not accomplished its intended purpose. Net
savings is the net margin before federal income tax,
stock dividends and patronage refunds have been

deducted.

Sales volume rate is determined by dividing net
sales by total assets and indicates productivity of
total assets. The movements of this ratio measure
dynamically the results of working capital, plant

efficiency and management capacity.

Return on investment is developed by dividing
net savings by total assets and is the final “measuring
stick’ for profitability. It is a fluid ratio which shows
the firm’s capacity to earn savings for its investing
shareholders and members after interest on borrowed
funds or debt is paid. Losses in this ratio indicate
the relative danger of losing ownership in the husiness.

The reader is cautioned that the use of these 10
ratios alone will not guarantee the success of a
They do not substitute for good
management, adequate financing, good volume, and
efficient operation. However, ratios should indicate
to management and the boerd of directors the weakening
or strengthening trends of their operations and should
be used to help make sound policy and business

business firm.

decisions.

RATIO ANALYSIS OF 27 LOCAL ELEVATORS AND
FARM SUPPLY FIRMS

The major group of businesses studied contained
21 local elevators and farm supply firms. This
sample of firms was assumed to represent the co-
operative industry. The selected ratios were used
with financial statement data for 1950, 1955, and
1960 to express the financial trends for the local
elevator and farm supply industry. None of the ratios

used in Table 1 indicated that these 27 business
firms as a group have increased in strength during the

last 10 years.

Only two of the ten ratios which measure the
financial strength of firms have remained at a stable
level since 1950. Current liabilities have increased
faster than current assets particularly since 1955.
This condition has lowered the current ratio. Net
worth has increased slowly since 1955 while fixed
assets have expanded at a steady pace, up 86 percent
from 1950 to 1960.

Eight of the ten ratios indicate that the firms have
weakened since 1950; and some firms reached a

financially critical area after 1955. Total receivables
represented about one-third of current assets in 1950
but included more than one-half of current assets by
1960. This 155 percent increase in total receivables
occurred while net sales were expanded by only 33
percent. This means that the age of total receivables
increased from 39 days in 1950 to 60 days in 1955.
Control of total receivables was partially lost from
1955 to 1960 when 75 days of net sales were carried
on the books. Both net worth and total debt expanded
at a steady rate until after 1955 when total debt
jumpted 51 percent. Total expenses maintained a
sound relationship with net sales until after 1955
when the expense rate was allowed to increase by more
than two percent. Net savings held steady until
after 1955 when sales increased and net savings
dropped. Even with the continuous expansion of net
sales, total assets have increased faster since 1955.
With lower net savings and additional total assets, the
return on investment has declined by more than one-half.



RATIC ANALYSIS OF 27 LCCAL ELEVAT(RS AND FARM SUPPLY AGRICULTURAL BUSINESS CRGANIZATI

TABLE 1

CHIC, 1959, 1355 AXD 1360

CNS,

Sunm of Average Sum of Average Sum of Average General
Specific Ratios Dats 1950 Data 1955 Data 1960 Trend®
Current assets to 4,727,28) - 5 1 403 6,123,992 = 5 ) 401 2,522,799 = 1. 40 1 -
current liabilities 2,217,077 : ' 2,583,085 ! 4,088,770 :
Totel receivablesas _1,535,390 - 35 &g 2,857,293 = 4,74 3,920,562 = op 14 -
Zofcurrent assets 4,727,281 6,123,952 _ 7,522,799
Net supply sales to 14, 552,510 _ b 17,55T.477 = 6.1 to 2 19,320,023 = . g ¢ 1 -
total receivebles  1.535.350 00 1 Plgsriegz 0 Ol te 3,920,582 °
Age of total 165 - b 6 - 365 - _
receivables 3.5 38.5 days éf% 60.0 days 1.9 75.0 days
Net worth to 05 _ 8,1 - 8 421 _

= 2.0 to 1 = 1.9 to 1 = 1.4 to 1 -

total debt 019,701 . 20 te u,355,502 9 to , 581,242
Net worth to 5.937,305 - 8,1%5,395 = 1.8 to 1 8,977,421 - .6 40 1 -
fixed assets 3,080,733 1.9 to 1 4,666,692 -8 o 5,735,13
Total expenses 3,102,@96 - A Y 62 - 8 68,969 - 12.1 -
on net sales 32,806,292 9-5% 40,322,851 9-8% Lg, 622,721 #
Net savings on 913,519 = b 1,182,780 = . 5, %0},152 = 1. -
net sales 32,806,292 2.8% 4y, 322, 851 7% ug, 622,721 5%

Net sales to
total assets

%gf&§%f§§% = 3.6 times

48,622,721 _
15,559,700 3.1 times

det savings on 913,019 _ 1,182,780 _ 103,732 - _
total assets 5875195 - 10-%  Tiligrmg -  10.3% 15,559, 700 4.5%

8General trend for the ten year period:
- indicates weakness.

bData has been omitted on one firm.
Source: Original data.

Research Procedure
In order to separate the groups of strong and weak

firms from the total sample of 27 local elevators and

farm supply associations, the following procedure
was followed:

‘Financial data obtained from each firm was used
in computing the ten ratios. For each of the ten
ratios, the firms were arranged in rank order with
respect to their comparative strength and given a
numerical value from 1 to 27. After ranking the firms
on the basis of the individual ratios, the numerical
ratings of each firm were added together. The nine
firms with the highest aggregate ratings were con-
sidered to be the top one-third firms. The nine firms
with the lowest aggregate rankings were considered
to be the low one-third firms. For example, the
lowest or weakest firm was in the low nine group for
nine of the ten ratios.

The ratios for 1950 were checked to determine if the
comparative financial strength of some firms had
changed. Six of the top firms in 1950 had maintained
their strength while three small firms dropped to the
middle group. Three aggressive and expanding firms
gained financial strength during the ten years. There-

/ indicates strength, = indicates stability and

fore, ratio analysis can be used to determine the top
and low one-third firms but some firms within each
group may change between time periods.

Ratio Analysis of the Top One-Third Local
Elevators and Farm Supply Associations

This section attempts to answer two pertinent
questions concerning the grain elevator and farm
supply industry. What are the realistic standards or
indicators of a safe level of financial strength for the
individual firm? Also, where are the specific areas
of financial weakness within the industry? The
standards for each ratio were developed from past
financial experience in applicable industries and from
the ratio analysis of the top one-third of elevators
and farm supply firms as presented in Table 2.

The net worth to total debt ratio described the only
area where the firms had become stronger in the last
ten years. Total debt has been controlled while net
worth was expanded. These firms have strengthened
their net worth to total debt ratio and stayed within the
standard range of 2.0 to 1 to 3.0 to 1°.

6Each of the top one-third firms met the sound financial standards
for the ten respective ratios.



Both current assets and current liabilities have
remained fairly stable with a slight increase in
current assets. A workable standard of 2.5 to 1 up to
3.5 to 1 for the current ratio was accepted”.

Total receivables have increased only slightly
during the ten year period. In fact, total receivables
as a percentage of current assets remained well within
the standard of 33 to 50 percent for the industry.

Both net worth and fixed assets almost doubled
from 1950 to 1960 but held a stable ratio of .about
1.8 to 1. This ratio was within the low range of the
standard of 1.5 to 1 up to 2.5 to 1.

The expense rate for the nine top firms has remained
at a controlled level. However, the differences
between the firms handling a major volume of grain
or farm supplies are discussed in the following
section. KEven with a general price rise, an expense
rate of 6 percent to 11 percent should be maintained
without anticipating a higher gross margin. The
firms that primarily handled grain kept expenses at
a standard 4 to 7 percent of net sales. The farm
supply firms with limited grain marketing have faced
a -more difficult job of keeping expenses within the
range of 10 to 13 percent.

7Pearson Hunt, et. al., op. cit., pp. 100-110.

Net supply sales have not expanded as rapidly as
total receivables. This declining trend has forced the
firms to approach the minimum side of the net supply
sales to total receivables ratio standard which ranged
from 6 to 1 to 10 to 1. This ratio also determined the
age of total receivables. A 6 to 1 net supply sales to
total receivables relationship was the lowest ratio
that would allow the age of total receivables to be
less than 60 days. Therefore, financially strong
firms should not permit the age of total receivables
to exceed 60 days.

For the top firms net savings have declined slight-
ly during recent years while sales have advanced. The
net savings on net sales ratio was maintained safely
within the accepted standard of 2 to 3 percent. With
the expansion of net sales the top firms held a stable
sales volume rate until after 1955 when total assets
were increased. The top firms were still safely within
the standard range of 3 to 5 times for the net sales
to total assets ratio. With these ratios in order, the
return on investment fell into place. In order to
justify borrowed funds and pay dividends and patron-
age refunds, the net savings to total assets ratio
should be 6 to 10 percent. The top one-third of the
local elevators and farm supply fitms have weakened
according to profitability measures.

TABLE 2
RATIO ARALYSIS OF TCP ONE-THIRD (9) LOCAL ELEVATORS AND FARM SUPPLY
AGRICULTURAL BUSINESS CRGANIZATIONS, OHIO, 1950, 195%5 AND 1960

Sum of Average Sum of Average Sum of Aversge General
Specific Ratios Data 1950 Data 1955 Data 1960 Trend®
rrens Simvinivie THIHRTT 26w EHEREs 27wn IS 2501 -
§or et asects Tl s P9 SEST »a R ks -
e Lt CHEER T st SR oo SRe sewn
maleieton IR B R S = B R
T e LEBAEC vt dpEec vowr BEMR veer
on net oren '1%:1%3:%%: 6.8% 5%%3'%%01%: 688 e & :
i:: ::It:g' > RT%%%z 374 21.302.903= 3.08 E‘%: 2.2 )
P - & AR xR - o R G B
teiamen T TRt % whoget we R em -

8General trend for the ten year period:
- indicates weakness.

Source: Criginal data.

{ indicrtes strength, =

indicates stability and



Ratio Analysis According to Volume of Business

The ten year trend as shown in Table 3 indicated
some apparent differences in the financial strength
between firms that did over one-half of their business
in grain and those whose farm supply sales amounted
to over one-half of total volume. The general trend
has been described previously. The expense rate was
the significant variant. Expenses were twice as high
for the farm supply firms as those for the grain eleva-
tors for the years 1955 through 1960. This higher
expense cost was not completely covered by a higher
gross margin or increased sales. This is indicated by
the lower net savings and return on investment,

Ratio Analysis of the Low One-Third Local
Elevators and Farm Supply Associations

The lower one-third of the firms as illustrated in
Table 4 are used to point out certain financial dangers
in the local elevator and farm supply industry. Each
of the ten ratios for this group has declined in strength
since 1950. As indicated by several of the ratios, the
firms did meet standards of strength in 1950. Only
those ratios which seemed to indicate weak areas for
the firms are discussed in detail. A single ratio
cannot determine financial weakness but multiple
ratio analysis can isolate vulnerable areas with the
use of several ratios as indicators.

Total receivables have increased more than four
times since 1950. Total receivables as a percentage
of current assets jumped from 35 percent in 1950 to
74 percent in 1960. The 1960 situation indicated
that more than 25 percent of current assets were
allocated as total receivables. This expansion of
total receivables was uncontrolled as net supply sales
failed to keep pace. The situation became obvious
in 1960 when total receivables represented 25 percent
of net supply sales; hence, about three months of
net supply sales were carried on the books.

By looking specifically at accounts receivable for
all the local elevators and farm supply firms in 1960,
it was concluded that about 55 percent of accounts
receivable were less than 60 days old. About 38
percent of the accounts were over 60 days old but
were under one year old. Only about 7 percent of the
accounts receivable were listed as over one year of
age. The amount of accounts receivable was about
the same for both the top and the low one-third firms.
However, the low one-third firms carried about the
same amount of notes receivable on the books as
accounts receivable in contrast to a negligible amount
of notes receivable carried by the top one-third firms.
Thus, their total receivables were twice as high as
the top one-third firms and most of the notes receiva-
ble were probably former past-due accounts receivable.

Total debt doubled from 1955 to 1960 as net worth
declined slightly. The resulting 8/10 to 1 net worth
to total debt ratio was below the standard 1 to 1 ratio,
denoting a weakened financial pdsition.

Total expenses have been controlled for the low
firms during the ten year period. Total expenses
have doubled and the expense rate has increased by
4 percent of net sales (14.6 to 18.6 percent). Interest
on borrowed funds when compared to total expenses
for the low one-third firms increased from 2.7 percent
of total expemses in 1955 to 4.7 percent in 1960.
The 2 percent increase in total expenses on net sales
occurred among the low one-third firms while interest
expenses for the top one-third firms declined by one-
fifth of a percent.

Net sales have been expanded but total assets
have been allowed to .grow at a faster pace since
1955. This faster growth of total assets with declin-
ing net savings permitted a return on investment of a

mere 9/10 percent in 1960.

RATIO ANALYSIS OF 13 OTHER AGRICULTURAL
BUSINESS ORGANIZATIONS

The other group of 13 local associations contained
types of business such as poultry (3), milk (2), live-
stock (1), wool marketing (1), breeding (2), production
credit (2), and federal land bank associations (2).
The aggregate strength of the firms has not increased
during the last ten years as illustrated in Table 5.

Six of the ten ratios have remained stable for the
ten year period. For the current ratio, current assets
and liabilities have tripled in amount. Age of total
receivables has remained under excellent control at
about three weeks. Net worth to total debt between
1950 and 1955 was weak but stable. However, the
doubling of total debt from 1955 to 1960 left these

firms in a vulnerable financial position with a real

need for additional net worth in future years. Fixed
assets increased at a sound rate with net worth until
the last five years when some building programs were
completed. The declining trend of 2 percent for the
expense rate was excellent. The sales volume rate
increased until 1955 when total assets doubled.

Only four of the ten ratios declined during the time
period. Total receivables represented 68 percent of
current assets in 1950. Such a percentage is usually
considered high. In 1960, 86 percent of current
assets were tied up in total receivables. The increase
in total receivables, particularly from 1955 to 1960,
has weakened the net supply sales to total receivables

relationship. Total receivables have increased by
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RATIO ANALYSIS OF TCP CNE-THIRD (9) LOCAL ELEVATORS AND FARM SUPPLY ASSCCIATIONS SEPARATED
ACCCIDING TC TYPE CF BUSINESS BASED CN VOLUME, CHIO, 1950, 1355 AND 1360

Elevators supply Elevators Supply Zlevators Supply
Specific Ratios 1950¢ 1950 1955 1955 19608 1960®
Current resets to
current liabilities 2.1 to 1 3.1 to 1 2.0 to 1 3.7 to 1 1.85 to 1° 4.1 to 1/
Total receivables as _
¢ of currert assets 27.1% 32.9% 26.5% 41.1% 33.9% 38. 4%
Net supply sales to
total receivables 6.3 to 1 10.4 to 1 6.0 to 1 7.5 to 1 5.5 to 1~ 6.7 to 1°
Age of total -
receivables 57.6 days 35.2 days 61.0 days 4g.5 days 66.9 days® 54.5 days
Net worth to
total debt 2.4 to 1 1.5 to 1 3.1 to 1 1.8 to 1 3.3 to 1 2.1 to 1F
Net worth to : - -
fixed assets 1.6 to 1 1.9 to 1 1.9 to 1 1.8 to 1 1.7 to 17 2.0 to 17
Total expenses = =
on net sales 5.2% 8.5% 4.5% 10.0% 5.6% 11.7%
Net savings on
net sales 2.8% 4. 7% 3.2% 2.7% 2.4F 2.08
Net sales to - -
total assets 5.3 times 4.1 times 5.3 times 3.8 times 4.4 times 3.5 times
Net savings on
total assets 15.2% 19.1% 16.9% 10.3% 10.4% 6.8%
80ne-half or more of total sales are from grain.
bGenersl trend for the ten year period: ¢ indicates strength, = indicates stedility, and
- indicates weakness.
Source: Original data.
TABLE 4
RATIC ANALYSIS OF LOW CNE-THIRD (9) LOCAL ELEVATORS AND FARM SUPPLY
AGRICULTURAL BUSIKESS ORGAKIZATICKNS, OHIO, 1950, 1955 AND 1965
Sum of Average Sum of Average Sum of Average General
Specific Ratios Data 1950 Data 1955 Data 1960 Trend®
Current assets to LW37, 280 - ) g 40y 1,902,721 - 7 t01 2,882,298 - , . ., _
current liabilities 805,514 ’ 1,150,115 -1 ve 2,197,936 -3 to
Total receivables as _ 199,942 o g g¢ 1,255,093 = ¢g.04 2,136,322 = 7y4.1% -
¢ of currentassets 1,437, 24kL 1,902,721 2,882,298
Net supply sales to 5,941,919 = 11.9 to 1 7,051,252 = .6 to 1 8 ol - 4y to 1 -
total receivables hgg.quz ~ 119 te L.o55.093 . 20 % 2,13%.322 °
Age of total 365 = 3.84a 5 =65.04 368 - g9.6 4 -
receivables 11.9 3 ays gfg > ayse 4.1 9 ays
Net worth to 2,315,500 = 2.2 to 1  2.835.107 = 1.6 yo 1 2,691,681 - g 451 -
total debt 1,044,553 1, 768,001 ’ 3,575,832
Net worth to 2,315,560 = .6 4o 1 2835007 = 1.5 401 2,691,681 - 1 5 403 =
fixed assets 1,450,170 o ve 1,94k, 875 +5 e 2,260,496
Total expenses 1,421,697 = 14,64 1,829,010 = 5.4 2,898,216 = 18 6% -
on net sales 9,717,152 12,011,210 15, 346,554
Net savings on 88,110 - 186,945 - 58,86l - o -
net sales 9,717,152 9% 12,011,210 1.6% 15, 346,554 *
Net sales to 3,11%,152 = 2.9 ti 12,011,210 = 5 ¢ 3 19,346,554 = 5 & times =
total assets 3,300,117 9 tines 4,602,852 mes 6,267,504 5
¥et savings on 28,110 - 2.6% __ 186,545 - b1 8,861 - . _
total assets 3,360,117 ' 4,602,852 * 3,227.5ou 9%

8General trend for the ten year period:

- indicates weakness.
Source:

Original data.

/ indicates strength,

indicates stebility and






RATIC ANALYSIS COF

TABLE 6

CCMMCX AND PREFERRED STCCK DAIRY AND POUTTRY

AGRICULTURAL BUSINESS ORGANIZATIONS, CHIC, 1950, 1955 AFD 1960

Sum of Average Sum of Average Sum of Aversge General
Specific Ratios Data 1950 Data 1955 Data 1960 Trend®
:z::::: ;::;:;12293 l*gg%j%%% = 1.6 to 1 %fﬁ%gf%%% = 1.7t ff%%%f%%% = 1L to 1 =
et Tt e RRTARc wos LBMEL: s -
ot eltbies T CRTTE S b w NESReaes e Bgffeaeier
o mE Gnsaw  fF Coden g Tasdws
Teu yortn b ff%%%f%%% = 1.7t01 %T%%gf§%§ = 21t %T%%%T%?% = 1.4 to 1 =
?:;e;°::fez: %f%%%f%%% Z 1.3t01 gf%%%f%%% Z 1.6 to 1 3?%%%?%33 T 1.3 t01 =
memm M- wa BBE- ss BEEC s
anee ot gERgc ke mRRE: 18 om0 -

Net sales to

4 times
total assets 3 l

8,549,432 _ 14,161,580 -
3,174,842 - o1 Himes 0,070

6.9%

3.0 times lg’g 0’1i$ =

= 5.7%

Net savings on
total assets

2.2% -

267,298 120,150 -
4,660,070 5,560,147

/ indicetes strength, = indicates stadility, and

—219,146
3,174,842

8General trend for the ten yeer period:
- indicates weakness.

Source: Original data.

TABLE 7
RATIO ANALYSIS OF 2 COMMCN STCCK FEDERAL LAND BANK ASSCCIATICNS, CHIC, 1950, 1955 AXD 1960
Sum of Average Sum of Average Sum of Average General
Specific Ratios Data 1350 Data 1955 Data 1960 Trend®
Current assets to 31,825 - 57,491 - 13,415 -
current liabilities 28,222 Ll l =g 2.0 to 1 11, 387 1.2 te 1 =
Total receivablesas 240 - &% 235 - - 6% 124 - 9% -
7 of currert assets 31,825 : 57,491 : 13,415 .
Net supply sales to
total ?oceivablos b b b
Age of total
receivables b b b
Net worth to 191,175 - 399,860 - 674,193 -
total debt 28, 222 6.8 to 1 “3'igs 1.0 to 1 T35 59.2 to 1 f
Net worth to 191,175 _ 860 _ 674,193 .
. = . = 28.4 to 1
fixed assets 19,070 10.0 to 1 55om 17.4 to 1 T8 8 .
Total expenses b b ’ b
on net sales
Net savings on
net sales b b b
Net sales to
total assets b b b
Net savings on 19,509 _ 61,878 _ 19,408 . y _
total assets 190,995 - 10.2% 399,8%7 15.5% 585, 580 2.8%

8General trend for the ten year period: # indicates strength, = indicetes stability and

- indicates weskness.
PData has been omitted or was not applicable on these firms.

Source: Original data.



TABLE S

RATIC ANALYSIS OF 13 CTHER AGRICULTURAL BUSINESS C(RGANIZATICNS, CHIC, 1350, 1955 AND 1960

Sum of Average Sunm of Average Sum of Average  General
Specific Ratios Data 1950 Data 1955 Dats 1960 Trend®
Qurrent sanete to | BSQLULL 50y 2EZE- w0y SBIai2w1
ol rroriutloess LIS oo LJULAEL P JANZH. g0 -
ten iy e 0 A L5 g o rt BEBALL st DRyt
‘:‘52’:58;‘1’&:1 -1—_3,% = 21.2 daysef T},% = 21.0 daysf -l-g% = 23.1 daysf =
totel aent ?.7&#.857 = bt 9.%@1.#633 - cBteld 21;.38?.2?; LA -
Tired asects BaEr T 1.6 w0 LR 20w RBc1s )
on net sates | 19.850,31;03 = 0.0 3&,%88,%8 = 19.9%° 53.1'118,;23 =798 =
et mEiEc 2# it W7 makasec K -
Esza;al::e:z %3-:—%&%-,’_‘:—3% = 1.7 times® %"—;—:-8-3%:%—8% = 2.0 times® %%f%g%:-g-g—g = 1.6 times® =
R A v o S L 7 ¥

8General trend for the ten year period:
- indicates weakness.

bDate has been omitted on one firm, Stwo,
Source: Original data.

d

3.8 times since 1950. Net savings have remained
stable while net sales have increased 168 percent
since 1950. This saving situation is more obvious in
return on investment since total assets have been
expanded 178 percent. The major expansion of total
assets occurred after 1955, which was for the primary
purpose of financing total receivables. The additional
financing of the total debt for use as total receivables
has occurred with only a 1.5 percent return on
investment.

Ratio Analysis of Three Common and Preferred
Stock Dairy and Poultry Agricultural
Business Organizations

The 13 other agricultural business organizations
which include a wide range of business types are
analyzed by groups of similar businesses. The first
of these, the three dairy and poultry firms have shown
the most strength since 1950 (see Tables 6 through 9).
The three ratios which exhibited a stronger position
were influenced by a sales volume increase of 118
percent. However, when total receivables doubled
in 1960, they represented about one-half million dollars

# indicates strength, = indicates stadility, and

three.fﬁvo. and €six firms.

for each firm. Since net sales have increased slightly
faster than total receivables, the age of total receiva-
bles has improved.

Five of the ten ratios have remained stable for the
three firms. Both current assets and liabilities have
increased since 1950 with current liabilities increasing
slightly faster since 1955. Total receivables have
increased even faster than current assets since 1955.
Age of total receivables was controlled at less than
30 days of net sales. The net worth to total debt
relationship expanded on a sound basis until 1955
when total debt made a real increase. Both net
worth and fixed assets have expanded but they main-
tained a stable relationship. The expense rate for
these firms was in reverse of the rising industry trend.

Two important ratios indicated weaknesses in these
firms. Net savings have declined about 50 percent
since 1955 while net sales have increased. This
drop in net savings showed up again in their relation-
ship with total assets since the return on investment
declined from 5.7 percent in 1955 to 2.2 percent in

1960. Total assets were increased by only 75 percent
from 1950 to 1960.



TABLE 8

RATIO ANALYSIS OF 5 NON-STOCK AGRICULTURAL BUSINESS ORGANIZATIONS, CHIO, 1950, 1955 AND 1960
Sum of Average Sum of Average Sum of Average General
Specific Ratios Data 19”0 Data 1955 Data 1960 Trend?
Current sssets to 1,930,279 = , 3 40 1 1,574,601 - , 0 to 1 4,747,950 =y ) 40 1 -
current liabilities 1,453,346 : 789,958 : 3,481,748 :
Total receivablesas 271 _ 17.4g® 301,039 =y ogP 520,671 = )y 94P _
% of current assets 553,409 : 734,014 i 1,247,250 :
Net supply sales 2. 477,439 _ b 10,135,771 - b 1&,28&,532 - b _
to total receivables 97,271 56.3 to 1 301,039 33-7 to 1 36,378 22.6 to 1
Age of total 365 - b 365 = b 365 = 16.2 qays? =
receivables 5.3 6.5 days 33.7 10.8 days 2.0 6.2 days
Net worth to 1,269,472 . 2,719,304 - 5 1 3,047,169 = g 401 =
total debt 2,254,137 -6 %01 1,038,407 -6 to 5,072,998 °
Net worth to 1,114,080 - 2,719,304 _ 1 Q47,169 = 1.y 401 -
fixed assets 1,062,525 L.ltol —Sigsrm . 18t 2,262,719 -+ v -
Total expenses 1,84k 765 60 - 4,100,066 - -
on net sales ,594, 1413 28.0% 12.099,&20 27.8% 13,35&,56E 25.1%
Net savings on 157,299 - 200,585 - 256,473 _ 1.6 -
net sales 6,594,413 2.4% 12,099, 460 1.7% 16, %5k, 20k 6%
Net sales to 6,594,413 _ 12,099,460 = ;1 5 4; 16,354,004 = 5 4inee -
total assets 3,523,607 1.9 times oeTiai0 T 3e@ times Sy igioih : €
Net savings on 157,259 - 4.5% 200,785 _ 5.3% 256,473 _ 3.29 -
total assets 3,523,607 ’ 3,757,710 2,138,914
8General trend for the ten year period: / indicates strength, = indicates stability and
- indicates weakness.
bData has been omitted on one firm.
Source: Original data.
, TABLE Y
RATIO ANALYSIS OF 2 COMMON STCCE PRCDUCTICN CREDIT ASSCCIATIONS, CHIO, 1950, 1955 AND 1960
Sum of Average Sum of Average Sum of Averege General
Specific Ratios Data 13750 Data 1955 Da ta 1960 Trend®
Current assets to 5,128,020 _ 8 Lyl _ 17,751,001 _ -
current liahilities L 22,915 @ 12t 1 6,955,351 1.2 %o 1 1§,£u3.9ﬂs 1.1 %o 1
Totel receivables as 4,138,974 _ £0.7% 7,282,409 . 87.24 16,835,880 . 9k.8% -
4 of currert assets 5,128,020 ’ 8,353,9u4L ’ 17,751,001 ’
Net supply sales to 4,138,472 . 7,282,381 _ 16,831,470 - -
total receivables 4,138,974 1:0 to 1 7,282,409 1.0 o 1 16, 835,880 1.0 to 1
Age of total ’ b b b
receivadbles
Net worth to 916,485 _ 1,448 - 2,974,826 _
totel debt 222,915~ 2%l Togeup - 2tol 13,2h3.9h8 2 to 1 z
Net worth to 916,485 _ 1,442 979 _ 2,574,826 = 17 g 40 1 _
fixed sssets 9.978 = I Wl bg up5 . 20:9 tol 216, £00 -9 o
Totsl expenses 175,242 4.2 364,687 - 0 1,168,878 - 6. -
on net seles 4,138,472 # 7,282,381 5.0% 16,831,470 o
Net savings on 52,674 _ 1.3% 124,317 _ 1.7% 98,329 - 6% -
net sales 4,138,472 : 7,282,381 : 16, 831,470
Net sales to 4,138,472 _ 7,282,381 _ 16,831,470 _ ¢l -
total sssets 5,139,500 -8 times Fyou.L21 -9 times 19 182,779 19 times
Fet savings on 52,674 _ 1.0% 124,317 - 1.5% 98,929 - 5% -
total essets 5,139,400 ) 8,40l 421 : 19,182,779

8General trend for the ten year period:
- indicates weakness.

bDate has been omitted on these firms.

Source: Original data.

} indicates strength, = indicates stability and

12



Ratio Analysis of Two Common
Stock Federal Land Bank Associations

Only two of the 23 federal land bank associations
in Ohio were analyzed in Table 7 and much of the
data was nct comparable. The current assets and
liabilities were maintained at a minimum due to the
nature of the business. There was little reason to
place total receivables on the books since the firms
dealt only with long term loans. Debts were not
incurred except for fixed assets which were often
rented. However, total assets have increased. Con-
sequently, the return on investment has declined

since 1955.

Ratio Analysis of Five Non-Stock
Agricultural Business Organizations

The five non-stock firms shown in Table 8 have
remained quite stable during the last ten years. In
fact, the firms were stronger in 1955 than in 1950
or 1960.

The current ratio increased from 1950 to 1955 but
current liabilities quadrupled between 1955 and 1960.
The age of total receivables increased from less than
one week to two weeks. This change was acceptable
since the standard credit terms for this particular type
of sales was two weeks.

The net worth to total debt relationship improved
from 1950 to 1955 when debt was reduced and net
worth more than doubled. Net worth continued to
increase from 1955 but total debt was increased almost
five times which left the net worth to total debt ratio
at a weak level. The net worth to fixed assets ratio
became stronger from 1950 to 1955 but a faster ex-
pansion of fixed assets from 1955 to 1960 caused the
ratio to decline to 1.4 to 1. The expense rate declined
from 28 to 25 percent. This was the only group of
firms in this study to clearly reverse the recent
higher cost of doing business trend. However, these
marketing firms still maintained expenses at a high
level. Net savings have increased steadily but net
sales have almost doubled from 1950 to 1955, resulting
in a net savings on net sales ratio of 1.6 percent in
1960. The sales volume rate has fluctuated but the
firms enjoyed their major sales increases while total
assets were low. Thus, the recent expenditure of
capital for total assets in order to increase net sales
has not been justified.

The remaining three ratios indicated a weakening
situation. Total receivables as a percentage of
current assets were only 17 percent in 1950 but they
increased to over 40 percent by 1955 and have re-
mained steady. The return on investment has declined

n

since 1955 primarily because of additional total
assets which were employed as current assets and
not as fixed assets.

Ratio Analysis of Two Common Stock
Production Credit Associations

Two of the eleven production credit associations in
Ohio are presented in Table 9. None of the ratios
indicated a stronger financial trend.

One-half of the ratios expressed continued sta-
bility from 1950 to 1960. Both the current assets
and current liabilities have more than tripled in
volume. The net worth to total debt relationship has
remained constant at 2/10 to 1. In other types of
firms this ratio would indicate weakness. However,
net worth for production credit associations is based
primarily on capital stock as a proportion of loans
outstanding. This low net worth to total debt ratio
has been satisfactory since the losses on loans have
been extremely low. Net sales are less than total
assets since sales were included as current assets
in the form of notes receivable. Return on investment
has held at a low level since savings have fluctuated
slightly as total assets have increased rapidly.

Four of the ratios indicated that the firms have
weakened since 1955. In the case of production
credit associations, it cannot be concluded that

higher total receivables as a percentage of current
assets is desirable. Since sales or loans outstand-
ing were entered as notes receivable, it was financi-
ally sound to extend loans and keep cash, govemnment
securities, and inventory low. The net worth to
fixed assets ratio has declined primarily due to the
purchase of office buildings in the past five years.
This ratio relationship ‘was not challenged since the
new facilities should reduce rent expenses. However,
total expenses have increased slightly more than the
industry average. This trend of expenses should be
controlled since this type of business has a precedent
for low margins. The net savings on net sales ratio
has declined since 1955 as net sales or loans out-
standing increased more than 300 percent.

CONCLUSIONS

conclusions were drawn from the two
major divisions of the total of 40 firms that transact
business directly with farmers.

General

1. The average firm of the 27 local elevator and
farm supply associations increased net worth from
$220,000 in 1950 to $332,000 in 1960. The major
advance came just prior to 1950. Only a 12 percent
growth occurred from 1955 to 1960. However, straight



Cooperative management has an obligation to earn a
return on investment of total assets which pays the
owner/investor a reasonable competitive return on his
capital. In other words, the cooperative must maintain
earnings in proportion to the investment in the farm
operations or other investment opportunities with
similar risk. One of the essential requirements of a
adequate

successful is

financing.

cooperative permanent

Each firm should develop the ten ratios or similar
ones that are explained in this bulletin. Management
and the board of directors should examine them each
year over a five to ten year period for strength and
weakness. It must be remembered that these ratios
are influenced by expansion programs or changes in
the capital structure, and management and the board of
directors must assume the responsibility for improving
the ratios after unfavorable changes. FEach firm
should have its auditor prepare these ratios which
should then be observed, studied and evaluated by
the manager and the board of directors, with compari-
son of the ratios for the current year with those of one
or.more previous years. With this procedure, manage-
ment can evaluate needed changes for the immediate
years ahead and inaugurate appropriate management
policy.

There are other important well known factors
influencing the success of agricultural business firms
and the business ratios mentioned in this publication
do not change their importance. The writers suggest
these ratios as indicators that management can use
as guides to aggressive and sound business devel-
opment. However, ratio analysis does not replace
excellent management, sound planning, or wise and
correct policy action on the part of the board of
directors.

At the time of this study debenture bonds were used
by some firms to finance assets which were tied up
primarily in the expansion of accounts receivable.
The cooperatives should not allow their customers
to continue the abuse of the credit privilege. The
operation of a more appropriate credit policy must be
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enforced. Certain firms in recent years charge a 1 per-
cent per month service fee on overdue accounts
receivable and to encourage patrons to use financial
lending institutions as a source of borrowed funds.
Accounts receivable over 60 days in age are con-
sidered overdue. The patron should use the local
commercial banks or production credit associations
just like the cooperative firms have been forced to
look toward both the commercial banks and the bank
for cooperatives as a source of short and long term
borrowed funds. The patron should not expect his
supply or marketing firm to serve as a local bank for
short term capital needs.

Management and boards of directors must be alert
to the changing needs of financing the operations of
their firms. Financing is an individual firm problem®.
However, decision makers can borrow from the ex-
periences of more successful firms or avoid the poor
decisions of other firms. Agricultural business organi-
zations in Ohio have undergone some unsatisfactory
experiences within the last decade and many adjust-
ments have not been made. Rebuilding their perma-
nent capital structure (primarily with common stock,
certificates of ownership for non-stock associations
and tax paid surplus) in relationship to growth and
development remains the major financial problem that
must be solved.

In order to attain volume of business sufficient to
develop earning potential, many small cooperatives
must sell out, merge or consolidate with other like
cooperatives. This should be done before the indi-
vidual association becomes financially unstable.
The conditions of such mergers must be reasonable
and equitable to all interests involved.

Growth seems to be the key word in our sales
orientated economy, but any expansion within a firm
must be based on sound financial planning.

9G. F. Henning and R. E. Laubis, Financial Structure of
Agricultural Business Organizations, Ohio Agricultural Experiment
Station, Wooster, Ohio, Research Bulletin 880, April 1961. More
recent information is scheduled for publication at a later date.



line trend analysis projects a net worth of $650,000
in 1975, which may not be reached if the growth rate
from 1955 to 1960 is maintained®.

2. Total assets per firm have advanced from
$325,000 in 1950 to $575,000 in 1960. Total assets of
nearly one million dollars are projected for 1975.
This expansion is both feasible and reasonable. How-
ever, total debt increased about 50 percent from 1955
to 1960 which means that most of the growth in total
assets came from borrowed funds (debt) and debenture
bonds. The proportion of total assets invested as
fixed assets remained at 40 percent.

3. The 75-day average age of total receivables
was two weeks over the standard 60-day credit policy
limit which was realistic in 1955. Net sales climbed
steadily, but total expenses expanded as net savings
remained stable. However, net sales have not in-
creased as fast as total assets since 1955. This
means that the return on investment declined from
10 percent in 1955 to only 4.5 percent in 1960. A
higher return is needed to meet an estimated 5 percent
interest on borrowed funds or even the stock dividends.

4. Management cannot expect farmers over a period
of time to remain loyal toward their cooperative while
receiving less financial reward and services. For
a competitive goal, the cooperative should give as
good or better service than their competitors, market
competitively and return a net savings which represents
low expenses and interest cost plus a reasonable
patronage refund.

5. The average firm of the other group of 13 local
marketing, breeding and financing associations enjoyed
a very stable expansion of net worth per firm from
$390,000 in 1950 to $770,000 in 1960. At this steady
rate, net worth is projected to reach $1,250,000 by
1975.

6. Total assets were expanded from $940,000 to
$1,700,000 in 1960. If projected total assets of
$2,600,000 by 1975 should occur, the sound 2 to 1
net worth to total debt ratio before 1950 would con-

tinue at less than a 1 to 1 ratio. It is doubtful that
net worth can be expanded from the projected

$1,250,000 so total assets should not be allowed to
exceed two million dollars by 1975.

7. Total debt has jumped 250 percent from 1955 to
1960 primarily to finance total receivables. Should
this trend continue, additional net worth of a permanent
form will be needed. Fixed assets as a percent of
total assets have controlled at 25 percent or less
which was excellent considering the real progress
made in expanding net sales. However, much of the

Strength and

8Marshall R. Burkes, Changes in Financial
Unpublished

Structure of Agricultural Business Organizations,
Ph.D, Dissertation, The Ohio State University, 1962,
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sales volume came from one cooperative association
in the research sample.

8. Total receivables increased by a factor of 3.8
since 1950 (from $4,985,000 to $19,014,000). In fact
about 37 percent of net supply sales were tied up in
total receivables in 1960. But age of total receivables
remained sound since the finance associations, which
have enjoyed recent expansion, carmry their loans on
the balance sheet as notes receivable instead of sales.

9. Net sales have risen 168 percent since 1950,
while net savings have remained stable. This constant
net savings situation was more obvious when expressed
with return on investment since total assets have
expanded by 178 percent. The financing of total
debt for use as total receivables cannot be maintained
with a mere 1.5 percent return on investment of total
assets.

10. Management of some agricultural firms has made
financial decisions that may cooperative
members to suffer for the next generation. More of
their potential earnings will be required to meet fixed
obligations such as interest on long term debt and
debenture bonds. This means that net savings for
patronage refunds will diminish after dividends or
interest are paid on stock and debenture bonds.

cause

11. It is the recommendation of the writers that
directors of an agricultural business firm should insist
that the auditor prepare these 10 ratios at the end of
each fiscal year and make them a part of the report
to the Board of Directors. These ratios will help
the directors and manager to interpret the condition of
of their organization.

RECOMMENDATIONS

One of the cooperative theories holds that earnings
or net savings belong to the patrons. An absolute
interpretation of this doctrine has prevented a financial
plan that would build a strong net worth. Net worth can
be acquired only from investments primarily acquired
from farmers as members or undistributed savings
retained by the firm. Since most cooperative patrons
have been slow to invest funds not earned in the
association, patrons should forego the use of the
patronage refunds in order to increase net worth.
Their ownership responsibility as members in the
cooperative must be accepted or they can no longer
enjoy the fruits of earnings from a financially succes-
sful association. If members and patrons do not invest,
the cooperatives must borrow funds for expansion,
equipment, etc. Then, interest on borrowed funds
(mortgages and debenture bonds) will require a larger
portion of net savings.



	CFAES_ESS_340_p001
	CFAES_ESS_340_p002
	CFAES_ESS_340_p003
	CFAES_ESS_340_p004
	CFAES_ESS_340_p005
	CFAES_ESS_340_p006
	CFAES_ESS_340_p007
	CFAES_ESS_340_p008
	CFAES_ESS_340_p009
	CFAES_ESS_340_p0010
	CFAES_ESS_340_p0011
	CFAES_ESS_340_p0012
	CFAES_ESS_340_p0013
	CFAES_ESS_340_p0014
	CFAES_ESS_340_p0015
	CFAES_ESS_340_p0016

