Farm-direct Marketing #6

Financial Management

Benefits of good farm financial planning

Like any other farm business, a farm-direct marketing operation can greatly
benefit from good financial management and planning. Farm financial planning is
a necessary step in any of the following situations:

*  Applying for a loan
* Making an informed decision on an investment or expansion
* Developing and achieving short- and long-term performance/profitability

goals
* Protecting the operation’s assets

* Organizing the distribution of funds for personal use

Without a thorough understanding of the farm’s finances, it is very difficult
for a farm business to determine which enterprises are more and less profitable.
More specifically, without good financial planning and evaluation, the farm
operator has little more than intuition to guide important decisions about the
future of the farm.

Direct-marketing businesses often have several distinct sources of revenue
and many enterprises, so some aspects of financial analysis and planning might
be more complicated for them than for larger but less complex farms. For that

reason, financial planning is especially important for direct-marketing businesses.

This guide will help prepare farm managers to develop and use basic farm
financial planning tools to set goals and achieve them.

Some important terms

Financial planning often involves specialized terms. Most describe concepts
and activities that are already familiar to farm managers and should not be
intimidating. The following words and phrases will be helpful in developing (and
understanding) financial statements and plans for your farm business.

* Equity capital (or ownership capital) is money from savings, gifts, or
other sources that is not borrowed. This is the money that the farm operator
brings to the business.

* Debt Capital is money borrowed from lenders.

* External capital comes from outside the business, primarily through equity

and debt. Internal capital comes from inside the business, through the sale

of farm products.

* Financial planning works to determine how much capital or money
you need, when you will need it, and how you will acquire it. Planning also
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includes developing a business strategy to achieve long-term operating objectives
such as survival, growth, and profits.

* Cash management is budgeting for the future flow of cash receipts and
disbursements in order to meet obligations when due. This involves forecasting

sales, margins, expenses, and, ultimately, profits.

* Financial control involves checking, evaluating, and measuring your business’s
financial progress and enables you to take corrective action when actual results
differ from what you planned.

* Risk management encompasses protecting business assets and capital from
production and marketing risk, appropriate estate planning, maintaining adequate
business and liability insurance, the legal organization of the business (e.g.
corporation, partnership, limited liability company [LLC]), diversification, and
adequate training of employees.

* Profit is the return for the time, effort, and money you invest in the business
and is your reward for accepting the risk of possible losses. Some farm-direct
marketers define profit as “something left over at the end of the year—if [ am
lucky.” This attitude spells the beginning of the end for many operations, and
indeed they will be lucky if any profits remain. While profits are never guaranteed,

they are more likely to materialize when you plan to earn them.

Keys to success in financial planning and management

While financial statements and projections are often interesting in their own right,
they are most useful in helping to guide the farm operation towards a specific goal
or objective. For example, an objective might be to earn a 25 percent annual rate of
return on equity capital. Another possible (and more common) objective would be
to cover all costs and generate profits sufficient to meet reasonable living expenses.

It is important that farm business objectives be in writing and that they specify clear, A common objective is
measurable outcomes. The objectives are only useful if they are realistic, attainable, to cover all costs and
and understandable by all involved in the operation and management of the business. generate profits enough

to meet reasonable

Once you establish a goal or set of goals, then develop an action plan to meet .
|IV|ng expenses.

those goals. An action plan describes, step by step, how the business will achieve

specific results within a stated time. In planning for sales, profits, and returns on

investments, it is important to give close attention to pricing and marketing as well

as control of inventory and expenses. When creating a plan, consider the following

steps:

¢ Compare the operation to its competitors. What advantages does your business
have over other, similar operations?

¢ Forecast sales for the coming year and how they might change over time, either
because of changes in market demand, competitors’ actions, or changes in the

operation itself.
* Budget and plan for sales, margins, and expenses.

*  As progress is made, evaluate the operation’s results and compare them to the
established objectives.

* Adjust the plan as needed.



Financial records

At a minimum, all businesses should prepare a balance sheet, an income
statement, and a cash-flow statement. A farm-direct marketing operation is no
exception, regardless of size. The income statement shows the operation’s revenues
and expenses for a particular period. The balance sheet indicates what the business
owns and what it owes at a particular time. The cash-flow statement summarizes all
cash inflows and outflows over time and can show when cash might be available and
when to expect cash deficits. These three financial statements help you answer such
questions as:

*  What is my present financial status?
*  What factors have caused my business to be in this condition?

* How does my financial condition compare to similar operations?

As much as possible, the operation’s financial records should be kept separate
from other business and personal financial activities, including off-farm income. This
allows you to analyze your direct-marketing operation(s) more clearly. Although there
are several software options to keep track of farm accounting records and produce
sophisticated reports, starting out with a program like Microsoft Excel to record
income and expense transactions is often a good way to begin building useful financial

records and statements.

Table 1 (page 5) presents a sample income statement. The income statement
includes the farm’s revenues and expenses and shows the total amount of net farm
income (or loss) earned during the year. Farm revenue should include all of the final
crop or livestock products that are sold to customers as well as other forms of income
like government payments, insurance claims, and custom work or other services
performed for other farms. It is also important to include all farm expenses, including
facilities and equipment depreciation, interest on outstanding debt, and the value of

family—supplied labor.

Table 2 (page 6) presents a sample cash-flow statement. The cash-flow statement
summarizes all cash inflows and outflows over a specific period. It identifies the
sources, amounts, and timing of cash income and expenses. Unlike an income
statement, the cash-flow statement ignores income and expense categories that do
not directly impact cash balances, such as equipment depreciation and write-offs of
unrecoverable debt. It can show the business manager when excess cash might be
available and when to expect cash deficits. This statement is particularly helpful in
planning for short-term borrowing and irregular cash expenditures.

Table 3 (page 7) presents a sample balance sheet. The balance sheet shows what
the business owns, what it owes, and the amount of equity that the owners have in the
business. Unlike the income statement and the cash-flow statement, the balance sheet
does not cover a period of time but is rather a snapshot of the operation’s assets and
liabilities. The balance sheet will reflect changes in inventory and equipment values

that the other statements will not.

Evaluating performance

In addition to helping a farm business plan for the future, financial records
and statements can also play a vital role in evaluating the farm’s past and current

performance. Farms that include multiple direct-marketing enterprises, such as
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farmers markets, community-supported agriculture, or a farm stand, should seek
to analyze these different marketing channels separately to understand how each
contributes to the profitability of the farm. This topic is discussed in Farm-direct
Marketing: An Overview and Introduction (PNW 201).

There are several commonly used financial measures to examine the overall
performance of the farm. Each is used for a different purpose. This section will

explain how to calculate and use these measures.
Liquidity
Working Capital = current assets — current liabilities

Current Ratio = current assets — current liabilities
These liquidity measures indicate how easily a farm business can cover debts if
they were to liquidate current assets. Current assets are things such as cash, and
accounts receivable and inventory that will soon be converted to cash. Current
liabilities are debts that are due within a year.

Solvency
Debt-to-Asset Ratio = total liabilities + total assets
Equity-to-Asset Ratio = total equity — total assets
Debt-to-Equity Ratio = total liabilities ~ total equity
These solvency or leverage measures help assess whether a business is at risk of
being unable to meet loan payments. Total liabilities are the aggregate debt and
financial obligations owed by a business to individuals and organizations at a specific
time. Total assets are defined as anything that a business owns, that has value and
can be converted to cash. Total equity is defined as the firm’s total assets minus its
total liabilities. Lenders often use these measures to evaluate the riskiness of a loan.
Debt-to-asset ratios on farms are often around 30 to 40 percent, but vary widely

by the type and circumstances of the farm. It is important to compare your farm’s

performance measures with those of similar farms.
Profitability

Return on Assets (ROA) = net income (during period) ~ total assets
(at end of period)
Return on Equity (ROE) = net income (during period) - equity
(at end of period)

Gross Margin Percentage = (net sales — cost of merchandise sold) -+ net sales

Profitability measures serve as important indicators of a farm business’s
performance. Except in exceptional circumstances, a business needs to earn
profits to continue in operation. As a side note, positive cash flow, even for an
extended period, does not mean that a business is profitable. The three rates-
of-return measures above should be used to compare not only to the rates of
return achieved by other similar farm operations but also to other investment
options. If, for example, investing farm equity in a savings account could

consistently make more money, changes to the farm business might be in order.



Table 1. Sample income statement: January 1 to December 31,2015

Description Amount
Gross sales
1 Revenue $ 44700
2 Less refunds and allowances $ -
3 Total: $ 44,700
4 Cost of merchandise (grown or purchased) $ 27,300
5 Gross margin $ 17,400
Selling expense
6a Nonfamily labor $ 2,500
6b Family labor $ 6,600
6¢  Supplies $ 1,200
6d Utilities $ 300
6e Advertising $ 250
6f Facilities depreciation $ 1,300
6g Equipment depreciation $ 300
6h Interest $ 400
(mortgage notes & operating capital)
61 Insurance $ 50
6j Taxes, licenses, and fees $ 650
7 Total: $ 13,550
8 Net return (before tax): $ 3,850




Table 2. Sample cash-flow statement: January 1 to December 31, 2015

Amount

Jan.—June

July-Dec. Full year

Description
Cash inflows
la Farmers markets
1b  Wholesale sales
2 Collection of accounts receivable
3 Capital sales
4 Other
5 Total cash inflows

Cash outflows

6
7
8
9
10
11
12
13
14
15
16
17

Cost of product sold
Nonfamily labor

Family labor

Supplies

Utilities

Advertising

Insurance

Taxes, licenses, and fees
Capital expenditures
Loan principal and interest due
Other expenses

Total cash outflows

Cash balance

18
19
20
21
22
23

24

25
26

Net cash from operations (#5 — #17)
Beginning cash balance

Net cash available (#18 + #19)
Minimum acceptable cash balance
Cash over (or short) (#20 minus #21)

New short-term borrowing necessary to
maintain minimum cash balance

New 1ong-term borrowing necessary to
maintain minimum cash balance

Owner capital additions (withdrawals)

Ending cash balance
(H#20 + #23 + #24 + #25)
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6,700
10,000

16,700

12,300

500
3,000
450
200
125
25
325

200

17,125

(425)

2,500
2,075

(1,500)
575

§ 12,500 § 19,200
§ 15500 § 25,500
R -
R T
s - s -
$ 28,000 $ 44,700
s 15,000 § 27,300
§ 2,000 § 2,500
$ 3,600 § 6,600
$ 750§ 1,200
$ 100§ 300
$ 125 s 250
$ 25 s 50
$ 325 s 650
$ - $ —
$ 200§ 400
s - s -
$ 22,125 $ 39,250
s 5,875 § 5,450
$ 575 8 2,500
S 6450 5 7,950
$ — $ —
s - s -
s - s -
R -

$ (1,500) $ (3,000)
$ 4,950 4,950

Rl




Table 3. Sample year-end balance sheet: December 31, 2015

Description Amount
Assets
Current assets
Cash balance $ 4,950
Prepaid expenses and supplies $ 130
Products on hand (inventory) $ 250
Invested in growing crops $ 150
Accounts receivable $ 80
Other current assets $ —
Long-term assets
Market value of equipment and breeding livestock $ 1,500
Value of facilities and improvements $ 11,000
Value of real estate $ 3,000
Total assets $ 17,660 © 2016 Oregon State University
Pacific Northwest Extension
Liabilities publications are produced

cooperatively by the three Pacific

Current liabilities Northwest land-grant universities:
Washington State University,
Oregon State University, and the
Accounts payable and accrued expenses $ 190 University of Idaho. Similar crops,
o o climate, and topography create a
Principle due within next 12 months on term $ 400 natural geographic unit that crosses
liabilities state lines. Since 1949, the PNW
program has published more than
650 titles, preventing duplication of
Long-term liabilities effort, broadening the availability of
faculty specialists, and substantially
reducing costs for the participating
Total liabilities $ 8,09 states.

Published and distributed in
furtherance of the Acts of Congress
Equity of May 8 and June 30, 1914, by the

Accrued interest $ —

Value of loans on long-term assets $ 7,500

Total equity (total assets — total liabilities) $ 9,570 Oregon State University Extension

Service, Washington State University
Extension, University of Idaho
Extension, and the U.S. Department
of Agriculture cooperating. The three
participating Extension services offer
educational programs, activities, and
materials without discrimination

on the basis of race, color, national
origin, religion, sex, gender identity
(including gender expression),
sexual orientation, disability, age,
marital status, familial/parental
status, income derived from a public
assistance program, political beliefs,
genetic information, veteran’s status,
reprisal or retaliation for prior civil
rights activity. (Not all prohibited
bases apply to all programs.) The
Oregon State University Extension
Service, Washington State University
Extension, and University of Idaho
Extension are an AA/EOE/Veterans/
Disabled.
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