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Managing Your Finances
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Ed Carson, George Patrick and Craig Dobbins, AN
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INTRODUCTION which you can expect to beQ\an above
average performer. /Be} \\>averaqe
Financial management consists of a managers usually do not g\ rate enough
number of activities including income income to remain in/bu iness. Average

generation, saving, investment planning,
selecting the type of business organiza-
tion, use of borrowed funds, monitoring
cash flow, tax management, estate plan-
ning, plus many others. Note that the
use of credit (borrowing) is only one
aspect of financial management and cer-
tainly not the most important. For ef-
fective financial management, several
things must occur. An endeavor must be
selected that promises a reasonable
chance of success, enough resources must
be brought together to meet the needs of

the proposed endeavor, and the project /,

must be kept under contro] as it
proceeds.

In the discussion that foll
concepts that are relevant to the/sel -
tion of farm enterpr1ses, to dec1sf0ns
about the size of enterpr1§¢g\ahd;h W
much debt to use are present . Then
there: are some guides tO/deyelop1ng a
good credit record, and, finally, the
sources of credit avé}lg to/farmers

are presented.
QA N
CHOICE OF ENIE\PRISE

Need to Be Above Average

To be successful, a major con-
sideration 1is to choose an activity in

AN

Qixturns involved - not only your own, but

managers can remain_in “business, but

find it difficult 0., improve their
financial pos1t19h, Above average
managers usually haie enough left after

family consumption needs are met to gen-
erate financial growth (Table 1). Above
average manggers‘ are able to safely
ma1nta1n4/h1gher/ levels of debt and, as
will bel 1gd\cated later, improve their
f1pancra}\egbs1t1on faster. Therefore,
sé/ect1 g an activity in which you have

e}\ 1ve1y high degree of competence
\\r ical to financial growth.

To effectively determine which farm

\\e terprises are your strongest, requires

“afull awareness of the costs and re-
those of others in the same business.
Making this determination may be accom-
plished by mental calculation or may re-

quire a lot of pencil work or even a
computer. However done, awareness of
costs and returns is very important to

sound, financial management.
How Big?

A key question in farm management
and thus financial planning is what size
of enterprise is needed to be competi-
tive. There are two dimensions to the
size question: What is the minimum size



Table 1.
ures for high and low profit,
Record Account Summary, 1979

Comparison of net farm income, operator's labor income and meas-
small and medium size farms,

Indiana Farm

Small farms

Medium farms

deductsad
and
ed.

{2} an undervaluation of tne reai estate.

Least Most Least Most
profit profit profit profit
Number of farms 20 16 20 19
Tillable acres 212 251 483 513
Net farm income? $11.574 $50,0687 541,612 $122,710
Operator labor income”™  -10, C;n hy,231 -588 55,584
Corn yield (bu/A) 101 iL5 105 125
Croo vield index 25 35 86 106
Livestock rec=ipis per
doliars of faea Ted $1.356 $2.25 $1.38 £§§§3>f
Livestock effici-noy §?<§§>f/
incex 30 113 83 119
Ahis 15 the ratas to labor, management and tcta? capital investment for both Ki%?i>{\
the operatcr and 1and c«ner(s) Meithe~ srir 1pal 0 interest on loan pay- . \\\‘?/é/
ments have teed daducted. No income tax hos been deducted. ‘?, ~__

bThiS is tn2 retnwrn to €ach operatkr's labor =1d management arter a 5 percent ‘f/
interest charge un the capitail invesiment nas been dedurted. MNote: the amoun
for irte-~ost may b2 understatrd because of (1) the 5 percent charg
No income tax has been deducgiii?§>

Jé

that shna‘d ve consideved? and What is
the maximum size hat should be con-
sidered?

Minimur size is detemined by the
voiume of business that an enterprise
fiust generate in order to cover
tion costs. re prcduction costs tﬁé
must be covered will vary with the s
tuation. For example, th produc
costs of a livestock enterpr1sg//
uses building resources that woui

erwise go unused will have low ﬁr\ qg/
tion costs than a livestock ise
that requires new bu11d12g ﬁ/e e uilt.
It is 1likely that the esta/ k enter-
prise produced in %ng}ngg will
need to be 1arger in 0 be com-
petitive than the o t s existing

facilities.

In making a determination of the
minimum size for an enterprise, two
basic principles must be kept in mind.
First, variable costs are not signifi-

2

produc— (

o~
\\ ),
cantiy a‘{seted by how big the enter-

pri Variable costs are those that
W savé}\ﬁn the short-run, if we do not
ca 'the activity. For crops, these
woul seed, fertilizer, chemicals,

—fue1 il and grease, equ1pment repairs,

d\seasonal hired labor. If we cannot

\cover variable costs the activity is
bﬁund to lose money Second, fixed
costs per unit of output (bu., cwt.)
tend to decline as enterprise size in-
creases. In the short-run, fixed costs
usyally include the va]ue of the
operator's Tabor and management and the

ownership costs (depreciation, interest
on investment, taxes, insurance and
maintenance) of equipment and buildings.
(Note that in the Tonger run, all costs
are variable.)

The question is, how big does the
enterprise have to be before fixed costs
per unit of production are Tlow enough
that receipts will cover all costs? For
example, a machinery complement to pro-



duce corn may require a $40,000 invest-
ment. The annual fixed ownership costs
are about 20 percent of that, or $8,000.
If corn yields 115 bushels an acre, and
is sold for $3.00 per bushel, gross re-
ceipts are $345 per acre. But, variable
(out-of-pocket) costs including custom
harvesting, are estimated to be $130 per
acre, leaving $215 per acre to pay fixed
costs. The operator's labor and manage-
ment might be $10,000 a year (assumes
some non-crop employment). The total
fixed costs for producing corn would be
$18,000 ($8,000 + $10,000).

It is obvious that one acre will
not generate enough receipts to cover
all fixed costs. In fact, it would take

about 84 acres to cover the above fixed
costs ($18,000 =+ $215). If a reasonable
rent for 1land is also to be obtained
(say $115 per acre, either as a return
to the owner-operator's investment, as a
debt service requirement, or as a cash
rent), then of the $215 per acre, only
$100 per acre is left for the $18,000
fixed costs. It would then take 180
acres ($18,000 + $100) to cover all
costs.

The impact of increasing size on
per acre costs of I1linois grain farms
is illustrated in Figure 1. These data
from I11inois Farm Record summaries show
that per acre costs drop sharply up to

about 300 acres and then remain nearly
constant as size increases.
,§¥§§§>fﬁ
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Figure 1. Nonfeed costs per tillable acre, by size, northern I11i-
nois grain farms, 1978.




For each enterprise, there is a
minimum size at which one can expect to
cover essentially all costs given aver-
age efficiency. If efficiency is low,
it may never be possible to cover all
costs. If efficiency is high, a smaller

size will cover production costs; howev-
er, for efficient operators there will
be more incentive to get Tlarger. Some
guidelines for the minimum sizes needed
to reduce costs to a breakeven point
follow:

Item

Tillable acres (corn/soybean farm)
Sow herd, 2 litters to market

Dairy Herd

Beef feeder cattle:
Smali bunker silos
Upright silos

Beef cows

Ewe flock

Layers

For commercial farms
300-400 acres
30-40 sows
40-50 cows

100 feeders
300 feeders
25-30 cows
20-25 ewes
10,000-20,000 hens

These guidelines are broad averages and
vary from one area to another. For in-
formation specific to your area, refer
to farm management publications avail-
able from your Cooperative Extension
Service.

It is important to recognize that
an enterprise can be viable at smaller
sizes than this. This requires either
that the operation has above-average ef-
ficiency or that there are some "free"
resources, such as an existing building,
salvage feed, or 1labor with no other
use.

There are also upper limits to the
size of a particular enterprise. Funda-
mentally, these are set by the individu-
al family. When beginning, capital
usually short and the upper Timits
often

by the operator's willingness t /b
debt, or by the size of busine
wi111ng to be responsible
businesses mature, financial —po

e}

c1ons

change. Values and attatudes?méy also
change. A successful 1ness and
financial growth will ke~ access to
capital easier. Just h a business

operators are willi to take on plus
consideration about the-amount of time
devoted to other things (community ser-
vice, family, etc.) will be more impor-
tant in determining the upper 1limit of
business size.

4

/rhas increased both farmers'
As wareness of risk and concern with the
ar \\anfdu

set by the providers of capi ?
But limits are also set to some deg

HOW MUCH DEBT! ?%ﬁ

“How much should I b rﬁﬁﬁgg is a
question with a different  answer for
each farm family. YOU\ enough

resources to operate (@ ofﬂ able busi-
ness. Resources can;bg§§: uired in a

limited number o -save, borrow,
lease, 1nher1t, ifts. Each of
these methods antages and disad-
vantages; hoyev /n all cases these

resource acqufs1tqons require you to in-
teract wi h\é?meoother person.
/

ewn agricul ture, most farmers

ca \\ ra/ a business of the size
t need‘w1thout using credit. Varia-
biTi in both prices and yields com-
bined with higher average debt 1levels

and lenders'

nt of debt. Major factors affecting
the evaluation of the amount of debt a
particular farmer should carry are:
- his managerial ability;
- use of the borrowed funds;
- variability of income;
- margin for servicing debt.

The influence of each of the above fac-
tors on the amount of debt that can be
successfully used will be discussed fol-
lowing a consideration of the principles
of financial leverage.

1A large part of this section has been taken
from Patrick, George F., "How Much Should I Borrow?",
Cooperative Extension Service, Purdue University,
EC-467.



Financial Leverage Principles

The financial resources generated
early 1in the development of a business
are much more valuable than those that
come along Tlater. The -early dollars
have a Tonger time over which to earn.
The interest earned by a dollar invested
at 5 percent for 20 years is much more
than the  interest on a dollar invested
at 5 percent for 1 year. A dollar in-
vested the first year of business could
have a marginal value of as much as $5
{i.e., 500 percent) compared to a margi-
nal value of 5 cents or 10 cents (5 or
10 percent) 1in the twentieth year. It
is also easier to find high pay-off in-
vestments early 1in the 1ife of a busi-
ness when dollars are scarce (example:
added fertilizer may return $2 to $4 per
dollar spent) compared to later in the

u?fe of the business when all those
“easy" options have already been
covered. Figure 2 illustrates how the

return to added capital changes over the
life of the farm business.

In acquiring resources for an
adequate-sized business, leverage (bor-
rowed capital) is often used. The use

of leverage in acquiring these resources
carries with it risks as well as re-
wards. In deciding how much debt to
use, it is important to recognize the
r1sk reward trade-off that ex1sts with
the use of borrowed funds. :

For an illustration, assume a farm-
er has $1,000 and borrows $4,000 at 10
percent interest. In situation "A,"
borrowing 80 percent of the investment
at 10 percent interest when the ‘total
investment will earn 15 percent results
in a 35 percent return on the investor's
original capital. In situation "B,"
when the investment earns 10 percent, he

is no better (or worse) off than if he
had not borrowed money. Situation "“C"
illustrates the danger. No would
borrow at 10 percent interes ecting

only a b5 percent returr, but one might
expect "A" and end up ~ﬁ§p ‘" (poor
yields, price drop, etc.)< /Here, if he
had only investad his /$§E§gﬂ/ he would
at least have "otte/ rcent return.
But, because of t return, he 1lost
15 percent on h§§§§n money. Leverage
can help, but i <héa§> 1so hurt. It is

for this rea at the timing of the

f/
$5
£
59
By
53
>
o]
35
o
= or
E u
2w
P3) [=9
<
0
0 Years of life of business 20
Figure 2. Theoretical rate of return to added capital from early
years to later years of farm business.




start is often critical, particularly in
hog or beef production. While the fu-
ture is never certain, the phase of the

hog or cattle cycle as well as other fu-
ture prices should be considered. How
much risk are you willing to take?

How Leverage Works

Situations: A. B. C.
Earn 15% Earn 10% Earn 5%

Investment $5,000. $5,000. $5,000.
Earnings 15% = 750. 10% = 500. 5% = 250.
Interest payments(10%) 400. 400. 400.
Net returns after interest

payments 350. 100. -150.
Rate earned on original

capital 35% 10% -15%

Managerial Ability

The managerial ability of a farmer
can have a profound impact upon net
worth accumulation, or financial growth

of the farm, as well as, the level of
debt which can be handled. But, how is
management ability related to the amount
of debt? Table 2 summarizes the results
of a computer simulation representing
the financial growth of a farm under
prices and yields similar to those ex-
perienced by central Indiana farmers in
the mid 70's. Corn and soybean prices
of $2.25 and $5.50 per bushel and costs
similar to those of 1975-76 were used.
Different management levels were
represented by varying crop and live-
stock yield levels. It was assumed that
the above-average managers would have

crop and livestock yields about 10 per-

cent above the average yields of central
Indiana. Yields for the bel rage
manager would be 10 percent below the
average of 110-bushel corn and 34-bushel
soybeans. Different debt 1s were
represented by Timiting | ramount of
intermediate and 1onqwru to a max-

cent of the

imum of 40, 60, or
nnual operating
unlimited. No

value of farm ass @

cap1ta1 was esse gili§

increase in 1andQ§§%§> product prices,
or production<§§>‘\ were considered.
Income taxeéfé family 1living expenses
varied with! 1\;0 e.

Thé//\igjmu1at1ons indicate that
lers. ~starting from the same initial
1t16h \with a net worth of $86,560 and
S /9 $83,000 could have quite dif-

fa

Table 2.
"farmers

(
X

Simulated 20-yea%?'n?¢ worth
A " with varying‘m nag\r%§1 ability and percent debt
limits séiiix

accumulations by

Net worth accumulation in thousands of dollars

Percent Below ayerage Average Above average
debt limit maaggé@eptﬁi management management
80 @o%d\a 292 377
& U j%ar‘7

60 %}g/ out 242 347
ear 7

40 old out 227 306
Year 4

of $83,000.
of the simulation.

3A11 farmers started with the same resources, a net worth of $86,560 and debts
Taxes, family 1iving and other expenses have been paid each year
An interest rate of 9 percent annually is assessed.




ferent financial positions at the end of
a 20-year period, depending upon
managerial ability. If a farmer had
been of below-average managerial abili-
ty, he would have "sold out" because he
was unable to repay his debts and meet
his family 1living expenses. An average
manager could have increased his net
worth to a level between $227,000 and
$292,000 depending upon the debt 1imit.
The net worth of the above average farm-
er was at least 30 percent higher at

each debt level than for the average
manager.
Although the average level manager

did not get "sold out" with the 80 per-
cent debt 1imit, income was not adequate
for both 1loan repayments and minimum
family consumption during several years.
In these instances, the farmer was
forced to increase short-term borrowing
to meet family 1living expenses. Many
lenders would consider this a "“problem"
loan. To meet debt commitments with the
80 percent debt 1imit, family consump-
tion had to be reduced by more than
$3,000 per year as compared to family
consumpt%on when the debt 1imit was 60
percent.” In other words, the farmer and
his family sacrificed a total of about
$60,000 worth of family consumption to
have a $50,000 higher net worth after 20
years. Most of the additional revenue
generated from the higher debt 1oad was
used for interest payments.

The above average manager had the
capacity to repay loans while maintain-

were allowed to equal 60 percent of
set value.
penditures
with the 80 percent Tlimit were/félgg
the same as for the average mana‘@r ith
the 60 percent debt Timit, buj tge\gbéve
average manager accumu1ap9d7 ut 55
percent more net worth. The higher lev-
els of technical efficiency allow the
above average manager erate much
greater revenue, s much income
to family 1iving

grow much
faster than the avera anager.

2Minimum family consumption for a family of four
was $6,000 per year. It is assumed that living ex-
penditures increased with income with about 55 cents
of each additional dollar of after tax income above
$6,000 used for family consumption.

For the above average manager, in-
creasing the debt 1imit from 40 to 60
percent resulted in about a 13 percent
greater net worth accumulation. At the
higher debt levels, taxes and interest
payments took a substantial part of the
additional revenue generated.

Managerial ability has a major in-
fluence on the amount of debt an indivi-
dual can handle. These results indicate
that a below average manager was unable
to service even a 40 percent Tlevel of
intermediate and long term debt and also
maintain family 1iving expenditures at
an acceptable 1level. Above 60 percent
debt, farmers of average managerial
ability encountered difficul making
loan repayment and maintainiﬁgiggamily

expenditures. If "bad" year “been
included in the simulation, '\it “is ex-

pected that a farmer of ave ability
would have had consideraézzlm fficul ty
repaying the 1loan, even at/the 60 per-

cent Tevel, and frequently would be a
problem loan for a lender. In general,
these results su §é§§§n urns to borrow-
ing above the 6

what 1limited anggggntail

t level are some-
considerably
greater risksy ./

Use;gfgﬁoﬁﬁowed Funds

/C;Sdﬁg\pééources, like feed, seed,
rtilizer and feeder livestock typical-
ay-off quickly and can support high
of debt. Lenders might not want

Te

—, to supply 100 percent of these operating
ing family consumption, even when dgptsq”‘ expenses,

particularly if a farmer were
‘heavily in debt on other items, but they

N\
The family consumption (giiii;would generally lend a high percentage.
of the above average manager Other

resources such as machinery,
equipment, and breeding livestock pay-
off at slower rates. Typically, lenders
require them to be paid-off before they
are worn out and will commonly 1lend 70
to 80 percent on these assets. Land
never wears out, if properly used, but
is a diff%cult asset to buy from current
earnings.” Because of the security of
land, 1lenders may loan 60 to 90 percent
of the land's value, but farmers need to

jTypically, the interest cost on the investment
in land has exceeded the current net -earnings.
Changes in technology have increased the absolute re-
turns to Tland over time and helped make land pay-
ments.



carefully consider their cash flow si-

tuation when making land and other in-
vestments.
Table 3 summarizes the investment,

annual debt service and annual cash flow
for land and various Tlivestock enter-
prises. The annual cash flow {column 3)
rom land does not meet the annual debt
servicing (celumn 2} and is a clear sig-
nal to watch debt levels carefully. In
contrast, the high investment farrow-
to-finish enterprise has a positive cash

flow, even after a charge for labor,
which approaches or exceeds the annual
payment needed to service debt. Enter-

prises differ considerably in their cash
flow, and the amount of debt which can
be supported depends upon this cash flow
as well as the individual farmer's cir-
cumstances.

Making a decision between buying

and renting Tland is often diffi-
cult. A land purchase will require a
sizable income supplement from other
sources while renting provides the po-
tential for a positive cash flow (Table
3). However, purchasing farm land pro-
vides additional security to the opera-
tor when compared to Tleasing and also
provides an investment that generally
increases in value.

1and

There are two key factors that pro-
vide guidance on when to buy (vs. rent)
land. The first is the size of the
business. As 1long as purchasing land
will result in a total volume of busi-
ness that is less than needed to fully |, //
employ the labor and management of th
operator, financial growth will generq%
1y be faster by adding rental 1lan
Second, there must be enough tot@}/c
flow to meet the repayment demands(of

land purchase. Both of these §{§ega

tions require careful ana]ys gfer-
ably a total farm bus1ness ,-such
as provided by the Indianz Farm/ s1ness
Planning and Financial qgﬁggye t Budg-
et, C4.
Variability of Income

Because of the unanticipated
changes that can occur in the farming

business, some margin of safety must be

8

maintained when
of debt that can

determining the amount
be supported. Yields
per acre and per animal vary with weath-
er, disease and other factors, while
prices are affected by change in supply
and demand. As a vresult, returns to
agricultural enterprises vary because of

factors beyond a farmer's control. This
variability influences the amount of
debt that is prudent to carry. Table 4
itlustrates the variability in returns
above direct costs for various
midwestern crop and T1ivestock enter-
prises.

Returns to some agricultural enter-
prises are more variable than others.
Column 3 in Table 4, "Coefficient of
Variation," indicates the percer varia-
tion in returns compared to ave “re-
turns. The larger numbers i w1de
variation; the smaller num Qiiign icate

narrow variation. For ex xpected

returns to dairying wou1d\ th1n 21.8
percent or $121.65 of/th§§§5 8.14 aver-
age about two- th1rd5/ time. For

hogs, the return e within 42.67
percent of the av <1§§;>($16 46/cwt. +
$7.02) about foih% ds of the time.
These compari <§§§p91 t out that while
the ‘deviation (in actual dol-
ler for hogs than for
vsu $121.65), as a percen-

e aVerage return, it is larger
cent compared to 21.80 per-

standand”

lars) 1s much§§ma]
dairy
tage of

income variability of an enter-
prise and the margin for servicing debt
often affects the amount an individual

\wu§hes to borrow and how much a lender

will provide. Farm enterprises differ
substantially 1in the margin which is
left to pay debt and other fixed ex-
penses. Table 5 summarizes information
for a number of enterprises. Column
two, "Margin Above Direct Costs,"
represents the money available for fixed
costs of T1labor, management, deprecia-
tion, and repayment of debt after paying
direct costs of feed, veterinary ex-
penses, fuel, chemicals, seed, and fer-
tilizers. The margin above direct costs
ranges from about $47 per productive man
work unit (PMWU) for the low investment
system of producing feeder pigs to $555
per PMWU in crops on owned land.



Table 3. Comparison of debt servicing and estimated cash flow gen-

erated for land and various livestock enterprises

Investment Annual deht Annual
Investment per unit? servicing cash flow®
Land -- 115 bu. corn,
$2200/acre, 25-year mort.
Machinery $200/A $ 2400 $ 324 $ 182
Land rent -- 115 bu. corn,
Cash rent $115/A d
Machinery $200/A 200 173 182
Sow, farrow-to-finish, 2475 421 453
high investment (7X/yr) (1830)
Sow produce feeder pigs 900 146 102
Tow investment (4X/yr) (625) 4i{§§>‘f
Purchased feeder pigs, high 8575 1416 §§l§>
investment (100 pigs)

Dairy cow, dry lot, 13,500#

Layers, owned, automated
(1,000 birds)

Feeder steer (calf)

Feeder steer (Year1ing)

Beef cow, calf sold

169

77

3 For the livestock enterprises the uppé@?annua] figure is the total invest-
ment required, including anima ﬁd\ ajdVerage supply of feed. The lower

figure ( ) is the equipment ﬁﬁ buildings only (i.e., the longer term fixed
investment). é§§:ii§

b Assumes 100 percent fiﬁ%ﬁbiﬁg, mortized level payment loans at 12 percent

interest, 15-year bui d}tg‘renqyment and 7-year equipment repayment. Live-
n

stock and feed investme
ment reauirement bu7 ] Jiﬁ'erest due at 12 percent.

c . VAN . . .
Cash 1ncq§g m1ngsjka$h operating expenses and minus property tax, in-
surance, an
h I

Qu

nual cash rent, and interest on operating expenses and rent.

is—¢onsidered as current debt with no annual repay-

itding repairs, with an allowance for labor (family living) at
r. sy the cash flow is available to cover depreciation, in-
ita nt, and return to management.

the debt repayment on machinery, (repaid over a 7-year period) an-

SOURCE: Based partially upon ID-68, Farm Planning and Financial Management,

Cooperative Extension Service, Purdue University, 1980.




The third column expresses the mar-
gin above direct costs as a percentage
of the investment. The margin as a per-
centage of capital investment does not
indicate the relative profitability of
the different enterprises, but it does
indicate the degree to which a farmer
could "pull in his belt" if he has a bad

gone heavily in debt for a high invest-
ment, farrow-to-finish system has a mar-
gin which represents 20.6 percent of the
required investment as compared with a
margin of only 7.8 percent in the case
of the purchase of land. The larger the
margin, the less 1likely it is that a
farmer would have difficulty repaying

year. For example, a farmer who has his loan.

Table 4. Variability of returns above variable costs of selected
enterprises, 1960 to 1977

Average Standard Coefficien
Enterprise return deviation? of variation

($) ($) (%)

Returns above cost of feed and purchased animals per unit 1960—76§/§§§§§,;

Hogs (cwt.) 16.46 7.02 42.67 -
Feeder pigs §§§§>
(cwt. gain) 8.32 5.48 65.80?%;>A
Feeder cattle (§f\\ \:f7
(cwt. gain) 8.91 10.55 %i§§§§§>

Dairy (cow) 558.14 121.65 <§2%§8
Beef (cow) 72.55 81.87 ,??;i?ii?.85
,/;?/ — d
Returns above direct costgﬂggrfécre 1951-76
Corn 261.92 93.6§/:;§§\;;/ 35.77
Soybeans 222.96 73.60 ) 32.57
N\
Wheat 149.33 33.37) 21.68
Double crop soybeans®  117.82 77.00
/7
(( N

' —7)
a/ The standard deviation measures abqq; \\>thirés, plus or minus, of the de-
viation of the observations from the avera That is, two-thirds of the time
the observations are expected to fall “im this’range.

b/ This is the standard deviatiqn(éxﬁ?e sed as a percentage of the average.
For hogs it is calculated a 1\@&125}7.02 $+ $16.46) X 100 = 42.67.

and purchased animals, at market prices, per

c/ Returns above the cost of) fe 1

livestock unit. From "Suf ;/yja\ H1inois Farm Business Records," Cooperative
Extension Circular 101 (gg/%égs}years), College of Agriculture, University of
I11inois. -

, fertilizer, herbicides, insecticides, drying and

t mation utilized is from the Purdue Agronomy Farm and
is partially based/on Lars Bring, “Plans, Decisions and Results: An Evaluation
of a Procedure for . Farm Planning Under Risk", Unpublished Ph.D. thesis, Purdue
University, December.1976.

e/ Following agronomists' recommendations and not planting soybeans in years
when June moisture was inadequate would substantially reduce the variability.
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A study of the real estate gebt of
central Indiana crop-hog farms®™ found

that farmers could be about 95 percent non-real estate assets.

safe on their loans if they maintained a such as crops in storag
credit reserve of about 20 percent of
borrowing capacity. This credit reserve Ggenny R. McManus, "Credi

could result from borrowing no more than
80 percent of the potential maximum Toan

Midwestern Farmers,
Purdue University, January 1971.

on real estate, or no more than 50 per-
cent of the potential maximum loan on

Liquid assets

e, stocks

t Reserves

or

for
unpublished PH.D. dissertation,

Table 5. Capital investment and margin above direct costs
man work units (PMWU), margin as

for productive
a percentage or capital investments*

Margin as
Capital invest- Margin above a percent
ment per PMWU direct costs of capital
at 1981 prices per PMWU investment

Crops-corn & soybeans

- 7y
( -
owned land at $2200/A $ 7110 555 %
50-50 crop share lease 590 210 <i;;> 5.6
V7

Sow, feeder pigs sold /f\\\<,4§

high investment confine- 565 lQ;J( — 18.6
ment system (7X/yr) (/‘Q§§>

low investment system (4X/yr) 345 <¢z§> 13.7
Sow, farrow-to-finish <§§§§§>

high investment, confine- 775 o7~ H0 20.6
ment system (7X/yr) ( ( q

low investment system (4X/yr) / 20.1
Finishing purchased feeder pigs

high investment, confinement

system 12.1
low investment system 12.4
Dairy cows

pasture system 16.8
drylot system ) 16.8
\(
Feeder steers (yearling) :;§<§§>
high roughage system ﬂ? <§\ 2830 415 14.7
high grain system g&\\y 2730 440 16.1
Beef cow /7:1a\ 2
‘\/’\\

calf sold O ) 1670 220 13.1
calf fed out = 1840 270 14.8

*
Direct costs incl
ing, power, fuel, e
lowance of $5 per hou

erinary and medicine, breeding, market-
ipment repair, and other out of pocket costs and an al-
r labor for family living.

SOURCE: Based largely upon ID-68, Farm Planning and Financial Management,
Cooperative Extension Service, Purdue University, 1980.
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bonds could also serve as a reserve.
Essentially, a farmer is maintaining an
equity reserve on which he could borrow
if the need arises. Similar data are
not available for other ihan crop-hog
farms. However, pased on the variabili-
ty of income and the margin for serving

debt, it would appear that strictly crop
or beef farms would need Tlarger
reserves. In contrast, because of

greater stability of income, dairy farms
would probably need smaller reserves.

There are several other methods in
addition to maintaining a iliquid reserve
that are used by farmers to manage the
risks they face. One common practice
involves the combination of production
enterprises. If one enterprise general-
ly had high returns in a year that
another enterprise had Tow returns, a
farmer would stabilize his income by
combining the two enterprises. This is
especially important for farmers stress-
ing the highly variable enterprises,
such as feeder cattle. Combining crop
and livestock enterprises can be an ef-
fectiveSmeans of reducing income varia-
bility.” In addition, a combination of
crops or crops together with Tivestock
often permits better use of labor and
machinery and may result in higher pro-
fits.

In summary, the use of borrowed
capital is often profitable; however, it
also carries additional risks. There is
no one answer for "“How Much Should I
Borrow?" Managerial ability, use of the
funds, variability of income, margin for
servicing debt and specific loan ar-
rangements are all important considera
tions. In all cases, judgment is @x-
tremely important. Farmers and 1 4¥§§>
may predict the profitability of a/
ticular loan accurately, but i 19§n

nt,
income

is to be repaid from the inve
repayment plan based on average.

could put a farmer in fi antJdEWd1ff1—
culty about one-half 2§Q§§$//Repay—
ment periods for Tloans 0 reflect

the useful 1life of sset, loan pay-
ments should be sched to follow pro-
duce sales, and flexible repayment

5Hedging, forward contracting and other methods
are available for a farmer to shift some of the price
risk, but a farmer still has the risk of variation.

12

schedules should be allowed especially
for enterprises with a high degree of
income variability or for which there
are price cycles. In all cases, one fi-
nal check c¢an always be applied; for
lenders the loan needs to feel right;
for farmers, if sieep is 10st because of
debt worries then the amount borrowed
should be reduced.

DEVELOPING A GOOD CREDIT RECORD

To successfully meet your commit-
ments and develop a good credit record
usually requires prior planning: a pro-
jected cash flow and a meaningful record
keeping system- to monitor the results.

This can be 1in your head, bt ith
today's complex business, 't/§§§§9ably
should be on paper. Ziii@r

To determine if financia! progress

is being made, a cash f rogectaon
(preferably on paper}- an /éontxnuous
comparison of \gkya] resul ts

the
(records) to tho /“<§p§cted must be
made. If progre %§§%§o as indicated,
this needs to &§Qj§> vered early and
action taken égig;Jﬁ come the problem.
Materials for* ‘both“are available from

the Cooperati ve ) Extension Service and

most 1endér5§§\T is can be a key factor
to the tion of resources for fu-

ture pr
proJ \\
Be od4ﬁ6 Your Lender

/’/

\\ ogd side of your lenders,

An" important aspect of developing a
goqd credit record is to stay on the
be they com-
mercial banks, Production Credit Associ-
ations, Federa] Land Banks, insyrance
companies, individuals, or others:

1. Budget to be sure that the pur-
pose for which the money is borrowed
will produce a return greater than need-
ed to retire the debt; don't bother him
with unlikely proposals.

OFor further discussion see "Records, What Kind
and How," by Ed Carson, Department of Agricul tural
Economics, Purdue University, West Lafayette, IN.

7Adapted from Robbins, P.R., and R.N. Weigle,
Acquiring and Investing Capital in Modern Agricul-
ture, Cooperative Extension Service, Purdue Universi-
ty, EC-256, November 1962.




2. Borrow for enterprises you
understand, avoid speculation with bor-
rowed money.

3. Borrow for income-producing
purposes first and avoid excessive con-
sumer credit.

4. Length of Tloan (repayment
period) should be appropriate to the
production life of the resource(s) for
which the money is borrowed.

5. Plan and budget the operation
through to completion before the loan is
finalized and the operation started.
Make allowances for overhead expenses
and living costs as well as for debt
repayment.

6. Don't use your full Tline of
credit at the start. Use enough to do
the job but keep some slack, both for
underestimated costs and for emergency
situations.

7. Concentrate borrowing with one
lender, where feasible. Generally your
credit standing will be higher when you
and one lender work out a complete
financing program fully coordinated to
meet all your needs.

8. Select a strong and dependable
credit agency in whose fairness you have
confidence.

Personal Characteristics

Your personal characteristics as a
farm operator will also have an impor-
tant effect on the amount you can and/or
may want to borrow. Essentially the
lender evaluates the credit worthiness
of a borrower, and this requires judg-
ments with respect to his management po-
tential. The farmer's age, health, pre-
vious credit experience and other
characteristics are factors which will
influence the size of loan a lender will
be willing to extend.

If you are borrowing for the first
time, the lender may consider family
background, education and motivation in
an attempt to judge your capabilities.
Previous loan experience is/v§§§>impor-

al

tant for the repeat borrow .
The goals of an iﬁd§f§Q§ farmer
can be very important 1n/5;%er ining the
"best" amount of deb;ﬂ\\\‘ggk goals gen-
erally change as a(/ er-ages and his
financial position-changes. Generally,
but not always, dndividuals tend to be-
come more conservative and want less
debt as they become older. Similarly,
one tends to-b ne more conservative as
wealth increases.
t?eﬁﬁgsepce of a son or daughter
ants

who wants ‘to continue the family farm

can have a/major influence. A lender
"ﬁtgsbi/@ant to finance a large in-
estment in 1livestock buildings and

pment for an older farmer because he

mig not stay active long enough to

/~ repay the loan, but the presence of a

9. Build lender confidence.. Bék\\/%punger family member could

financially honest with yourself
your lender. If you see trouble coming,
let your lender know and work ogiiéig
answer early. Your credit rqﬁﬁfﬁiﬁ
depends upon how promptly de%;gﬂiiglpid
and how you respond when you can't-pay.
=N,

10. Do not prov@>eK$,e§§}1fy for
other people unless an_afford it

and/or are amply secur ourself. Most
people who have d sis for bor-
rowing have ample credit available which
can be obtained without asking for secu-
rity from others. An exception to co-
signing might be made for family
members, but even that would be viewed
on its repayment merits.

influence
he Tender.

Farmers and their families may
differ considerably in the amount of in-
come they use for consumption. Some
families never seem to have enough in-

come, while others get by on almost
nothing. A family that limits its con-
sumption expenditures can service a

greater debt than a family with the same
income and higher consumption expendi-
tures. For example, if a family takes
$1,000 of income and uses it for in-
terest and principal payments instead of
consumption, the $1,000 would amortize
about $8,500 of additional debt over a
20-year period at an interest rate of 10
percent.
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SOURCES OF CREDIT

The various sources of credit com-
monly wused by farmers are listed and
briefly discussed:

Commercial Banks --make short term

(operating) ~ Toans, intermediate
(machinery, breeding,  livestock)
loans and long term (buildings and

land) Toans. Terms are usually com-
petitive with other sources. Real
estate ioans are generally for short-
er periods (15 to 20 years) than is
the case with some other Tlenders.
Not all banks encourage agricul tural
loans.

Savings Banks --some may make real
estate loans, wusually for 15 to 20
years.

Insurance Companies --some make
real estate Toans, usually with long
(up to 40 years, or more) repayment
terms. Check your phone directory or
with your banker.

Federal Land Bank --a farmer-owned

cooperative that makes 1long-term
loans on real estate. They make
long-term 1loans, requiring purchase

of stock equal in value to 5 percent
of the 1loan. There is usually an of-
fice in the county seat.

Production Credit Association -~

and
Requires

short term

intermediate
loans. f/§

purchase o

equal in value to 5 percen
loan. There is usually an o?@g:?ﬁ
the county seat. VPN
(2
N )/
Farmers Home Administr ion’ --
Federal government nsored, so-

st resort." A
able to obtain

called "lender
borrower must be

/>tura1 credit are agricultural

farmer-owned ~cooperative that ma&éii§§430 -day)
tock

necessary credit from
lenders. Make short-term, intermedi-
ate and long-term 1loans. FmHA has
several classes of 1oans (depending
upon the financial situation of the
borrower) ranging from direct subsi-
dized, low-interest loans to
guaranteed loans (made through regu-
lar lenders). Funds are 1limited;
thus delays sometimes encoun-
Small

tered.
Business Administrati§;§§§%
Federal Government sponsoKEd§§20
limited funds for agriculti n
terms similar to the Farmgrs\ Ad-

ministration.

regular

are

Individuals -—oftgﬁ’ ake  real
estate Toans through contract sales,

usually at Tower i e rates but
with shorter re terms than
commercial len (Repayment re-
quirements can //eased by using

Tump-sum final payments called bal-
loon paym §\\ ~In some cases, usual-
1y within families, 1nd1v1duals will
also make§§h/yt term and intermediate

S.

‘\ \

e are the primary agricul tural
. Other sources of agricul-
sup-
loan companies.
provide short-term
consumer credit at no cost.
Some may provide credit for even
longer at no charge. But most charge
fairly high rates of interest (e.g.,
18% per year) beyond some period.
Loan companies usually charge higher
rates than do other lenders and are
less flexible in the time required
for repayment. For any loan, it is
wise financial management to compare
loan sources and their terms.

p1 ers and small
n& suppliers
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SUMMARY

Successful financial management in-
voives several considerations. A
first step towards successful finan-
cial management 1is tn be an above
average producer. Production ability
has a major influence on the amount
of debt that an individual will want
to consider using. And the return to
carrying debt levels larger than 60
percent of the value of assets ap-
pears t¢ be quite small. In all
cases, the rewards from using credit
must be compared with the risks.

Successful financial management
also requires that the farm business
be large enough to ailow for finan-
cial growth. The farm size that is
necessary to achieve financial growth
will wvary from individual to indivi-
dual, but in most cases gaining a
business Tlarge enough to survive 1n-
volves persuading somerne else to
help you acquire the needed
rescurces. This means that you must
convince a lender that your business
ic a profitable and secure venture.
It w11 be important to demonstrate a
reasonable degree of ability and pri-
or success plus some evidence that
the planned use of borrowed funds
sound. Presenting your Iender<y1th
profit and 1loss statements
called income statements) and b
sheets (also called financial ai§i$§
ments) for the past several §éa§$

a good method of demonstgfggié\//ast

N

'IS//

success. Developing a projected cash
flow budget for the lender is another
method of demonstrating to vyour
lender that careful consideration has
been given to planning for the use
and repayment of borrowed funds.
Cash flows, projected income state-
ments, and projected balance sneeis
for a proposed chande can he easily

developed using computer modeis, such
as the C4 Farm Planning Moézgiéb;n
Indiana, this model is wvaihable

through your county Extensiéigijfjcee

Successful  financial - ement
also requires momtomqqr he results
of using borrowed cap arm re-
ceipts and expenses- légéften affect-
ed by factors be &§§§pe operator's
control.

Comp should be made
between your x%§§§§ cash flow budg-
et and the/réggiys ctually arhieved.

N

As your [situgtion changes, make the
npedeu// ustments and keep ycur
1enderwpc§t d. Be sure to let hin
know - //things are going better
pnr ad as well as when thinge

e gainq Tess tha expected. Alsc,
posted an your future planc.

ke

Given the various sources of funds
available, farm operators can gen-

%?a11y find the borrowed capital that

is needed to operate a modern farm.
As in all other aspects of farming,
the successful use of these funds re
quires careful judgment.
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