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Financial Performance: How Do | Measure 1t?

The large swings in farm commodity prices and incomes that have
become a part of agriculture make it important to closely monitor the
financial position of the farm business. Low prices and incomes cause
many farm business managers to ask questions about how to measure
their financial performance. “Am 1 in financial trouble?” “Do | have the
financial capacity to weather the storm?” “How do | know?” Assessing
financial performance is not difficult if you know what to look for.

Table 1 lists the key measures used in a financial description of the
farm business. Using these measures, you can develop an assessment of
your current financial position. You either already have access to these
measures, or you can calculate them from documents you use to report
financial information for income taxes or to support a loan request.

Table 1. Descriptive Measures of Financial Position and Performance

Financial Description

Measure

Interpretation

Total Assets

Total Liabilities

Owner’s Equity

Gross Revenues

Total Expenses

Net Farm Income

The market value of all financial and
capital resources owned by the business
as reflected on the year-end balance sheet.

The value of total debt obligations at
year-end as reflected on the balance sheet.

The value of the owner’s financial claims on
total assets as determined by subtracting

total liabilities from total assets. Often referred
to as “net worth.”

The total value of products produced by the

business on an accrual basis (i.e., whether sold

for cash or held in inventory) as reflected on
principal the income statement.

The total of fixed and variable expenses incurred
during the year as measured by the accrual
income statement.

The net income available on an accrual basis
after fixed and variable expenses have been
deducted. This income is available to
compensate unpaid family labor, management,
and equity capital.

The size of the business’s financial
resources in terms of overall
plant capacity.

The financial claims of lenders, input
suppliers, and others on the business.

The owner’s financial stake in the
business — his or her financial claim to
the business.

The income from sales and other sources
available annually to cover expenses,
loan payments, family living,

income taxes, expansion, etc.

The total costs incurred in producing
the revenue this year.

The basic measure of the profitability

of the sole proprietor farm operation,

that is, income available for family living,
income taxes, capital investments, and
term debt repayment. In order to make
financial progress, net income must
exceed the owner withdrawals from

the business.




Measuring & Analyzing Farm Financial Performance

So what should you look for in terms of financial performance? Table 2
describes common financial performance measures used by analysts and
lenders, indicates what they mean, and provides useful benchmarks for
comparison. In the “Financial Performance: How Am | Doing?” section
you will find worksheets to calculate these measures for your farm. Use
these worksheets to develop an assessment of your farm business.

Table 2 (p.10) provides benchmarks for both average farms and high-
profit farms. What is benchmarking, and what are benchmarks?
Benchmarking is the practice of looking for those businesses that are
the best at doing something and learning how they do it in order to
emulate that performance. Financial benchmarking involves looking for
actual performance data from farms that are comparable to your own.
Financial benchmarking often provides crucial evidence for answering
the question, “How should my farm be doing if it is going to be com-
petitive in the farming industry?”

At a very minimum, your farm needs to perform better than the
average of farms that are similar to your own. The average benchmark
provides a reference point for recognizing better-than-average perfor-
mance. More likely than not, that level of performance will not be good
enough long term, so farm business managers should benchmark against
the top-performing or so-called “high-profit” farms whenever they are
establishing performance standards or targets for their farms. Bench-
marks of this type should at least be in your sights, even if your own
measures indicate that you are currently falling short of the mark.

Farm business managers have several alternatives available for setting
performance standards or benchmarks. Generally, it is important to
assess your current performance relative to performance in prior years.
This can often lead to valuable insights into trends in business perfor-
mance. It is also important to try to control financial performance by
projecting expected values for the key performance measures for your
farm. You can then use these projections to systematically evaluate
variations between planned performance and actual performance.
However, neither of these inward-looking approaches to assessing
business performance necessarily tells farm business managers much
about farm competitiveness. In order to feel comfortable that your farm
is competitive, you need to look at how other farms in the farming
industry are performing.

Financial benchmarks for farms are almost always derived by averaging
the actual performance data from a large group of farms. The high-profit
benchmarks are typically derived by selecting the one-fourth or one-
third of the farms in that large group that are the most profitable and
averaging the financial performance measures from those farms. Farm
Business Associations in Illinois, lowa, and other Midwestern states are
important sources of such data. Often, these associations work with
enough farms that they can sort farms into different groups based on
differences in size, major enterprises, etc. This allows the farm business
manager who is looking for appropriate financial benchmarks to choose
benchmarks from farms that are very similar to his or her own farm.



Make an effort to know as much as possible about the source of the
benchmarks against which you plan to measure your farm’s performance.
Some benchmarks are highly variable in terms of what constitutes top
performance, based on factors such as the type of farm commodities
produced. For example, the value of production per man on a high-profit
dairy or swine farrow-to-finish operation typically will be lower than for
high-profit cash-grain farms.

Also, other factors, such as the time period over which the perfor-
mance information was gathered, will influence the values for certain
measures. Even methods used to summarize income, expenses, assets,
and liabilities can have a big impact on the reliability, consistency, and
comparability of the resulting measures. For example, the value of farm
production is a popular alternative to gross farm income for computing
financial efficiency measures in some areas of the country. These two
alternative measures of farm revenues can produce significantly differ-
ent values for financial efficiency measures on a farm with significant
feed and/or feeder livestock purchases. Furthermore, the value of farm
production tends to be computed in several different ways. It's essential
to know where the benchmarks come from, how the raw farm data was
summarized, and how the benchmarks were calculated before you rely
on them.

Ratios rather than absolute financial measures are often used for
benchmarking. Ratios present financial information in the form of a
relative relationship between two absolute measures of performance.
This removes the influence that business size has on the measure,
making ratios easier to compare and interpret than absolute measures.
For example, liquidity can be measured by working capital (current
assets minus current liabilities), but in order to know if the level of
working capital is adequate, the size of the farm must be known. It is
difficult to make comparisons among farms because of the differences in
size. In Table 2, we suggest measuring liquidity using the current ratio
(current assets + current liabilities). Because these two measures are
now compared in the form of a relative relationship, adjustments for
size are not necessary, and meaningful comparisons across farms of
different sizes can be made.
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Measuring & Analyzing Farm Financial Performance
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