and Bey
i

Understanding Your Financial Situation

By
Dennis A. Kaan
University of Wyoming

Understanding your financial situation is impotinto liquidity, solvency, profitability, financial effi-
tant for agricultural producers at any point in time batency and repayment capacity measures. Each cat-
is especially important at the present time for livestoegory of measurement will be discussed along with a
producers. Measuring financial performance is vitatesentation of calculation procedures and general
during times of depressed prices received for agricgttidelines for interpretation.
tural products. The tendency for agricultural manag-
ers historically has been to try to produce their way
out of difficult times, but unless they measure finan-
cial performance, they could be producing their way The primary goal of financial reporting and
out of business as easily as producing their way outoflysis is to provide information that is useful to the
difficult times. The bottom line is, if managers donihternal and external users of this information. Inter-
measure financial performance, they won't know whaal users of financial information are people who con-
influence changes in production practices will havel the resources of the operation, or the decision
on financial performance and with today’s pricemakers. External users are people who do not directly
guesswork is not acceptable. control the resources of the operation. These would

This article will focus on two major areas foinclude bankers, accountants, the Internal Revenue
producers to get a handle on the financial performar®ervice, and possibly stockholders.
of their operations, financial statements required to The Balance SheetThe balance sheet, or state-
measure financial performance, and then financial perent of financial position, presents a financial snap-
formance measures. The Farm Financial Standastist of a business at a point in time. It is a summary
Council (FFSC) has recommended a minimum setadfall assets, liabilities and owner equity and their re-
financial statements which include a balance shdationship to each other as of the date the balance sheet
income statement, statement of cash flows, and st&dHled out. The balance sheet reflects the cumulative
ment of owner equity. Basic concepts and formats &ffect of past transactions but does not describe how
these statements will be discussed. The council alse existing financial position was achieved.
has recommended sixteen financial performance mea- The FFSC made general recommendations re-
sures as a starting point in an evaluation of an agriaggwding the format for the balance sheet. Assets and
tural operation. These sixteen measures are grouleuilities should be segregated into current and non-



current categories. Non-current asset categories shoutt cash earned from business operations? What did
be further segregated into machinery and equipmeahe manager do with cash obtained from financing or
breeding livestock, buildings and improvements afidm the sale of investments? Where did the cash for
land. Non-current liability categories should be braew investments or repaying debt originate - from op-
ken down into real estate debt and notes payable, otrations, from debt financing, or sale of investments?
than real estate debt. The balance sheet should preBease are questions that can be answered with infor-
both cost basis and fair market value information foration from this financial statement.

capital assets, formatted in one of two methods, a Statement of Owner EquityOwner equity and
double column approach or market values on the fas# worth are terms often used interchangeably by non-
of the balance sheet with disclosure of cost inform@ecountants and essentially mean the same thing.
tion attached. The owner equity section of the b&wner equity is used in statements prepared for busi-
ance sheet should contain a valuation equity compess only entities. Net worth is used in statements
nent and a retained earnings/contributed capital cqmepared for combined business and personal entities.
ponent. Valuation equity represents the differentae main concept of this statement is to reconcile
between the net book value and market value. R&wmer equity reported at the beginning of the account-
tained earnings in the business and contributed capitgl period with that reported at the end of the period.
of the owners in the business represent the remainteis reconciliation verifies that the financial statements
of owner equity. are in agreement.

The Income Statement:The primary purpose The statement of owner equity is organized in
of an income statement is to compute the profit osach a manner as to clearly identify changes in owner
business over a specified period of time. An incorequity. Owner equity can change via only a few
statement may also be referred to as an operating sserces. The first source of change is from retained
ment or a profit and loss statement. This statemeatnings and contributed capital. Retained earnings
addresses the question: “Did the business make a peotthe portion of net income reinvested into the busi-
during the time period specified?” The result is neess. Contributed capital is capital invested into the
income. The time period specified is called the dmisiness from outside sources. The second source of
counting period and usually covers a twelve monthange is from valuation equity, discussed previously.
period. Netincome should explain the change in owner

equity between the beginning and ending balance Financial Performance

sheets.

The revenue section is the first portion of the  |n today’s capital intensive agricultural opera-
income statement. Gross revenue on an accrual bgsiss the need for measurement of financial perfor-
is calculated here. This means that both cash and nfaince is crucial to provide lenders and investors in-
cash revenues are included. Net income from op&ttmation regarding the “health” of the operation. Fi-
tions is calculated by subtracting accrual expenses freghcial analysis of an agricultural operation must
gross revenue. Accrual expenses include cash and R@@atuate “financial position” and “financial perfor-
cash expenses incurred to generate the revenue. fgice.” Financial position refers to the total resources
income from operations plus gains/(losses) on the sgi¢he operation and the claims against those resources
of capital assets equals net accrual income. This g3 single point in time. Financial performance refers
mat will allow calculation of several important finantg the results of production and financial decisions
cial ratios which will be discussed shortly. made over one or more periods of time. Financial ra-

Statement of Cash FlowsOne key to financial tios are the tool used to provide financial performance
success is maintaining sound cash flows. The staifrasures. Table 1 provides exact financial ratios for
ment of cash flows provides a summary of cash ech measurement category that will be discussed here.
ceipts and cash payments during a specified time pe- Liquidity: Liquidity refers to the ability of a
riod. This statement format breaks the cash flows ij@siness to meet financial obligations as they come
operating, investing and financing activities. This igtue without hurting the normal operations of the busi-

formation is very helpful to managers in identifyingiess. It is a measure of a firms ability to repay current
and controlling cash flows. What did the manager do
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debts by converting current assets into cash. Ligquwhs discussed in relation to liquidity. Repayment ca-
ity is a short run concept since we are dealing in cpacity is a long run concept resulting from the long
rent assets and current liabilities. In general, the mteam profitability of the operation. Term debt and capi-
cash that is available to pay current debts, the mtaklease coverage ratio, and capital replacement and
liquid the firm is said to be. FFSC recommendatioterm debt repayment margin are two measures of re-
for liquidity measures include the current ratio amhyment capacity recommended by the FFSC.
working capital.
Solvency: Solvency is a measure of the firms
risk-bearing ability. Solvency measures provide an
indication of the firm’s ability to repay all financial In times of low prices received for livestock pro-
obligations if all assets were sold. It also can indicaigced, the first area to be affected in the operation is
the ability to continue operations as a viable businegssh flows. Sufficient levels of cash are not generated
after a financial adversity strikes which would resuttom the sale of the livestock and profitability in gen-
inincreased debt or reduced equity. Solvency, as C@ry| is the first to suffer. Remember, the statement of
pared to liquidity, is a long run concept since theggsh flows will shed light on which activities are gen-
measures deal with the ability of the business to sgfating cash within the operation. Reduced profitabil-
vive in the future. Solvency measures recommendggmeasured by netincome and return on assets within
by the FFSC include debt/asset ratio, equity/assetgaoperation leads to serious problems in both the short
tio and debt/equity ratio. run and long run. In the short run, liquidity is reduced
Profitability: Profitability measures the profitand producers find it hard to meet current obligations
generated from the use of available resources sucg@$ime. One of the first ratios a lender will evaluate
land, labor, capital and management. It is a goali®the current ratio. The rule of thumb is if the current
every business to be profitable. One thing not undgitio is less than 1.5:1, the operation may experience
stood by everyone is the fact that a business can@ble meeting it's current obligations and debt lev-
liquid and solvent and not be profitable. This can ussls begin to increase or assets are sold to meet obliga-
ally be traced to inefficient use of resources in the Qfpns. Repayment capacity is also adversely affected
eration. This fact demonstrates the need for using mggea result of reduced profitability and lenders will
than one category of financial performance measufgitch this measure as time goes along. If reduced
The FFSC has recommended rate of return on assgigfitability persists over time, ultimately solvency is
rate of return on equity, operating profit margin ratigdversely affected. Solvency measures the risk bear-
and net income as basic measures of profitability. ing ability of the operation. This ratio is carefully
Financial Efficiency: Financial efficiency mea- watched by lenders and when solvency erodes, bor-
sures the intensity with which a business uses its &wing power also erodes. If the debt to asset ratio
sets to generate gross revenues. This is measuregdas above 0.5:1, creditors have a greater claim on the
the asset turnover ratio. Operational ratios represggéets than the operators and the business is no longer
the total composition of gross revenues. These ra@$isidered solvent.
are operating expense ratio, depreciation expense ra- | jvestock producers must know their financial
tio, interest expense ratio and net income from opepasition and performance in order to plan for the fu-
tions ratio. In general, the only one of these ratifre. Right now the future is dim and producers must
with a rule of thumb is the interest expense ratio, whiglve a plan laid out with their lenders in order to get
should be less than 0.15:1 to allow for a profitabigrough until higher livestock prices return. Without
operation. financial analysis to guide this planning process, fi-
Repayment CapacityRepayment capacity meanancial ruin has a greater probability of occurring than
sures the ability of a borrower to repay term debt fraghgevity in the livestock business.
net income. Without capital contributions from out-
side sources, principal payments on term loans must
come from net income after owner withdrawals. The
ability of the operation to meet short term obligations



Table 1. Financial Performance Measures

Measures of Performance

Calculation Method

Rule of Thur||b

Measures of Liquidity

Current Ratio

CurentAssets
Current Liabilities

Value => 1.5:1

Working Capital

Current Assets
- Current Liabilities

Monitor for Increasing
Trend Over Time

Measures of Solvency

Debt/Asset Ratio

Total Liabilities
Total Assets

Value<= 0.5:1,
Monitor for Decreasing
Trend Over Time

Equity/Asset Ratio

Total Equity
Total Assets

Value => 0.5:1,
Monitor for Increasing
Trend Over Time

Debt/Equity Ratio

Total Liabilities
Total Equity

Value <= 0.5:1,
Monitor for Decreasing
Trend Over Time

Measures of Profitability

Rate of Return on Assets

Net Income from Operations
+ Farm Interest Expense

Higher Value, Mpre
Profitable

- Owner Withdrawals for Unpaid
Labor and Management
Average Total Assets

Rate of Return on Equity

Net Income from Operations
- Owner Withdrawals for Unpaid
Labor and Management
Average Total Equity

Higher Value, Mdre
Profitable

Operating Profit
Margin Ratio

Net Income from Operations
+ Farm Interest Expense
- Owner Withdrawals for Unpaid
Labor and Management
Gross Revenues

Measures of Financial Efficiency

Asset Turnover Ratio

Gross Revenues
Average Total Assets

Monitor Increasing
Trend Over Time




Operating Expense Ratio

Total Operating Expenses
- Depreciation/amortization

Expense
Gross Revenues

Depreciation
Expense Ratio

Depreciation/amortization Expense
Gross Revenues

Interest Expense Ratio

Total Inteest Expense
Gross Revenues

Generally <= 0.15:1

Net Income from
Operations Ratio

Net Income from Operations
Gross Revenues

Measures of Repayment Capacity

Term Debt and Capital
Lease Coverage Ratio

Net Income from Operations
+ Non-farm Income
+ Depreciation/amortization Expense
+ Interest on Term Debt & Capital Leasg
- Income Tax Expense
- Withdrawals for Family Living
Annual Scheduled Principal
and Interest Payments on Term Debt
Capital Leases

pS

Value Greater Than

Monitor Increas#lug

Trend Over Ti

1:1

e

Capital Replacement and
Term Debt Repayment
Margin

Net Income from Operations
+ Non-farm Income
+ Depreciation/amortization Expense
- Income Tax Expense
- Withdrawals for Family Living
= Capital Replacement and Term Debf
Repayment Capacity
- Principal Payments on Term Debt
and Capital Leases

Monitor Increagng

Trend Over Tinj

e
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