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Planning the long-term recovery
of your farm
6. Is my farm financially sound?

The net worth, cash flow, and earn-

ings statements described in Articles 3,

4, and 5 of this series provide the basic

information for assessing the financial

health of your farm. However, it is

important that you build on this basic

information to create a more accurate

and complete picture of your financial

situation. Take another step and calcu-

late specific measures of your farm’s

financial performance—solvency, liquid-

ity or cash flow, profitability, debt

repayment capacity, and financial

efficiency. Individually and in combina-

tion, these additional guideposts will

help you evaluate past performance,

identify strengths and weaknesses, and

plan for the future. There are 16 in all.

Many farm families are unfamiliar with

these specific measures and may wish to

seek help in calculating and interpreting

them.

Solvency

“Solvency” looks at the relationship

between business assets and liabilities on

one particular day. It provides an indica-

tion of the farm’s ability to repay debts

from the sale of assets as a last resort. It

also helps gauge the ability of the farm or

business to withstand financial difficulties,

should these arise, by borrowing against

equity.

Three ratios are commonly used:

1. Debt : Assets

2. Equity : Assets

3. Debt : Equity

All three are similar and consider the

relationships among the market value of

the farm assets, borrowed capital and

related obligations, and the family contri-

bution (equity). The risk of business

failure is greater when farm debt is high,

relative to farm assets or owner equity.

Many lenders do not wish to make new
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loans if the Debt-to-Asset ratio

exceeds 0.5, meaning the farm

already owes 50 cents for each

dollar of farm asset value.

Liquidity

There are two measures of

“liquidity” or the availability of

funds to operate the farm:

4. Current Ratio

5. Working Capital

The Current Ratio measures the

relationship between the value of

farm assets that are easily convert-

ible to cash within the next 12

months (current assets) and the

farm liabilities that come due

within the same period. Examples

of current assets are cash on hand

and crops in storage and available

for sale. Examples of current

liabilities include accounts payable

and loan payments that are due

during the next 12 months. A ratio

of current assets to current liabili-

ties of at least 1.2:1 is desirable and

suggests the farm can meet its short-

term obligations.

Working Capital is the amount

of money available for running the

farm. It is calculated as the differ-

ence between the value of current

assets and current liabilities.

Profitability

This is the foundation of a

successful business and measures

how effectively you have been using

the resources at your disposal. In

other words, what did your farm

really earn by using these resources?

Profitability can be measured in

four ways:

6. Net Farm Income—This

measures the combined returns to

the unpaid contributions made by

your family, including your labor,

your investment (equity capital),

your management skill, and your

willingness to accept financial risk.

7. Rate of Return on Farm

Equity (Net Worth)—This is calcu-

lated from Net Farm Income by

deducting the value of your work,

then dividing the result by the value

of your equity in the farm, which

yields a Rate of Return. If your

farm operation is healthy, the Rate

of Return should be higher than

the interest rate charged by lenders.

8. Rate of Return on Farm

Assets (Investment)—This is calcu-

lated in a similar manner as Net

Farm Income, i.e., by deducting the

value of your work, but you also add

back any interest you actually paid.

The resulting amount is divided by

the total value of the farm assets to

get a Rate of Return. If your farm is

healthy, this rate also should be

higher than the interest

rate charged by lenders.

9. Operating Profit

Margin Ratio—This

shows Net Farm Income

From Operations as a

percentage of farm

income, in effect, show-

ing how many cents on

the dollar you managed

to hold on to.

Repayment capacity

As the trend to larger farms

continues, farmers increasingly rely

on debt financing. In some cases,

long-term leases are used as a

substitute for buying equipment or

breeding livestock with borrowed

funds. Repayment Capacity mea-

sures the ability of the business to

repay loans and long-term capital

leases. This is important because a

farmer may borrow from several

sources or have several different

loans with one lender, and it can be

difficult to keep track of overall

loan and lease activity.

Two measures are used to de-

scribe the ability of your farm to

meet its debt and capital lease

obligations:

10. Term Debt and Capital Lease

Coverage Ratio

11. Capital Replacement and

Term Debt Repayment Margin

The Coverage Ratio looks at the

amount of money available to make

payments relative to the size of

those payments. Unlike the other

measures, this one considers non-

farm income and withdrawals for

family living, in addition to business

contributions. A 1:1 ratio means

there is exactly enough money

available. A higher ratio shows

there is a safety margin above

current obligations or that pay-

ments on some additional debt

could be covered. A high ratio is

desirable.

The Repayment

Margin shows the dollar

amount of the differ-

ence between payments

and available cash. It can

be used to gauge the

impact of changes in

farm prices or costs on

debt repayment capacity

and to measure the

ability of the business to

repay additional debt.

Financial efficiency

“Financial efficiency” measures

farm performance in broad finan-

cial terms. Farmers are accustomed

to production efficiency measures

like crop yields per acre and average

daily gain in livestock. Financial

efficiency looks at various aspects of

the performance of investments or

expenses in producing revenue.

There are five important ratios:

12. Asset Turnover Ratio

13. Operating Expense Ratio

14. Depreciation Expense Ratio

15. Interest Expense Ratio

16. Net Farm Income From

Operations Ratio

Asset Turnover Ratio measures

how hard your investment in farm

assets is working for you. This ratio

Farmers

increasingly

rely on debt

financing as

the trend to

larger farms

continues.
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is calculated by dividing annual

farm revenue by the value of the

farm assets. A larger number is

desirable because it indicates that

each dollar you have invested is

producing more dollars in revenue.

The other ratios describe the

relationships between different

types of expenses and revenue (e.g.,

Operating Expense Ratio). Low

ratios are desirable because they

show that expenses are low relative

to the revenue they produced.

However, when these ratios are too

high, you cannot tell whether it is

because revenue is too low, expenses

are too high, or a combination of

both.

These 16 measures, the so-called

“Sweet 16,” provide a comprehen-

sive picture of the financial health

and performance of any farm

business. Some of these measures

are useful in an absolute sense, but

they are most useful if there are

standards or benchmarks for farms

similar to yours for comparison.

Farming is a competitive business,

and it is helpful when you can see if

you are outperforming your compe-

tition.

RESOURCES

Additional computer tools and

information on Farm Income

Statements are available from the

Iowa State University “Ag Decision

Maker” Web site at

http://

www.extension.iastate.edu/agdm/

decisionaids.html

Click on “Finance”

Scroll down to the “Financial”

heading

• Click on Financial Perfor-

mance Measures for a spreadsheet

to calculate these financial perfor-

mance measures.

• For more information on how

to prepare these financial perfor-

mance measures, go to

 http://

www.extension.iastate.edu/agdm/

wholefarm/pdf/c3-55.pdf

• For a spreadsheet to create a

five-year trend analysis, go to http:/

/www.extension.iastate.edu/agdm/

wholefarm/xls/c3-

56interprfintrendsheet.xls

• For more information on how

to interpret these financial perfor-

mance measures, go to

http://

www.extension.iastate.edu/agdm/

wholefarm/pdf/c3-56.pdf



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


