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PREFACE 

The farm management lessons in 
this publication are designed as teach­
ing aids in educational programs. They 
are aimed at improving the decision­
making ability of commercial farmers, 
particularly in decisions involved in 
making additional long-range invest­
ments in the farm business. 

These lesson plans do not include 
much of the basic educational material 
which a farm manager might use in plan­
ning his everyday farm business. Plan­
ning of this kind would be preceded by 
lessons on cost concepts and planning 
changes in farm practices which would 
require enterprise budgeting but little 
or no long-time investment money. This 
publication is on making long-range in­
vestments for farm expansion. When a 
change in the farm plans is called for, 
it is assumed that enterprise budgets 
have been developed and that alterna­
tive plans have been considered. 

The material is prepared for the 
most part in narrative form with tab­
les for use in the presentation of the 
material, and worksheets for student 
participation. Instructors are en­
couraged to substitute, or add, any 
informative teaching material which 
they believe will be helpful. 

The first lesson deals specifically 
with two aspects of farm financial man­
agement. The first section discusses 
some of the important financial manage­
ment tools and how they can be applied 
to the business. The second part dis­
cusses the need for, and the importance 
of, increasing amounts of capital need­
ed in the farm business. The figures 
showing the growth in size of Missouri 
farms, the output per farm and per farm 
worker, the returns to the farm mana­
ger's labor and management, the amount 
of credit used, etc. are taken from the 
Missouri Mail-In Record program. 

Farm managers of growing commercial 
farms will be interested in knowing why 
they need to continue to expand, how 
much they need to grow, and who is sup­
plying the growth capital . The material 
in Le sson I helps in thinking through 
these questions. 

Lesson II deals with a discussion of 
some of the desirable and undesirable 
features of using credit. It includes 
how to figure interest rates, what these 
interest costs include, the ability to 
bear risk, the primary factors affecting 
risk bearing, and an evaluation of long­
term loan payments. 

Lesson III is primarily a case study 
of how investments of a substantial am­
ount can affect the farm business. In­
structors may want to spend more than 
one session on the principle of cash 
flows after studying and adapting these 
lesson materials. If so, this session 
can also take up part of the time allot­
ted for lessons II and IV. 

Lesson IV deals with borrower-lender 
communication. A brief review of how to 
use an even payment amortization table 
is followed by an explanation of what the 
lender expects the borrower to do; and 
what the borrower expects of the lender. 
The importance of past performance and 
progress, as measured by the manager's 
farm records, his ability and integrity, 
his past borrowing habits, his repayment 
ability, and his repayment history are 
given priority treatment in this discus­
sion. 

It is anticipated that throughout 
the presentation of this material the in­
structor will encourage audienc e partici­
pation. He may also wish to prepare hand­
outs of some of this material, or related 
educational material. 
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LESSON I 

ECONOMIC CONSEQUENCES OF INVESTMENT DECISIONS AND 
GROWTH OF FARM CAPITAL REQUIREMENTS 

Objectives 

Lesson I is actually an introduc­
tory s e ssion for the four lessons. It 
"sets the table" for the meal which 
follows. Specifically, the objectives 
are: 

(1) To gain a better understanding of 
the primary tools in farm finan­
cial management and how they can 
b e utilized. 

(2) To fully understand the "why" of 
the growth of farm capital re­
quirements. 

(3) To gain a better understanding of 
the need for credit. 

(4) To study the "growth of commercial 
farms" from the standpoint of 
volume of production per worker, 
and the amount of credit used. 

Proposed Audiences 

The primary audience will be young­
er commercial farmers who for a variety 
of reasons (family goals and needs, 
ambition of the operator, etc.) see the 
need for expanding the farm business 
in the future. The material in this 
lesson can also provide the basic in­
formation for talks to groups inter­
ested in the changes which are occur-

ring in agriculture. 

These groups might include: 

(1) Farm organizations 

(2) Community organizations 

(3) Civic clubs, etc. 

Teaching Aids 

(1) Blackboard--Each instructor will 
want to develop additional mater­
ial based on the prepared material. 

(2) Overhead View-Graph Machine-­
For prepared acetates. 



LESSON I 

ECONOMIC CONSEQUENCES OF INVESTMENT DECISIONS AND 
GROWTH OF FARM CAPITAL REQUIREMENTS 

"The first half of life consists of the capacity to 
enjoy without the chance; the last half consists of the 
chance without the capacity." 

Farm financial management is an 
attempt by the farm manager to control 
as best he can, the flow of dollars in 
and out of his business. A few years 
ago this was not so difficult. Before 
1940 most farms were relatively small 
businesses, and most of the inputs were 
provided by the business itself. Labor 
was furnished by the family. Feed for 
livestock (including workstock) was 
mainly produced on the farm. Seed and 
fertilizer were obtained from the gran­
ary and the barn, and the family food 
supply was provided by home butchering 
and gardening. 

Consequently, the flow of money in 
and out of the business was small, and 
the necessity for the farmer to be an 
expert in financial management simply 
did not exist. 

But the large increase in the size 
of farm businesses and the large number 
of purchased inputs (which will be ex­
plored later) have resulted in a tot­
ally different picture, and if the man­
ager is to succeed and survive finan­
cially during the coming years he must 
gain unusual expertise in financial 
management. He will need to become 
familiar with, and use, the tools that 
have proven helpful. Some of these 
"helpful tools" include: 

(1) Farm plan--plans for farm organ­
ization (both short run and long 
run) are helpful in giving guid­
ance and direction. 

(2) Annual budget--the budget that 
allows the manager to pull his 
production plans and annual cash­
flow analysis together. 

Mark Twain 

(3) Partial budget--for making spec­
ific decisions. 

(4) Cash-flow budgets--to evaluate 
major investment decisions. 

(5) Farm records--cash receipts and 
expenses, inventories, net worth 
statements, enterprise records, 
etc., enable the manager to eval­
uate his past performance. 

(6) Balance sheet analysis--to determine 
the financial position and progress 
of the business. 

(7) Cost analysis and control--to know 
the business costs (fixed, variable, 
marginal, opportunity, etc.). 

(8) Credit--for an important source of 
acquiring adequate financial re­
sources. 

Time will not permit discussing or 
illustrating the use of each of these 
financial management tools in these les­
sons. But, they are important manage­
ment instruments in a business which may 
represent several hundred thousand dol­
lars. One machine may require an invest­
ment of $10,000, or $15,000, or even 
$20,000. The need for $25,000 or $30,000 
of annual operating funds is not unusual. 
Haphazard and spur-of-the-moment decis­
ions in handling investment capital and 
financial transactions of this magnitude 
may unduly jeopardize the success and 
solvency of the entire farm business op­
eration. 

While good judgment must be exer­
cised in the use of funds for current 



farming operations, the most vulner­
able--and perhaps the most neglected-­
aspect of financial management is the 
commitment of new capital to the farm 
business in the form of cdditional 
land, machinery, buildings, and other 
facilities. An error in committing 
operating funds for the year may re­
duce current profits but an unwise de­
cision in the commitment of investment 
capital may lead to financial disaster. 
Hence, most of our discussion today 
will relate to investment decisions. 

One approach to economic analysis, 
and often a desirable first step, is to 
pose a series of questions to delineate 
the problem more clearly and to bring 
the economic feasibility and consequen­
ces into sharper focus. With refer­
ence to some new facilities under con­
sideration, one first might ask ques­
tions such as the following: 

(1) Will it work on my farm? 

(2) What is required? 

(3) Will this investment necessitate 
others? 

(4) Will it PAY--and how well? 

(5) Will something else pay better? 

If answers to these general 
questions appear favorable, one may pro­
ceed with more specific questions about 
the economic desirability of the capi­
tal commitment. Some of the following 
may be appropriate: 

(1) What is the nature of the new in­
ve8tment under consideration? 
Does it contribute to the farm 
business working capital, fixed 
capital assets, or family use and 
consumption? 

(2) How much total capital is neces­
sary to make the contemplated 
change? 
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(3) 

(4) 

(5) 

(6) 

What effect will the investment 
have on farm earnings--this year, 
next year, and in the long-run? 

What are the opportunity costs for 
using the capital for this purpose? 
What would these dollars earn if 
invested in their best alternative 
use? 

What is the rate of turn-over of ---
capital invested in this way? How 
does this compare with alternative 
uses for the capital? 

How much flexibility is represented 
in the investment under consider­
ation? If circumstances dictate 
changes in the system of operation, 
what are the opportunities for 
shifting the use of the facility to 
other profitable uses? How much 
will it add to the sale value of the 
farm? 

(7) How mucl1 risk and uncertainty is in­
volved in this investment? How does 
it compare in these respects with 
other uses for the same amount of 
capital? How do the alternative 
uses relate to changes in equity 
position? 

(8) Do I have the necessary skill, know­
ledge, and interest in the enter­
prise to "cash-in" on the potential 
represented in this investment? 

(9) Is this investment appropriate for 
the future potential of this farm 
from the standpoint of ex t ernal~­
ditions--general demand, market out­
lets, etc.? How soon will it become 
obsolete? Will it improve the qual­
ity of production? 

(10) How much labor will be saved? Can 
this labor be used profitably else­
where? 

(11) Will the investment ease the role 
of management? Will it add to the 



comfort and eas e of getting the 
job done? Can I afford this ease 
and comfort? 

(12) What is the prestige value of the 
investment? What is it worth as 
a status symbol? Can I afford 
it? 

Thes e and other kinds of questions 
might help clarify the situation for a 
particular investment. 

The top farm manager of the future, 
then, will be an astute financial man­
a ger. His financial decisions will be 
right more often if he follows these 
basic principle s of farm financ e : 

(1) BE COST CONSCIOUS--Know the dif­
f erent kinds of costs and the im­
pact e ach has on his farm earnings 
and r e payment capacity. 

(2) OBSERVE THE OPPORTUNITY COST PRI N­
CIPLE--Invest money, whethe r owned 
or borrowed, where it will pay the 
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highest r e turn. 

(3) TAKE TIME TO FIGURE AND ANALYZE-­
Make the mistakes on paper befor e 
the capital commitment is made. 

(4) KEEP ADEQUATE RECORDS- - Sufficient 
to check on annual performance, 
cash flow over time, financial 
position, and financial progress. 

(5) HIRE EXTRA CAPITAL--Us e credit to 
expand if past records and forward 
planning and analysis give reason­
able assurance that it will enhance 
the business earnings and if the 
anticipated cash-flow will permit 
r e payment of principal without 
undue hardship. 

The good manager can apply some of 
the "tools" of financial management t o 
alleviate the impact of uncertainties 
on farm earnings and financial stability. 
In the process he also improves his 
competitive advantage over those who 
continue to conduct their financial 
affairs in a haphazard manner. 

Growth of Farm Capital Requirements 

The large increases which have oc­
curr ed in agricultural production and 
in labor effici e ncy have be en generated 
primarily by increasing the amounts of 
capital employed in agriculture. The 
increased productivity of land and live­
stock can be attributed to improved 
seeds, feeds, breeding livestock, more 
and better fertilizers, insecticides, 
increased use of electricity, more and 

bigger and better machinery, etc. The 
us e of added capital for these inputs 
has greatly increased the number of 
acres and animal units a man can handle . 
But we ne ed to look closely at why the se 
expenditures for purchased inputs are 
occurring, the rate at which they are 
happening, and how they are affecting 
the agricultural production picture. 

The Hidden Multiplier 

The increased use of purchased in­
puts creates an ever increasing demand 
for both operating and long-time in­
vestment funds. For example, consider 
the farm manager who makes the decision 
to trade tractors. Invariably he pur­
chases a larger one, and, as a result, 

he is provid ed motivation to acquire 
more land to spread fixed machinery 
costs. The rental or purchase of ad­
ditional land results in an increase of 
operating money and, if the land is pur­
chased, an increase in investment money. 



Or consider the manager who is 
producing 300 market hogs a year. He 
decides to build a slatted floor finish­
ing house which will enable him to 
produce more volume. The result is 
more investment money for buildings and 
livestock and more operating money for 
feed, veterinary, and other items. 

Because of the large investment in 
the farm business, production assets 
on U.S. farms have gone from about $95 
billion in 1950 to ov e r $200 billion 
in 1967. 

This more than doubling of total 
farm production assets has occurred at 
the same time that farm numbers have 
drastically declined. And much of 
this growth has come about as a result 
of the so-called "cost-price" squee ze. 
Prices received by farmers continue to 
lag behind the prices paid by farmers. 
The result is more units produced per 
farm at a reduced net income per unit. 

Not too many years ago the farm 
manager needed answers to two basic 
questions: 

1. What will grow on my farm? 

2. How do I grow it? 

The answers to these questions were not 
difficult, at least in retrospect. And 
the need for lar ge, high speed machin­
e r y , for highly specialized farm build­
ings, and for additional acreages of 
land were largely non-existent. 

The work was hard and monotonous, 
but it was not hectic or meaningless. 
It provided a living for the family. 
Any d e bts which the family had accum­
ulated were, for the most part, kept 
as a highly guarded secret. Because 
the rate of technological change was 
very slow, th e re were few early pace­
setters. Those who were anxious to 
try new ideas were impeded by customs, 
by fear of criticism, by the lack of 
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of money and by a phobia about using 
credit. 

What caused the magnitud e of the 
changes when they did come to farms? 
First, during and after World War II, 
the farm cost-price situation changed 
drastically from what it had bee n prior 
to that time. Farm managers mad e more 
money. Secondly, farm youth returning 
from war service saw many opportunities 
for removing much of the drudg ery from 
farm work. By applying the technology 
which had been gathering for a decade, 
the old ideas associated with farming 
were made obsol e te almost over-night. 
As the momentum of technological changes 
increased, the momentum of application 
of these changes increased. Pacesetters 
and innovators, heretofore almost non­
existent, were to be found in large 
numbers. 

As these changes in technology were 
instituted, the previous questions of 
what to grow and how to grow it became 
less important. To pay for these pur­
chased inputs (machinery, specialized 
buildings, fertilizers, etc.), the ques­
tions changed to questions such as: 
What can I grow for the highest profit 
per unit; or what enterprises are likely 
to pay off these investments that we are 
making? How many investments should I 
make? 

Farmers enrolled in the University 
of Missouri record program in 1956 had 
investment in land, impr o vements, live­
stock, machinery, feed, seed and supplies 
amounting to $44,249. A decade later 
(1966) the average investment per farm 
for these same assets of land, machinery, 
etc. totaled $171,010. Total acres of 
cropland and open pasture per farm bus­
iness was 222 acres in 1956, compared to 
486 acres in 1966. 

It is well to keep in mind that these 
are not necessarily the same farms. Some 
of them are being operated by the same 
farm manage r, but the business itself 



has undergone such changes that it 
would be difficult to recognize it as 
the same. Most of the farms enrolled 
in the record programs of 1956 and 1966 
however, were probably representative of 
growing commercial farms of those dates. 

Year 

1956 

1966 

Cash Receipts 
Per Farm 

$12,827 

$53,171 

The large cash expenditures, about 
$47,000 per farm in 1966, demonstrate 
the need for sharp decision-making tools 
if the business is to be properly fin­
anced. These business costs, along 
with sharply rising costs of family 
living, have resulted in more and more 
farm managers using more and more cre­
dit in an attempt to "make ends meet." 

Thus, we find the questions of the 
farm manager changing again--from the 
how to grow it to what should I grow 
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The same comparative analysis 
shows that total cash receipts have in­
creased about four times from 1956 to 
1966. Cash expenses rose about four 
and one-half times. Cash balance 
doubled. 

Cash Expense 
Per Farm 

$ 9,822 

$46,986 

Cash Balance 
Per Farm 

$3,005 

$6,185 

for the highest profit per unit to how 
many units must I grow of the most pro­
fitable enterprise or enterprises to 
pay my debts, my operating costs, my 
family living costs, and provide for my­
self and my wife in old age? Since 
most of the gains from mechanization 
and automation accrue to the manager 
because they allow him to handle larger 
volume, rather than because they lower 
per unit operating costs, this means 
that the management level must be high. 
If not, losses will be multiplied by 
more units. 

Credit Instead of Savings 

Why are growing commercial farms 
turning more and more to the use of 
credit for expanding the farm business? 
It becomes simply a matter of the rate­
of-growth. The average capital managed 
per farm in the record program has in-

Return to Operator's 

1960 $3,516 

1961 $4, 107 

1962 $3,403 

1963 $2,712 

creased $12,676 per year for the past 
ten years ($171,010 - $44,249 7 10). 
Since 1960, the average return to op­
erator's labor and management has been 
less than 43 percent of this $12,676 
per year or $5,402. 

Labor and Management 

1964 $ 1,526 

1965 $13,013 

1966 $ 9,540 

7 Year Average $ 5,402 
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How much of the annual $12,676 
increase in capital managed is due to 
increased land prices in the inventories? 
Record keepers in 1956 inventoried their 
crop and open pasture acres at $241 per 
acre. Without this increase in per acre 
land values, the capital managed per 
farm would have increased $4,833 annually, 
instead of the $12,676. 

More realistically, if the 1956 
acreage (222 acres per farm) was left 
at the $128 per acre rate, and the 264 
acres added per farm since that time 
were inventoried at the 1966 rate of 
$241, then the average capital invested 
per farm would have increased $10,119 
annually, And so, while part of the 
large increase in capital managed per 
farm is the result of the surge in land 
prices, it must be remembered that only 
part of the returns to the operators' 

labor and management are available for 
farm expansion. Debt repayments, far­
ily living, etc. must be met before 
farm growth can occur. 

Thus it becomes obvious that many 
commercial family farms are not able to 
generate internally the necessary cap­
ital required to raise and educate a 
family, pay off existing debts, and keep 
up the rate of expansion necessary to 
keep the.farm competitive. Output per 
farm worker in the United States has 
increased at an annual rate of more than 
6 percent for the past decade. If the 
Missouri farm manager is going to hold 
his own, he must increase his output by 
at least this amount. It has been es­
timated that about half of this increase 
can occur by increased yields and ef­
ficiency, but the other half will need 
to come from farm enlargement. 

Value of Production Per Farm Worker 

How has the Missouri farm worker 
progressed in comparison with the U.S. 
average increase in output of 6 percent 
annually in recent years? 

In 1960 the value of production 
per farm worker in the Mail-In Record 
Program was $10,288. (See Table 1.) 
By 1966, this value of production per 
man had increased to $16,794, based on 
1960 prices ($37,868 reduced by 11.3 
percent which was the percent increase 
in prices received by farmers in the 
two comparative years 7 2 man years of 
labor used; or $33,589 7 2.) (See Table 
2.) 

If we look at the value of produc­
tion per man based on constant 1960 
prices, we find that the annual increase 
has almost doubled the 6 percent. But 
the increase has been erratic. (See 
Tab le 2.) 

A large part of the irregular pro­
duction per worker (with constant prices) 
can be attributed to crop yields. (See 
Table 3.) The best crop yields occurred 
in 1961, 1963, and 1965, the only years 
showing an increase in the production 
per man. Since price has been eliminated 
as a variable, this kind of a crop pro­
duction pattern would be expected. 

Amount of Credit Used by Farmers 

If it is true, then, that many, if 
not most commercial family farms can­
not generate the capital needed to meet 
family needs, pay operating costs, pay 
off indebtedness, and expand the bus­
iness to attain necessary volume, 
means other than savings must be found 

for acquiring money for investment. 

For this presentation we will not 
consider such possibilities as inheri­
tance, marriage, partnerships, and cor­
porations. We will confine our alter­
natives to renting and borrowing. 
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TABLE 1 - VALUE OF PRODUCTION PER MAN 
AND PER FARM; 1960-1966 

1960 1961 1962 1963 1964 1965 1966 

Man Years of Labor 
Used 1. 6 2.0 2.4 1. 9 1. 9 2.0 2.0 

Value of Production 
per Farm $16,461 $23,428 $26,841 $25,240 $24,082 $38,788 $37,868 

Value of Production 
per Man $10,288 $11, 714 $11,184 $13,284 $12,674 $19,394 $18,934 

Value of Production per 
Farm (Constant 1960 
Prices} $16 2461 ~23 1 241 $26 1 268 ~24 2811 ~24 1 275 ~37 2 170 ~33 2589 

TABLE 2 - VALUE OF PRODUCTION PER MAN BASED ON 1960 PRICES 

1960 1961 1962 1963 1964 1965 1966 

Value of Production per 
Man (Constant 1960 
Prices) $10,288 $11,620 $10,945 $13,058 $12,776 $18,585 $16,794 

Percent Increase in 
Production/Man 12.9 -5.8 19.3 -2. 1 54.7 -9.9 

Average annual increase in production per worker = 11. 5 percent. 

TABLE 3 - AVERAGE YIELDS OF MAJOR CROPS; MISSOURI; 1960-1966 

1960 1961 1962 1963 1964 1965 1966 

Yield of corn/acre 62 bu. ~ 71 bu. ~ 58 bu. 9 71 bu. 

Yield of so beans/acre 21 bu. \ 26 bl,!. i 24 bu. 27 20 bu. 27 bu. 



The methods of financing of the 
Mail-In Record cooperators in 1966 
show some interesting figures. For 
example, the group as a whole provided 
slightly over half of the capital man­
aged per farm with their own money, 
or about $92,500 of the total of 
$171,010. Another 17 percent, or 
$29,000 of the capital managed came 
from borrowed funds while 29 percent, 
or $49,600 came from the capital pro­
vided by others, mostly in the form of 
rented land . 

These figures (Table 4) varied 
greatly among types of farms. For 
example, the grain farmers provided 
only 34 percent of the total capital 
managed with their own money, and only 
14 percent with borrowed money. Com­
parable figures for the dairy farms 
were 61 percent and 24 percent. So 
the grain f4rmers are providing 48 
percent of ~he capital in their bus­
inesses compared with 85 percent for 
the dairymen. While we probably would 
have predicted these trends, perhaps 
the magnitude of the figures is sur­
prising. 

If nothing else, it shows that one 
of the more attractive alternatives to 

Year 

Interest paid 

Number of dollars borrowed at 6% 

The amount of money borrowed as a 
percent of the total capital managed has 

Borrowed money as a percent of 
total capital managed 
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the use 6f credit might well be the rent­
ing of land. Grain farms as a group 
consistently rank high in many of the 
earnings categories. They seem to be 
achieving these earnings with no less 
risk than others. 

The same analysis applied to a 
breakdown of the grain and grain-hog 
farms (See Table 4) reveals the top 
earning farms (as measured by returns 
to labor and management) have: 

1. A larger business (as measured by 
total capital managed). 

2. A smaller percent of operators 
own capital is be ing used. 

3. More capital provided by others. 

So while title to the land he operates 
has been the ambition of most farmers 
throughout the entire history of the 
United States, perhaps an excellent 
alternative is to rent extra land. 

In terms of total dollars, farm 
managers in the record program have been 
using increasing amounts of credit. The 
average amount of interest paid per farm 
has increased more than 46 percent since 
1963. 

1963 1964 1965 1966 

$ 1,187 

$19,783 

$ 1,366 

$22,767 

$ 1,678 

$27,967 

$ 1,739 

$28,983 

changed very little since 1963. The 
figures for 1963 through 1966 are: 

1963 1964 1965 1966 

14.8 16.9 17.6 16.9 



TABLE 4 

METHODS OF FINA NCING OF MAIL-IN RECORD COOPERATOP,'., - 1966 

All Grain Grain Hog Hog Grain Beef 

Capital provided by operator's 
own money $ 92,417 $ 85,368 $103,296 $ 79,134 $141,824 

Capital provided by operator 
' --Borrowed money $ 29,000 $ 34,330 $ 24,216 $ 20,966 $ 52,300 

Capital provided by others 
--- rented 

$ 49,593 $131,768 $ 33,896 $ 37,024 $ 43,192 

Total capital managed in 
the business $171,010 $251,466 $161,408 $137,124 $237,316 

Percent capital provided by 

~ operator (own money) 54% 64% 58% 60% 

Percent capital provided by 
operator (borrowed) and 
others (rented) 46% 66% 36% 42% 40% 

Percent operator's equity in 
his own business 76% 72% 81% 76% 73% 

Percent operator's equity in 
the entire business 54% 33% 64% 58% 68% 

Interest paid by operator $ 1,740 $ 2,060 $ 1,453 $ 1,258 $ 3,138 

Dairy 

$ 70,335 

$ 27,916 

$ 16,663 

$114,914 

@ 

39% 

72% 

61% 

$ 1,675 

General 

$ 93,780 

$ 26,900 

$ 32,080 

$152,760 

61% 

39% 

78% 

61% 

$ 1,614 

I 

'° I 



TABLE 4 (CONTINUED) 

METHODS OF FINANCING OF MAIL-IN RECORD COOPERATORS -- 1966 

Capital provided by operators 
own money 

Capital provided by operator 
borrowed money 

Capital provided by others 

Total capital managed in the 
business 

Percent of capital provided by 
operator owned 

Percent of capital provided by 
operator borrowed 

Percent of capital provided by 
others 

Percent of operators equity in 
his own business 

Percent of operators equity in 
the entire business 

Interest Paid 

. . 
AS MEASURED BY RETURNS TO LABOR AND MANAGEMENT 

Grain 

Top Half Lower Half 

$ 79,852. $ 91,535 

$ 40,966 $ 28,033 

$154,534 $109,270 

$275,352 $228,838 

29% 40% 

15% 12% 

56% 48% 

66% 77% 

29% 40% 

$ 2,458 $ 1,682 

Hog & Grain Hog 

Top Half I Lower Half 

$ 92,874 $ 91,176 

$ 17,066 $ 28,366 

$ 50,188 $ 20,730 

$160,128 $140,272 

58% 65% 

11% 20% 

31% 15% 

84% 76% 

58% 65% 

$ 1,024 $ 1,702 

I 
t--' 
0 
r 
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SUMMARY 

The reasons for increased use of credit or borrowed capital are: 

1. Rapid increases in the use of purchased inputs. 

2. Relatively low profit margins which force farm managers to increase 
the size of their business in an attempt to earn a satisfactory 
income. 

3. Inability of the farm business to generate enough internal capital 
to enlarge operations at the rate necessary for efficiency. 

And so the preceding discussion emphasizes that the pace is fast and the 
capacity to "just keep even" requires a thorough knowledge of the financial man­
agement tools and how they can best be used. 
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LESSON II 

THE PLEASURES AND PROBLEMS OF CREDIT 

Objectives 

(1) Give a brief review of the need for 
credit by most farm managers. 

(2) Describe how the use of modern 
t echnology can, and quite oft en 
does, increas e the asking price 
for productive resources. 

(3) Provid e an und erstanding of how 
interest rate s ar e figur ed, '~hat 

it costs to borrow money," and 
what interest costs include. 

(4) Provid e a better appreciation of 
the differ enc e betwee n '~is k-bearing 
ability" and "risk r eduction." 

(5) Incr eas e knowl edge of farm manager s 
about the differ ent long-t erm loan 
plans, and how the l ength of loan 
affe cts the amount of inter e st paid. 

Propos ed Audienc e 

Managers of growing commercial 
farms , particularly thos e who ar e 

cont emplating add ed inves tment s with 
borrowed capital. 

Teaching A ids 

Sarne as for Le sson I. 
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LESSON II 

THE PLEASURES AND PROBLEMS OF CREDIT 

''There is no magic about credit. It is a powerful agency 
for good in the hands of those who know how to use it. 
So is a buzz saw. They are about equally dangerous in 
the hands of those who do not understand them." 

Unknown 

Lesson I dealt with the increase 
in inputs of capital requir ed to carry 
on a growing farm business. The number 
of loans to individual commercial farmers 
will probably be fewer in the future. 
This is because many older farmers, 
who are past their period of high 

mon ey than before. We can be sure that 
t echnological developments will con­
tinue; and at a very high rate. Thes e 
developments will probably be applied at 
a high enough rate that land prices for 
example, will rise, even after charges 
to management and labor are increased. 

family expenditure, will not choose 
to take on the responsibilities of 
expanding their business. But those 
farm businesses which will grow and ex­
pand, will be borrowing larger amounts of 

It might be worthwhile to take a 
look at some of the figures from the 
1967 St. Charles Corn Profit Program. 
(Table 5). 

ITEM 

Seed 

Chemicals 

Lime & Fer tilizer 

Machine Cost>'< 

Land Char ge-f<>'< 

Cr op Insurance 

TABLE 5 

COST AND PROFIT FIGURES ON FIVE CONTESTANTS 
IN 1967 ST. CHARLES CORN PROFIT PROGRAM 

CONTESTANT 

1 2 3 

$ 4.46 $ 4 .15 $ 5.33 $ 

$ 1. 60 $ 1. 60 $ 2.63 $ 

$ 14. 91 $ 14 .57 $ 14.50 $ 

$ 38.14 $ 37.25 $ 35. 77 $ 

$ 65. 19 $ 62.46 $ 58.93 $ 

---- ---- -- -- $ 

4 

6.60 

1. 75 

25.44 

36.55 

64.20 

2.40 

TOTAL COSTS $124.30 $120.03 $117.16 $136. 94 PER ACRE 

Yield Per Acre 184.5 176.8 166.8 181. 7 

Pr of it Per Acre $ 71. 27 $ 67.33 $ 59.64 $ 55.66 

* Machine costs figured on a custom rate basis. 

** Land charges figur ed as 1/3 of the gross. 

5 

$ 4.25 

$ 2.43 

$ 13.80 

$ 35.95 

$ 55.08 

----

$111.51 

155. 9 

$ 53.74 
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From the looks of the yields, 1967 
was a very good year in St. Cha rles 
County. But it takes little imagina­
tion t o see what e ff ec t consistently 
high yields might have on land prices, 
even with a continuing, less favorable 
cost-price structure. Contestant #5, 

with his return to labor and management 
of $53.74 per acre, could pay $527 per 
acre for this land if he amortized the 
cost for 20 years and paid an int erest 
rate of 8 percent.* So again, the 
multiplication of expenses goes on, and 
the need for more credit goes along with 
it. 

Figuring Interest R8tes 

In one way or another most Americans, 
whether farmers or townspeople, owe 
money. The debt is likely to be on 
the ir land, or their houe, incurred to 
cover th e children's college education, 
or t o purchase goods and services on 
time. And certainly in the case of many 
farm managers, it has enabled them to 
buy a farm, livestock, machinery, or 
other items which they could not have 
otherwise purchased. 

Beca use he us es credit extensively, 
it becomes important that the farm 
manager knows what he is paying for the 
use of credit, and while this is not 
n ecessarily true of farmers, it is amaz­
ing how bad our arithmetic can be. A 
recent a rticle in a widely read magazine 

reported on a survey of 800 families 
who estimated their finance charges to be 
8.3 percent, whereas the average rate 
was actually 24 percent. When a manager 
of~ business is faced with a dizzy-
ing array of carrying charges and compound 
interest rates, it is an "easy-out" to 
merely judge whether the business can 
afford the monthly or quarterly or yearly 
payme nts. The often used example of the 
family who bought the television set on 
monthly payments of $17.50 per month is 
a classic. By the time they finished 
paying for it two years later, they had 
paid $420 for a $123 set. 

And so it is important for every farm 
manager to figur e the interes t rate that 
he is paying for the us e of cr ed it. 

To Figure Annual Int e r est Rate 
Use This Formula 

Rat e 

No t e : 

= Total Int e r es t Charge Number of Payments ______ l ______ _ 
~ of Original Loa n x Number of Years x Number of Payments+ 1 

Those who enr ol l ed in th e course should figure th e int e r es t rate, if 
$12,000 is b or rowed for 12 years with 12 equal a nnual payments of 
$1,720 each. 

Answer= 11.076 percent. 

o', Using th e method explained by George McCollum in his November 1966 newsletter. 
The method is explained on Page 20 of this lesson. 
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After e stablishing the interest 
rate, it's important to remember that 
this is only a part of the story. An 
exce llent source of credit at 7 percent 
interest may be too high for some invest­
ments, while a 15 percent rate may well 
be within the tolerable limits of anoth e r 
investment. The rate of interest that 
is reasonable may well be one that will 
allow the user of the borrowed funds to 
"make money." [ft goes without saying 
that this discussion is concerned only 
with the use of productive credit (used 
in production) and not consumptive 
credit (used in consumptionl7 

The farm manager who uses the farm 
financial tools that were disucssed in 
Lesson I (several will be disucssed in 
detail in Lessons III and IV) will be 
in a much better position to predict 
what his net worth and his equity position 
will be at some future date --- and how 
much he actually is paying for the use of 
credit --- and the degree of risk involved 
in the new investment. Thus, if he bases 
his credit needs on a combination of 
past performance And realistic forward 
planning, he can expect this to be a 
very valuable management tool. 

What Do Interest Costs Include? 

Generally speaking, interest 
charges include payments for three 
things. 

(1) Payment for the use of the money. 
This is referred to by some as 
pure interest, such as the rate 
paid on government bonds where 
there is a minimum of risk or 
other costs involved. 

(2) Risk of losing the money loaned. 
If the lender believes the risk 

to be high, for any of a variety 
of reasons, the interest rate will 
also be high. 

(3) Management and service costs in 
making and maintaining the loan. 
Oft e n the interest rates on small 
loans are high e r than on large r 
l oa ns. Th e main r eason is that the 
manageme nt and service costs can 
be as high on the small loan as on 
the large loan; and on a dollar­
loan ed -basis they run much higher 
on smaller loans. 

Risk-Bearing Ability 

Often the ab ility to b ea r risk 
becomes confused with reducing the risk· 
invo lved in borr owing money. But 
thes e are two entirely different things. 

Risk-bearing ability in this 
disucssion means the ability to with­
stand unexpect ed reverses --- lower 
yields, lower prices, higher costs, 
etc. --- and to be able to continue 
to farm when they do occur. 

Reducing risk means to plan and 
carry on a business conservatively, 
including borrowing habits. For exam­
ple, if the farm manager were primarily 

concerned with reducing the risks in-

volved in livestock production h e would 
t e nd to confine his production to those 
enterprises which have the smallest 
annual income variations. Thus, he might 
well lean to dairying, a laying flock, 
and a beef cow herd. But, if the manager 
has the ability and nerve to bear more 
risk he might well choose one of the 
riskier enterprises, such as cattle 
feeding. 

Table 6 shows the variation in 
stability of income from various enter­
prises. A low "coefficient of variation," 
such as the 12.17 for dairying, means the 
income from that enterprise is relatively 
stable. 
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TABLE 6 

INCOME VARIATIONS OF LIVESTOCK ENTERPRISES 

(year to year) 

Activity or Enterprise Coefficient of Variation 

Dairy 12.17 

Laying Hens 14.19 

Beef Cow Herd (sell feeder calves) 21.49 

Beef Cow Herd (fatten calves) 24.95 

Hogs 25.28 

Choice Calves 27.70 

Fed Yearling Steers 36.31 

Fed 2 Year Old Cattle 37.41 

Factors Affecting Risk-Bearing Ability 

(1) Owner Equity --- the amount of his 
own capital the operator has in his 
business --- is the backbone of 
risk-bearing ability. If the 
farm manager is able to withstand 
loss of income and keep operating, 
it's obvious that he is in a 
position to take some chances that 
are not possible for others. 

(2) Ability to borrow in good and bad 
times --- in some respects this 
factor is closely allied with #1 
above. But the difference may 
lie in the fact that he has a 
lender who will "stay with" him. 

(3) Stability and reliability of income 
---this factor was illustrated 
in the example of the amount of 
annual variation in income with 
the various livestock enterprises . 
Enterprises that are of a higher 
risk nature (cattle feeding, 
production of crops on land that 

is frequently flooded, etc.) 
cause income to fluctuate widely. 

(4) Ability to make and save money --­
To recover from an unexpected loss 
takes a man who can make money 
rather consistently. If, with 
average conditions, his income is 
at a level where he is able to 
save and reinvest part of his income 
in th e business, he will be able to 
withstand adversity without a serious 
threat to the busine ss. 

(5) Ability to reduc e operating costs 
and living expenses in low-income 
periods --- This is one of the most 
difficult factors to achieve. 
Re duction of business operating costs 
must be done with extreme caution. 
The farm manager must avoid "cost­
cutting" that is likely to reduce 
income or it will be self-defeating. 
Also, few young families can realis­
ticially for ego current consumption 



for growth in later years. But 
some possibilities do r emain with­
in or wi th individual families t o 
r educe costs. 

(6) Personal characteristics of the 
opera t or --- honesty, responsibil-
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ity, de pendability and int egrity 
are ingr ed i ents ;.1hich are imp or­
tant factors in risk-bearing. 
Creditors are likely t o go much 
further with th ose wh o demon­
strate th e ir wil l ingness t o 
" go the l ast mile." 

Long-T e rm Loan Payments 

The four plans (with var iati ons ) 
most commonly used in repaying long­
term loan s a r e : 

1. Str a ight- e nd payme nt plan 

2. Partial payment pla n 

3. Decreas ing amortization payment 
plan 

4. Eve n amortization payment plan 

Only a brie f word of explanation 
is needed for the first three plans. 
The fourth plan is us ed by most lenders 
in long-t e rm payment plans and will be 
discussed in more detail. 

(1) Straight-end paymeut: Sometimes 
referred to as the lump-sum plan 
beca use it calls for payment of 
the entire loan at the expiration 
of the term. Historically, the 
period was for five years, and the 
borrower paid the interest, and 
whatever principal he could, and 
then renewed or refinanced or 
paid off the remaining debt. 

(2) Partial payment plan: A loan 
featuring small fixed principal 
paymen t or installments during 
the period of the loan. At 
the end of the loan period, th e 
ba l ance is due, sometimes re­
ferr e d t o as a "balloon" payment. 

(3) Decreasing amortization payment 
plan: This plan pr ovid es for 

(4) 

fixed principal payments and 
declining int e r es t payments on 
th e outstanding balance. This 
plan has some appeal whe n the 
borrower is able to pay the higher 
initial installments and the 
lender has doubts about futur e 
income. But it is usually more 
difficult for the borrower to 
mee t the first several years 
payment than lat er payments. 

Even amortization payment plan: 
Perhaps this loan plan is th e most 
used of all plans when borrowing 
or lending money for long-t erm 
investments. Basically the plan 
calls for equal payme nts each 
year, with a larger proportion 
of each payment reducing the 
principal and a smaller pro­
portion being paid in interest. 

Table 7 shows an even-payment amor­
tization plan, with a $10,000 principal, 
interest rate of 7 perc ent, 20 yeaLs, 
and annual installments. (See Table 7) 

Table 8 shows how the total annual 
payments are calculated. For example, 
the $944 total annual payment in Table 
8 is found at the intersection of the 
20 year line and the 7% column. (See 
Table 8) 

It is quite obvious that with this 
even-payment amortization plan, the 
first several years payments go primarily 
toward paying the interes t. The intere st 
charges in our exampl e were higher than 
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TABLE 7 

AMORTIZATION PIAN FOR A $10,000 PRINCIPAL 

Total Annual Principal Unpaid 
Years Payment Payment Interest Balance 

$10,000 

1 $944 $244 $700 9,756 

2 944 261 683 9,495 

3 944 279 665 9,216 

4 944 299 645 8,917 

5 944 320 624 8,597 

8 944 392 552 7,497 

10 944 449 495 6,629 

15 944 630 314 3,867 

19 944 825 119 878 

20 939 878 61 0 
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TABLE 8 

ANNUAL PRINCIPAL AND INTEREST PAYMENT PER $1.00 BORROWED 

NUMBER ANNUAL INTEREST RATE 

OF 

YEARS 
5.0 6.0 7.0 8.0 

1 1.0500 1.0600 1.0700 1.0800 

2 .5378 .5454 .5531 .5608 

3 .3672 .3741 .3811 .3880 

4 .2820 .2886 .2952 .3019 

5 . 2310 • 2374 .2439 .2505 

6 .1970 .2034 .2098 .2163 

7 .1728 .1791 .1856 .1921 

8 .1547 .1610 .1675 .1740 

9 .1407 .1470 .1535 .1601 

10 .1295 .1359 .1424 .1490 

15 .0963 .1030 .1098 .1168 

20 .0802 .0872 .0944 .1019 

25 .0710 .0782 .0858 .0937 

30 .0651 .0726 .0806 .0888 

35 .0611 .0690 . 0772 .0858 

40 .0583 .0665 .0750 .0839 



the principal payments the first half 
of the life of the loan. The entire 
interest charge on this 20-year, $10,000 
loan (rounding the figures throughout 
to the nearest dollar) was $8,875. 
Us ing the same even payment amortization 
plan, but for a 10-year repayment plan, 
the interest charges on a $10,000 loan 
would be $4,257. 

Thus there are problems associated 
with the use of credit. And several 
illustrations in Lesson III will point 
out some of these problems more vividly. 
In s ummation, the disadvantages of using 
large amounts of credit ar e : 

(1) Fear of debt --- For generations 
many farme rs f e lt that debt was 
s omething to b e avoided at all 
cos ts. Some still hold to 
this convicti on, pr e v e nting them 
fr om using cr e dit as an important 
management tool. Th e ir fear of 
th e us e o f credit, in this c ont ext, 
was mostly a f ear o f ha v in g 
ne ighb ors and fri e nds pin a 
"failur e -labe l" on the m. 

(2) Ri s k of l os s --- The risks involve d 
in "going-br oke " as a r e sult of, 
or in s pite o f th e us e of cr e dit 
ar e of prime c onc e rn to ma ny 
farmers. Be caus e many factors 
aff e ctin g th e farm busin e ss ar e 
d e ci s ions that ar e mad e be yond 
th e b oundary of th e farm or the 
c ounty, or the s tat e , a nd b e cause 
condition s s uc h as weathe r and 
pric es ar e b e y ond the man a ge rs' 
contr o l, many farm mana gers hav e 
bee n h e sitant to go v e ry far 
out on the c red it limb. 

(3) Trying t o d e cide th e d egr ee of 
ri s k, or t e s ti n g f or a cc uracy o f 
bud ge ting --- As we ha v e s ee n, 
borr ow in g lar ge a mount s o f mon ey 
inv o l ves r e paying n o t only th e 
principal, o ut lar ge a mounts of 
i nt e r es t. Un l ess ne t inc ome is 
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increased at least enough to 
cover the interest, the money must 
be raised from other sources. 
Because of this degree of risk it 
becomes extremely important that 
the lender be fully informed, that 
budgets and projections be as 
accurate as possible, and that cash 
flows be estimated just as accurately. 

It was mentioned earlier that the 
farm manager who secured a 20-ye ar even­
payment loan at 8 perc e nt inter e st could 
afford to pay $527 per acre for th e land 
if r e turns to lab or and manage me nt we r e 
$53.74 per acr e per year. Th e st e p 
by st e p procedure for figuring th e 
answer as developed by George McCollum 
is as follows: 

St e p I: 

St e p II: 

The amount tha t c an b e us e d 
f or int e r e st a nd principal 
payme nts is $53.74. 

Le ngth of l oan is 20 y e ar s and 
int e r e st rat e is 8 pe rc e nt. 

St e p III: The appropriat e figur e t o 
us e from the amortizati on 
table is .1019, f ound at th e 
int e rs e ction of th e 20-year 
lin e and the 8 p e rc e nt co lumn. 

St e p IV: Div id e the pe r a c r e r e turn s t o 
lab or a nd mana ge me nt ($5 3 .74) 
b y .1019 and th e an swe r i s $527 

Fr om Le ss on I, it i s obvi ou s tha t c r op 
yi e lds vary from y e ar t o year and that 
payme nt s f or thi s land mu s t b e a c quir e d 
fr om o th e r e nt e rpri ses if a r e d uc ti on in 
yi e lds or pric es , or an incr e a se in c os ts 
occurs. T oo, it is extr eme ly imp ortant 
to r e call, that in the e xampl e , a ll 
profit s for the fir s t 20-y ear s will be 
u se d f or makin g pa yme nt s a nd will c on­
tribut e n o thin g t owa rd poss ibl e incr e a se d 
f a mily liv in g cos t s , payin g o th e r d e bt s , 
or f or firm ex pan s i on. 
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SUMMARY 

(1) Know what you want to do and where you want to go financially. (A 
proj e ct e d flow of anticipated funds will assist.) 

(2) Be r ealistic in making planning estimates. 

(3) Kr; OW yourself --- your capabilities. 

(4) Understand about risk and risk-bearing ability. 

(5) Fit the typ e of loan to the purpose for which it is used. It is 
foolish to try to meet an unr e asonable repayment sche dule which makes 
"life not worth living." 

(6) Be sur e to und e rstand the terms of the loan contract and what your 
cr edit actually cost s regardl e ss of what the cost is. 

(7) Establish a clear pictur e of what cr edit can and cannot do --- that 
it can b e a us e ful manageme nt tool, much like machinery or f e rtilize r 
or a new f ee d a dditive --- that it can contribut e to gr eat e r s e curity 
and ass ist in the attainme nt of family goals. But if improp e rly or 
unwis e ly u se d it c a n be a thr eat to the financial future of the us e r. 
How Cr edit Is Us e d I s Mor e Important Than Whe the r It Should Be Used. 
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LESSON III 

REPAYMENT CAPACITY 

Objectives 

(1) To study several alternative plans 
for a farm involving the borrowing 
of $15,000. Varying crop yields 
will be used. A cash-flow analysis 
is budgeted or programmed for each 
system that shows: 

(a) Annual principal payments. 

(b) Annual interest payments. 

(c) Annual net worth. 

(d) Cash remaining at end of each 
year. 

(e) Annual depreciation charges. 

(f) Total capital invested. 

(g) Annual fixed cash costs. 

(h) Cash income over variable 
costs. 

(i) Debt remaining by years. 

(2) To increase the ability to 
make sound investment decisions 
based on the above information. 

Proposed Audience 

Same as for Lesson II. 

Teaching Aids 

Same as for Lesson II. 
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LESSOIJ III 

REPAYMENT CAPACITY 

''We should be concerned with the future because we 
will have to spend the rest of our lives there." 

Farm managers who are making deci­
sions regarding the use of credit must 
expect to present to the potential 
lender a plan which includes the "ability 
to repay." There are few reasons to 
believe that the loan will be made un­
less the plan appears to the lender to 
be a sound one. 

In discussions with the lender the 
farm manager must communicate to him: 

(1) The nature of the investment under 
consideration. 

(2) The total capital requirements. 

(3) The effects the investment will 
have on earnings: 

(a) with yield variations. 

(b) with price variations. 

(4) The repayment schedule, etc. 

The lender must decide whether the 
loan should be made. In this lesson a 
farm situation is assumed to be as 
follows. 

The farm consists of 500 acres, 350 
of which are now and can continue to be 
planted in continuous corn. The remain­
ing 150 acres is pasture land which is 
supporting 50 beef cows. The value of 
the land on today's market is $160,000. 
Buildings and other improvements are 
valued at $20,000. Machinery and other 
equipment is also carried on the books 
at a $20,000 value. Livestock inventory 
shows a $10,000 value on the 50 cows. 

Corn yields average 80 bushels per 

Charles F. Kettering 

acre and the income over variable costs 
is $61.00 per acre. The farm manager 
averages a 90 percent calf crop, sells 
the calves as fall feeders at a 450 
pound average, and realizes a return over 
variable costs of $28 per cow. · 

The farm has a real estate mortgage 
of $60,000 which was refinanced this year 
for 20 years at 6 percent interest. Ex­
cept for a few small charges, this is the 
only debt. 

As stated in Lesson I, the material 
in these lesson plans does not include 
the typical farm planning of developing 
budgets. But it is assumed that the 
manager has considered the alternatives 
and has made the decision that one of the 
most attractive alternatives to him is to 
go to narrow row corn planting (from 38" 
to 20") and to purchase 12 additional 
beef cows. The increased forage needs 
of these added cows will come from a 
pasture fertilization program which can 
be financed from current funds. Also, 
he anticipates that spring and summer 
product sales of corn now on hand will 
purchase and pay for operating costs, 
family living, etc. until fall. 

He will need to borrow $3,000 for 
the 12 beef cows and the machinery dealer 
has offered to trade him the necessary 
planting, cultivating, spraying and 
harvesting machinery for narrow row 
equipment for $12,000 boot. The manager 
asks that the livestock and machinery 
loan be for a four-year period. The 
lender informs him that the loan will 
have to be an eight percent amortized 
loan if it is made. His present planter, 
picker head, etc. are about four years 
old. If the loan is not made, the 
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manager believes the present plantin~ 

and harvesting machinery will last 

another four years. 

He believes that his corn yields 

will average 90 bushels per acre with 

narrow row planting. 

It is anticipated that land values 

will increase by $5,000 two years from 

now and another $5,000 four years from 

now. Hired labor costs will rise from 

$5,000 in the current year to $5,200 in 

two years and $200 each year thereafter. 

Family living expenses are anticipated 

to be $5,000 this year, $5,200 the next 

two years, $5,400 the fourth year and 

$5,600 the fifth year. Non-farm income 

of $2,000 annually is expected to con­

tinue. 

Incomplete records for the past 

five years indicate the business has 

been only fairly successful. Costs 

seem to be in line with production. But 

there seems to have been little progress. 

Do you think the lender should make 

the loan? (Insofar as possible, eliminatE 

your own biases.) Do you believe the loan 

will be helpful to the farm manager, even 

though it may seem to be a good and sa f e 
loan for the lender? 

Work Session 

Tables 9 and 10 give a rough idea of 

the flow of funds of the business at the 

end of each of four years if the organi­

zation is not changed and the present 80 

bushel of corn per acre can be maintained. 

Blank forms are available for analyzing 

the cash flow of any projected changes. 

Tables 11 and 12 show the cash flow 

of the business when the proposed changes 

are made and the changes result in a con­

stant 90 bushel per acre annual yield. 

Tables 13 and 14 show the same cash 

flow but with varying annual corn yields. 



TABLE 9 - SHOWING CAPITAL INVESTED, CASH INCOME OVER VARIABLE COSTS, FIXED CASH COSTS, NET CASH FARM INCOME 
ABOVE CASH EXPENSE, AND TOTAL ANNUAL DEPRECIATION. (With no changes in [arm organization, and 
constant corn yields of 80 bushels per acre.) 

First Year Second Year Third Year Fourth Year 
Item Current With No With No With No With No 

Year Chan~es Changes Changes Changes 
- ·· 

CAPITAL INVESTMENTS>', 

1. Land $160,000 ;,160,000 $165,000 $165,000 $170,000 

2. Buildings & other improvement 20,000 19,000 18,050 17,150 16,290 

3. Machinery & equipment 20,000 17,000 14,450 12,280 10,438 

4. Livestock 10,000 10,000 10,000 10 000 10,000 

5. Total capita 1 invested 210,000 206,000 207,500 204,430 206,728 

CASH INCOME OVER VARIABLE COSTS>'<'>', 

6. Crop 21,350 21,350 21,350 21,350 21,350 

7. Livestock 1,400 1,400 1,400 1 400 1,400 

8. Total Cash Income Over 
Variable Costs 22,750 22 750 22,750 22 7 50 22.750 

FIXED CASH COSTS 

9. Taxes, insurance, and building 
repair (line 5 X 1. 5%) 3,150 3,090 3,112 3,066 3,100 

10. Hired labor 5,000 5 000 5,200 5 400 5.600 

11. Total f ixed cash costs 8,150 8,090 8,312 8,466 8,700 

12. Net cash farm income above cash 
expense (line 8 - line 11) 14,600 14,660 14,438 14,284 14,050 

DEPRECIATION 

13. On buildings (5% of line 2) 1,000 950 900 858 815 

14. On machinery (15% of line 3) 3,000 2 550 2,168 1 842 1.566 

15. Total Annual Depreciation 4,000 3,500 3,071 2,700 2,381 

* From f arm records 
** From Farm Business Planning Guide 

N 
u, 



TABLE 10 - SHOWING TOTAL CASH INCOME, FAMILY LIVING EXPENSES, NET CASH AVAILABLE, PRINCIPAL AND INTEREST 
PAYMENTS AND CASH REMAINING. (With no changes in farm organization and constant corn yields 
of 80 bushels per acre.) 

First Year Second Year Third Year Fourth Year 
Item Current With No With No With No With No 

Year Changes Changes Changes Changes 

NET CASH AVAILABLE 

1. Net cash income above cash 
expenses (line 12, table 1) $14,600 $14,660 $14,438 $14,284 $14,050 

2. Other farm cash income ---- ---- ---- ---- ----
3. Non-farm cash income 2,000 2,000 2,000 2,000 2,000 

4. Total cash income 16,600 16,660 16,438 16,284 16,050 

5. Family living expense 5,000 5,200 5,200 5,400 5,600 

6. Net cash available (line 4 -
line 5) 11,600 11,460 11,238 10,884 10,450 

DEBT OBLIGATIONS 

7. Pr inc ipa 1 & interest on Real 
Estate 5,232 5,232 5,232 5,232 5,232 

8. Principa 1 & interest on live-
stock - --- - ----- ----- ----- ---- -

9. Principal & interest on 
machinery --- -- ----- ----- ----- ---- -

10. Total principal and interest 
payments 5,232 5,232 5,232 5,232 5,232 

11. Cash remaining (line 6 -
line 10) 6,368 6,228 6,006 5,652 5,218 

N 
er-



TABLE 11 - SHOWING CAPITAL INVESTED, CASH INCOME OVER VARIABLE COSTS, FIXED CASH COSTS, NET CASH FARM 
I NCOME ABOVE CASH EXPENSE, AND TOTAL ANNUAL DEPRECIATION. (With proposed changes in farm 
organi zation, and constant corn yields of 90 bushels per acre) 

First Year Second Year Third Year Fourth Year 
Current After After After After 

It em Year Changes Changes Changes Changes 

CAPITAL I NVES TMENT,', 

1. Land $160,000 $160,000 $165,000 $165,000 $170,000 

2. Buildings & other improvements 20,000 19,000 18,050 17,150 16,290 

3. Machinery and livestock 20,000 29,000 24,650 20,955 17,810 

4. Lives tock 10.000 13.000 13 000 13,000 13,000 

5. Total capital invested 210,000 221,000 220,700 216,105 217,100 

CASH INCOME OVER VARIABLE COSTS,'d, 

6. Crop 21,350 23,800 23,800 23,800 23,800 

7. Livestock 1,400 1,736 1,736 1 736 1. 736 

8. Total cash income over variable cost 22,750 25,536 25,536 25,536 25,536 

FIXED CASH COSTS 

9 . Taxes, in s uranc e , and building 
repair (line 5 X 1. 5%) 3,150 3,315 3,310 3,242 3,256 

10. Hired labor 5.000 5 000 5.200 5,400 5,600 

11. Total Fixed Cash Costs 8,150 8,315 8,510 8,642 8,856 

12. Net cash farm income above cash 
expe ns e (line 8 - line 11) 14.600 17 221 17 026 16.894 16,680 

DEPRECIATION 

13. On Buildings (5% of line 2) 1,000 950 900 860 815 

14. On machinery (15 % of line 3) 3.000 4.350 3.697 3,143 2 671 

15 . Total annual depreciation 4,000 5,300 4,597 4,003 3,486 

* From farm records 
** From Farm Business Planning Guide 

N 
--..J 



TABLE 12 - SHOWING TOTAL CASH INCOME, FAMILY LIVING EXPENSES, NET CASH AVAILABLE, PRINCIPAL AND INTEREST 
PAYMENTS, AND CASH REMAINING. (With proposed changes in farm organization and constant corn 
yields of 90 bushels per acre.) 

First Year Second Year Third Year Fourth Year 
Current After After After After 

Item Year Changes Changes Changes Changes 

NET CASH AVAILABLE 

1. Net cash income ab0ve cash 
expenses (line 12, table 1) $14,600 $17,221 $17,026 $16,894 $16,680 

2. Other farm cash income ---- ---- ---- ---- ----
3. Non-farm cash income 2,000 2,000 2,000 2,000 2,000 

4. Total cash income 16,600 19,221 19,026 18,894 18,680 

5. Family living expense 5,000 5,200 5,200 5,400 5,600 

6. Net cash available (line 4 - line 5) 11,600 14,021 13,826 13,494 13,080 

DEBT OBLIGATIONS 

7. Principal & interest on real estate 5,232 5,232 5,232 5,232 5,232 

8. Principal & interest on livestock ---- 906 906 906 906 

9. Principal & interest on machinery ---- 3,623 3,623 3,623 3,623 

10. Total principal & interest payments 5,232 9,761 9,761 9,761 9,761 

11. Cash remaining (line 6 - line 10) 6,368 4,260 4,065 3,733 3,319 

N 
00 



TABLE 13 - SHOWING CAPITAL INVESTED, CASH INCOME OVER VARIABLE COSTS, FIXED CASH COSTS, NET CASH FARM 
INCOME ABOVE CASH EXPENSES AND TOTAL ANNUAL DEPRECIATION. (With proposed changes in farm 
organization, and varying corn yields of 100 bushels per acre the first year, 60 bushels per 
acre the second year, 110 bushels per acre the third year and 80 bushels per acre the fourth 
year.) 

First Year Second Year Third Year Fourth Year 
Current After After After After 

I tan Year Changes Changes Changes Changes 
CAPITAL INVESTMENT~', 

1. Land $160,000 $160,000 $165,000 $165,000 $170,000 

2. Buildings & other improvements 20,000 19,000 18,050 17,150 16,290 

3. Machinery and equipment 20,000 29,000 24,650 20,955 17,810 

4. Livestock 10,000 13,000 13 1 000 13,000 13 1 000 

5. Total capital invested 210,000 221,000 220,700 216,105 217,100 

tASH INCOME OVER VARIABLE COSTs~•,~•, 

6. Crop 21,350 25,900 16,100 28,000 21,350 

7. Livestock 1 400 1. 736 1. 736 1. 736 1,736 

8. Total cash income over variable costs 22,750 27,636 17,836 29,736 23,086 

H'IXED CASH COSTS 

9. Taxes, insurance, & building repair 
(line 5 X 1. 5%) 3,150 3,315 3,310 3,242 3,256 

10. Hired labor 5 000 5 000 5,200 5,400 5 600 

11. Total fixed cash costs 8,150 8,315 8,510 8,642 8,856 

12. Net cash farm income above cash 
expense (line 8 - line 11) 14,600 19,321 9,326 21,094 14,230 

DEPRECIATION 

13. On buildings (5% of line 2) 1,000 950 900 860 815 

14. On machinery (15% of line 3) 3,000 4,350 3,697 3 143 2 671 

15. Total annual depreciation 4,000 5,300 4,597 4,003 3,486 

* From farm records 
** From Farm Business Planning Guide--used $80 per acre income over variable costs on 110 Bu. corn yield. 

N 
\./) 



TABLE 14 - SHOWING TOTAL CASH INCOME, FAMILY LIVING EXPENSES, NET CASH AVAILABLE, PRINCIPAL AND INTEREST 
PAYMENTS, AND CASH REMAININGo (With proposed changes in farm organization and varying corn 
y i e lds )'c 

First Year Second Year Third Year Fourth Year 
Current After After After After 

It em Year Changes Changes Changes Changes 

NET CASH AVAILABLE 

1. Net cash income above cash 
expenses (line 12, tabl e 1) $14,600 $19,321 $ 9,326 $21,094 $14,230 

2. Other far m cash income ---- ---- ---- ---- ----
3. Non- far m cash inc ome 2,000 2,000 2,000 2,000 2,000 

4. Total cash inc ome 16,600 21,321 11,326 23,094 16,230 

5. Family living expens e 5,000 5,200 5,200 5 ,400 5,600 

6. Net cash ava ilabl e (line 4 - line 5) 11,600 16,121 6,126 17,694 10,630 

DEBT OBLIGATIONS 

7. Pr inc ipa 1 & interest on real estat e 5,232 5,232 5,232 5,232 5,232 

8 . Pr inc ipa 1 & int erest on livestock ---- 906 906 906 906 

9. Principal & interest on machinery ---- 3,623 3,623 3,623 3,623 

10. Total principal & interes t payments 5,232 9,761 9,761 9,761 9,761 

11. Cash remaining (line 6 - line 10) 6,368 6,360 (3,635) 7,933 869 

* Corn yields were 100 bushel per acre for the f irst year after changes were mad e, 60 bushels per acre the 
second year, 110 bushels per acre the third year and 80 bushels per acre the fo urth year. 

l,..) 

0 
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TABLE 15 - SHOWING THE CUMULATIVE "CASH-REMAINING" AND THE CUMULATIVE "MACHINERY 
AND BUILDING DEPRECIATION" AT THE END OF EACH YEAR; AND THE CASH RE­
MAINING OVER THE DEPRECIATION AT THE END OF THE FIVE YEAR PERIOD. 

With Changes--------- With Changes------
No Changes 90 Bushels Corn Yield Varving Corn Yield 

Cumu- Cumulative 
lative Machinery Cumulative 
Cash & Bldg.De- Cash 

Year Remaining preciation Remaining 

Current $ 6,368 $ 4,000 $ 6,368 

Year 1 12, 596 7,500 10,628 

Year 2 18,602 10,571 14,693 

Year 3 24,254 13,271 18,426 

Year 4 29,482 15,652 21,745 

Cash re-
maining $13,830 $ 359 
over de-
preciation 

Since social security payments, 
income taxes and some miscellaneous 
expenses have not been considered, it 
is obvious that the farm manager could 
not have replaced the building and 

Cumulative Cumulative 
Machinery Cumulative Machinery 
& Bld g .De- Cash & Building 
preciation Remaining \Depreciation 

$ 4,000 $ 6,368 $ 4,000 

9,300 12,728 9,300 

13,897 9,093 13,897 

17,900 17,026 17,900 

21,386 17,895 21,386 

($3,491) 

machinery depreciation as it occurred 
if the change to narrow row equipment 
had taken place. However, as Cdn be 
seen by the next table, his net worth 
increased. 
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TABLE 16 - SHOWING THE FARM MANAGERS PROJECTED NET WORTH AT END OF THE CURRENT YEAR 
AND AT THE END OF EACH OF THE NEXT FOUR YEARS, STARTING WITH YEAR 1. 
(Net worth determined by total capital invested, minus liabilities, p]us 
or minus cash remaining.) 

With No 

Change to Narrow Row 
Equipment With Con­
sistent Yields of 90 
Bushels Corn 

Change to Narrow Row Equip­
ment with Varying Yields--100 
Bu. 1st Yr., 60 Bu. 2nd yr., 
110 Bu. 3rd Yr. and 80 Bu. 
4th Year. Chan es 

End Current Year 

End of :First Year 

End Second Year 

End Third Year 

End Fourth Year 

$158,000 

155,630 

158,702 

157,222 

161,146 

$158,000 

156,951 

161,885 

162,785 

169,619 

$158,000 

159,051 

154,185 

166,985 

167,169 

While it's obvious that the business 
must survive in the short run, the ulti­
mate test of the value of an investment 
with borrowed funds over time, is how it 
affects the net worth o f the business 
during the length of the planning 
horizon (four years in this example). 
It is well to keep in mind that while 
the "cash remaining" to take care of any 
unforeseen and unpredictable expenses 
declined when the changes in the farm 
organization were initiated, the net 

worth of the business increased sub­
stantially. Saying it another way, 
profits are not necessarily the same 
as cash in the bank. 

The net worth of the farm mana­
ger increased by $8,473 or $2,118 
per year by borrowing the money to 
add the extra cows and the narrow 
row machinery when yields of corn 
were increased by 10 bushels per 
acre. 



TABLE 17 - SHOWING ANNUAL PRINCIPAL PAYMENTS AND INTEREST PAYMENTS, AND DEBT REMAINING AT THE END OF EACH 

YEAR UNDER VARIOUS TYPES OF FARM ORGANIZATION AND VARIOUS CORN YIELDS. 

With no changes in farm or- Change to narrow row corn Change to narrow row corn 
ganization and with con- planting, cultivating and planting, cultivating and 
sistent corn yields>'< harvesting equipment with harvesting equipment with 

consistent corn yields>'<>°( variable corn yields*** 
Principal Interest Debt Pr inc ipa 1 Interest Debt Principal Interest Debt 

Year Payment Payment Remaining Payment Payment Remaining Payment Payment Remaining 

Current $1,632 $3,600 $58,368 $1,632 $3,600 $58,368 $1,632 $3,600 $58,368 

Year 1 1,730 3,502 56,638 5,059 4,702 68,309 5,059 4,702 68,309 

Year 2 1,834 3,398 54,804 5,429 4,332 62,880 5,429 4,332 62,880 

Year 3 1,944 3,288 52,860 5,827 3,934 57,053 5,827 3,934 57,053 

Year 4 2,060 3,172 50,800 6,254 3,507 50,800 6,254 3,507 50,800 

'i" Corn yields - 80 bushels per acre 

"i'ck Corn yields 80 bushels per acre current year--90 bushels per acre thereafter 

*** Corn yields - 80 bushels per acre current year--100 bushels per acre in year 1, 60 bushels per 
acre in year 2--110 bushels per acre in year 3--and 80 bushels per acre in year 4. 

As a result of the shift to narrow row machinery and equipment (with borrowed funds) the 
annual principal and interest payments increased from $5,232 to $9,761. And when the yield 
of corn dropped to 60 bushels per acre the second year after the change was made, the cash 
available was not sufficient to meet principal and interest payments. 

This example of forward budgeting or cash flow programming demonstrates again, that in 
the short run, an investment of this type can severely limit the amount of cash available for 
any unforseen emergencies. So while this would have been a profitable 4-year investment, 
there could be some lean periods during the intervening years when the much higher interest 
and principal payments must be met. 

w 
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LESSON IV 

LENDER-BORROO"ER COMMUNICATION 

Objectives 

To increase the understanding and 
the ability to cormnunicate between 
borrower and lender, by the use of: 

(a) Budgeting as demonstrated 

in Lesson III. 

(b) Records and record analysis. 

(c) Open and frank discussions. 

Proposed Audience 

Same as Lesson II. 

Teaching Aids 

Same as Lesson II. 
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LESSON IV 

LENDER-BORRCWER COMMUNICATION 

In his will, a businessman who had on several 
occasions gone bankrupt wrote, "I hereby name 
the following six bankers to be my pallbearers. 
Since they carried me for so long during my 
lifetime, they might as we 11 finish the job now." 

Unknown 

Would you make the loan? 

Perhaps most of us would have a 
difficult decision to make if we were 
asked to make the loan requested in 
Lesson III. Would you, as a lender, 
have made it? If not, why not? 

Before you gave an answer you 
probably would want much more infor­
mation about the borrower. It was 
mentioned earlier that his past business 
records were not adequate for judging 
his past performance. Has the manager 

much expectation of receiving the loan 
without this information? Suppose 
he had asked for a $30,000 or $40,000 
or $50,000 loan. Certainly at some 
point the lender would ask for an 
accounting of what has happened in the 
past. Since it is the borrower's 
responsibility to c onvince the lender 
that he has the necessary managerial 
requirements (skill, knowledge, ability, 
interest) to make the business a success­
ful one, he must be able to communicate 
what has happened and why it happened. 

Managerial Requirements and the Use of Records 

Lesson III demonstrated how the use 
of one financial tool, forward budget­
ing, can be used to project how a 
change in the organization of the 
business (an investment) will affect 
the cash flow of that business. But 
the lender is equally interested in the 
manager's past performance. In this 
section the use of farm records and 
analysis as another financial tool will 
be discussed. 

To help assess the growth and 
progress (or why it did not occur) 
of a business, the lender must have 
meaningful records to examine. In an 
era when most farm businesses are valued 
at $100,000 up, it is not realistic to 
expect the lender to make a large 
l0an because the borrower says the 

weather was "not right." He will want 
to look at the business records over a 
period of several years in an attempt 
to evaluate longer time trends. 

Specifically, what will the records 
reveal to the lender which will help 
the "communication problem" and make 
for a mutually profitable loan? (Remember 
the lender has a limited amount of money 
to lend and he cannot be criticized 
for seeking the best loan.) 

A complete business analysis will 
allow him to know much about the business. 
He wants to know the size of the business 
(from the standpoint of the total capital 
managed), the percent return on capital, 
the return to management, the operator's 
net worth and equity, and in general, 



the kind and size and returns of the 
different enterprises. The three-year 
record of a Missouri farm business on 
page 37 would be an excellent farm 
financial management tool for the 
borrower to use to convince the lender 
that the loan could be mutually profit­
able. This is an actual three-year 
record from a Mail-In Record cooperator 
who is 55 years old. You will notice 
that 1965 was an excellent year, 1966 
was a poor year (due, primarily, to 
greatly reduced crop yields), and 1967 
was a horrible year (due, mostly, to 
crop yields being extremely low). The 
low crop yields in 1966 and 1967 were 
due to almost impossible weather 
conditions. 

This kind of a three-year record 
should provide the potential borrower 
a basis for an excellent discussion with 
a lender. (Incidentally, this manager 
would like to build a $10,000 to 
$12,000 swine finishing building this 
year with borrowed capital. This 
implies that he will expand the hog 
business. Also, he may well be asking 
for $10,000 or $15,000 operating loan.) 
Would you, as a lender be willing to 
lend to this farm manager, based on 
his past performance, $20,000 or $25,000 
now, for an operating and building loan? 
Actually, a more appropriate question 
for discussion will probably be "how 
much would you, as a lender, lend to 
this manager?" 

Particularly helpful is the three­
year continuous record. It needs to 
be pointed out that the record for 
1965 will help him trc~emdously when 
applying for a loan. It shows his 
land capability and his ability to 
make the crop enterprise a profitable 
one in a favorable year. And a good 
record program (whatever the name of 
the system) can provide this kind of 
information. 

This particular analysis or history 
of the manager's past performance and 
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his net worth statement show a very 
solid business, with a net worth of about 
$71,000 and a 67 percent equity in the 
business. And the ability to "communicate" 
to the lender why the manager's net 
worth decreased the past year by $5,000, 
should not be difficult with these records. 

A study of another three-year record 
on page 38 of a farm business enrolled in 
the Mail-In Record Program makes an 
extremely interesting and perhaps con­
trasting story for the acquisition of 
investment and operating credit. In 
terms of size of business it is almost 
identical to the farm business just 
reviewed, but almost twice as large in 
number of crop and open pasture acres. 
The manager has been using increasing 
amounts of borrowed capital, but his 
percent equity has remained rather con­
stant due to the increasing size of the 
business. His returns to labor and 
management have improved each year. And 
one of the reasons for his relatively 
low net worth in the business might well 
be because he has had fewer years to 
build up a larger equity. 

A considerable part of the large 
increase in value of livestock production 
which occurred in 1967 was due to three 
reasons. First, about 20 purchased 
springer heifers were valued at a con­
siderably higher figure at the end of 
the year than the purchase cost. Secondly, 
replacement heifers from his own herd 
were valued much higher in the ending 
inventory. And thirdly, there appeared 
to be a substantial increase in the price 
received per pound of milk sold. 

It should be noted that the value of 
production per man was satisfactory only 
in 1967 (due to the cattle transactions 
and the decline in man years of labor 
used of over 40 percent). The yields of 
corn were much higher in 1967 over 1966 
(still too low to pay the bills) and 
the acreage was reduced by about 60 per­
cent. Too, fertilizer costs per crop 
acre almost tripled in 1967 over 1966 and 
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Total Capital Management 

Land & Improvements 

Lives tock 

Machinery 

Seed , Feed , etc. 

Total Land 

Crop & Open Pasture 

Cropland 

Acres & Yield (c orn) 

Acres & Yield ( soybeans 

Total Value Lives t ock Producti on 

Feed Fed to Livestock 

Lives tock r e turn after Feed 

Livestock r e turn per $100 Feed Fed 

Number of Beef Cows 

Number of Litt ers of Pigs 

Pigs per Litt er 

Total Value Harvest ed Cr ops 

Cr op r e turn to Land & Lab or 

Lab or Cos ts per $100 Production 

Va lue of Pr od ucti on per Man 

Machine Cos ts per $100 Pr oduction 

Return t o Labor & Management 

Return to Management 

Perc ent Return 

Interest Allowed on Capital 

Interest Paid 

Total Capital Borr owed at 5% 

Net Worth ~•, 

Percent Equity 

Man Years of Labor Used 

1965 

$86,168 

$54,600 

~19,665 

$ 3,985 

$ 7,917 

364 

244 

190 

68-88 

35-20 

$22,864 

$13,761 

$ 9, 103 

$ 166 

40 

56 

9.80 

$11,400 

$ 8,419 

$ 13 

$17,525 

$ 12 

$ 9,404 

$ 7,004 

13. 13 

$ 4,308 

$ 1,189 

$23,780 

$62,388 

72 

1. 31 

1966 

$98,741 

$62,000 

$20,180 

$ 5,965 

$10,595 

364 

267 

212 

96-52 

22-18 

$24,146 

$17,368 

$ 6,778 

$ 139 

46 

63 

9.48 

$ 9,876 

$ 4,249 

$ 27 

$12,220 

$ 20 

$ 1,626 

$(1,974) 

3.0 

$ 4,937 

$ 1,147 

$22,940 

$75,801 

77 

1.45 

1967 

$106,003 

$ 70,000 

$ 18,184 

$ 7,762 

$ 10,058 

404 

286 

231 

77-36 

52-6 

$ 21,034 

$ 14,474 

$ 6,560 

$ 145 

48 

34 

9.79 

$ 5,312 

$ (1,295) 

$ 38 

$ 10,745 

$ 28 

$ (2,667) 

$ (6,267) 

(. 91) 

$ 5,300 

$ 1,751 

$ 35,020 

$ 70,983 

67 

1. 32 

* Have the class ass ess the possibilities of thi s proposed buildin g and operating 
loan if the man ager ha d a net wor th of $40,000 t o $50,000. And does it appear 
that th e swine en t erpri se i s th e best en t erpris e for thi s manage r t o expand? 



Total Capital Management 

Land & Improvements 

Livestock 

Seed, feed, etc. 

Machinery 

Total Land 

Crop & Open Pasture 

Cropland 

Acres & Yield (corn) 

Acres & Yield (soybeans) 

Total Value Livestock Production 

Feed Fed to Livestock 

Livestock Return after Feed 

Livestock Return per $100 Feed Fed 

Number of Dairy Cows 

Pounds of Milk per Cow 

Number of Litters of Pigs 

Pigs Per Litter 

Total Value Harvested Crops 

Crop Costs Per Cropland Acre 

Cr op return to Land & Labor 

Labor costs per $100 Production 

Value of Production per Man 

Machine Costs per $100 Produced 

Return to Labor and Management 

Return to Management 

Percent Return 

Interest Allowed on Capital 

Interest Paid 

Total Capital Borrowed 

Net Worth 

Percent Equity 

Man Years of Labor Used 
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1965 

79,266 

53,000 

14,006 

3,354 

8,906 

760 

434 

254 

114-55 

0 

12,220 

8,645 

3,575 

141 

38 

8,690 

0 

0 

11,418 

46 

(335) 

31 

7,165 

46 

(3,991) 

(6,991) 

(3.82) 

3,963 

2,593 

51,860 

27,400 

35 

2.34 

1966 

98,654 

70,000 

15,650 

4,090 

8,911 

795 

461 

234 

84-13 

0 

18,559 

9,532 

9,028 

195 

52 

5,342 

0 

0 

7,374 

34 

(622) 

30 

9,032 

36 

4,499 

1,499 

6.79 

4,183 

2,941 

59,820 

23,840 

30 

2.19 

1967 

109,057 

70,000 

24,283 

4,398 

10,375 

795 

554 

237 

32-41 

0 

31,478 

15,116 

16,362 

208 

50 

7,822 

0 

0 

7,373 

42 

(1,809) 

19 

20, 721 

30 

5,415 

1,815 

6.93 

4,695 

3,157 

63,140 

30,760 

33 

1. 28 
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these costs are reflected in the greatly 

increased crop costs per cropland acre. 

As a result, crop returns to land 

and labor have shown an increasingly 

larger negative return the past three 

years. What are some additional weak 

and strong points of this business? 

What changes will be needed to make 

this a sounder business? How much 

would a lender be willing to lend 

this business today: 

(1) To expand the size of the dairy 

herd? 

(2) To bring about an increase in 

the production of milk per cow? 

(3) To increase crop yields? 

Another farm financial tool to 

gauge progress and growth from records 

of the business is a comparative 

analysis between two similar businesses. 

On page 40 the two-year records 

(1966 - 1967) of two relatively small 

swine farms with contrasting returns 

are shown. The first farm had a (.2) 

average return for the two years while 

the second business had a 26.5 percent 

return. The second farm had a live­

stock return above feed costs of 

2.5 times that of the first farm (the 

capital invested in livestock was 

approximately the same). Returns to 

management on the first farm averaged 

€$3386) for the two years, while the 

manager of the second business had 

an average annual management return of 

$8,547. The net worth of the manager 

of farm number one is considerably 

higher than that of the manager of the 

second farm, but his equity in the 

business is considerably less. 

Note: From the standpoint of credit possibilities, what are the 

merits of these two farm businesses? 

If folks in the money lending business were faced with 

credit requests from the manager of these farms, 

(1) What enterprises would they be willing (as a lender) to finance, 

so that the manager could expan~? 

(2) How much would they be willing to lend by enterprise and total? 

(3) Whether they were able to determine that farm number two was 

strictly a feeder pig business? 

(4) How much easier and quicker the manager of farm number two might 

receive the loan if these two managers applied for a comparable sized 

loan with the same lender? 

Other Credit Considerations 

Credit, in its simplest terms, 

means that one party contracts for the 

temporary possession and use of another 

party's resources and pays a fee 

(interest) for their use. The word credit 

is derived from the Latin word "Credo" 

which means "I believe." 



Total Capital Managed 

Land 

Livestock 

Machinery 

Seed, feed, etc. 

Total Land 

Crop and open pasture 

Cropland 
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Total Value of Livestock Production 

Feed fed to livestock 

Livestock return above feed 

Livestock return/$100 f eed fed 

Number of beef cows 

No. litters of pigs 

Pigs per litter 

Total Value of Harvested Crops 

Crop return to land and labor 

Labor costs (oper. & unpaid family) 

Labor charge per $100 production 

Value production per man 

Machine Costs Per $100 Production 

Return t o Labor and Management 

Re turn to Management 

Perc ent Return 

Interest Allowed on Capital 

Int erest Paid 

Total Capital Borrowed at 5% 

Net Worth 

Percent Equity 

Man Years Labor Used 

1966-67 
Farm :f/=l 

$66,541 

$35,000 

$15,324 

$ 5,917 

$10,272 

170 

159 

146 

$25,689 

$17,063 

$ 8,626 

$ 152 

12 

88 

9.4 

$ 7,802 

$ 951 

$ 3,600 

$ 25 

$13,389 

$ 

$ 

31 

214 

($3,386) 

(.2) 

$ 3,326 

$ 1,509 

$30,180 

$36,334 

54.6 

1.3 

1966-67 
Farm :f/=2 

$46,375 

$25,000 

$14,274 

$ 4,894 

$ 2,207 

80 

68 

36 

$36,828 

$15,676 

$21,152 

$ 236 

197 

10.8 

$ 725 

($ 258) 

$ 3,800 

$ 17 

$20,909 

$ 16 

$12,347 

$ 8,547 

26.5 

$ 2,313 

$ 776 

$15,520 

$30,855 

66.5 

1.1 



Henc e cr edit is actually based 
on confidence and faith as much as 
anything e ls e --- c onfid enc e in the 
futur e so lvency of th e per son, and 
faith in his abilities and in his 
repaying th e loan as per agr eement. 
So, it's the borrower's r es ponsibility 
t o convinc e the l ende r that he has the 
ne c e ssary qualities that will make him 
a good ri s k: h ones ty and willingness 
t o cooperate, in addition t o having 
the managerial r equir ements (skill, 
kn ow l edge , ability, int e r e st) that 
have be e n discuss ed . 

-41-

And so it is imp erative that the 
l end er and the borr owe r be c ompl etely 
hone st and frank with each other. The 
lend er will want t o kn ow h ow the borrower 
followed r epayme nt t e rms and plan s on 
pr i or l oan s ; whether t otal · anticipat ed 
l oa n needs in the near futur e have 
bee n programed or budgeted; whether 
th er e a r e many sizeable outstanding 

accounts existing, and th e "riskiness " 
of the ent erpris e or change in ent er­
pris es be ing consid er ed. The borrower 
will want to know , in addition t o the 
rat e of inter es t h e will be paying and 
the time and amount of his payments, 
how h e will be tr eated if unfores een 
c ircumstances arise which may pr e ­
vent him from following the r e payment 
schedule. 

These issue s should be thoroughly 
discussed at th e same time the loan is 
be ing de liberat ed --- not aft er th e 
crisis has occurred. And if some 
unbudge t ed happening does oc cur which 
may pr eve nt th e borr owe r from making 
the payme nt as pe r agr eement, he owes 
the l end er th e courtesy of informing 
him ahead of th e payment dat e . The 
bor rower will also want to discuss with 
th e l ender the poss ibilities of insur­
ing r e payment of a loan in the cas e of 
death or disability. 
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SUMMARY 

The ability to communicate precisely with one another isa difficult 
art. And this difficulty is magnified many times when there are as many 
aspects involved as there are in the whole area of credit. So it is 
extremely important for the lender to make an attempt to clarify his 
position and to use as many of the farm financial tools as possible when 
discussing the use of credit with the borrower. He needs to be able to 
tell his story as precisely as possible. He can communicate where he 
has been and~ today only by the use of records and analysis, and where 
he plans!.£ be tomorrow only by forward planning and budgeting. Aided 
by these financial tools he will be able to tell his story and sell his 
case. 
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