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idelines for
_ farm decision-making
in a period of uncertainty

John E. Kadlec, Extension Agricultural Economist

These are uncertain times in agriculture. Farm
product prices have reached record levels, declined
and are now fluctuating widely. Costs of farm inputs
have increased drastically. Many farmers are
considering major investments to capitalize on
possible high product prices and to avoid the higher
costs which will result if inflation continues.

The economic situation around the world is also
uncertain. A series of favorable crop years in the
current economic setting could result in substantial
declines in farm product prices. So, one who borrows
heavily to buy land, buildings or machinery to hedge
against farm resource price increases could be
caught short. In the event of declining farm product
prices, there might be two or three years when prices
of land, buildings and machinery do not increase, and
land prices could decline.

These uncertainties create great risks. But they
also create opportunities for profit if one uses a
management strategy appropriate for the times.
These guidelines may be helpful in developing such a
strategy:

Guidelines for Decision-Making
Managing a farm business in a perjod ©

to capture profits, but, at the same time, suffi¢i
conservative to avoid a financial crisis if events.
materialize as hoped. The best balanc !1?8{
being agressive or conservative is determi:jned\argely
by individual goals and the kinds of o plai&eg;éh the
favorability or unfavorability in%\@ nomic
situation. VNN

- ((_~ N\
1 Reassess your goaﬁ/sQe‘Spef:‘i;)Iy those of

uncertainty is the art of being sufficiently aggr\é%e&;‘ /)
e S~
not.’
n

risk and profit. <

Conditions were so stabl
many farmers developed
risk and profit associate th most actions. But now
there is so much variability that a farmer can no
longer safely “fly by the seat of his pants.” It is
necessary to make a complete analysis before making
a decision.

956-1972 that
fe for the amount of

o

is important to list your goals rder of
priority—current income, capital /a ulation,
leisure, etc. Then decide for yourself.(. % level of
risk is acceptable? What is the/,yéi%mi; ersonal
c

The first consideration is ““Where are you going?’’ It
%q

satisfaction of an additional $1‘W9\ e? What is
the loss in satisfaction from a si 'gzwcrjfécrease? After
you decide on your basic goals, the next question is

s\rx(nent be like?”

“What will the operating,é/va\
Study the @/’/o}r%lmic and physical
environment-_ gdxp ace odds on the
likelihood of\\azg%u outcomes during the
next five year. ">

Currently, capab ,—well-informed people are
making widely diffelge‘n'fforecasts about farm product
prices, inflation, weather and other business
environment tors. This probably means that there
is a reasonable chance for each of these predictions

to ¢ cc(s%\ ou need to assess the probabilities next
gé/.ai nd\for the next five years of:

\l@mér/farm product prices

Farm product prices near present levels
Lower farm product prices

/‘ Highly variable farm product prices

" Good weather
Poor weather
Normal weather

Increasing farm input costs
Stable farm input costs
Decreasing farm input costs
Variable farm input costs

Ample supplies of farm inputs
Spot shortages of some inputs
Critical shortages of some inputs

These probabilities are difficult to assign, but they
are one of the basic ingredients of operating and ~
investment decisions and therefore, you need to
make careful judgements.



Evaluate the consequences of alternative
3 product price, yield and cost possibilities
before making major decisions.

In a period of uncertainty, decisions should be
made, not only on the basis of what you judge is most
likely to occur, but also considering the probabilities
and consequences of a decision for each of the
different situations that may occur. Computerized
decision making and budgeting tools can be helpful
for making these calculations quickly.

Table 1. Ability to Make Mortgage Payments,
Owner Operated Farm (Borrowed $1000/Acre at
9% for 20 Years).

Dollars per acre remaining* after all
costs and mortgage payments
when corn price is —

Corn yield $1.80 $2.20 $2.60 $3.00
bu./acre
130 -$35 $17 $69 $121
110 -71 -27 17 61
90 -107 -71 -35 -1

*Dollars per acre remaining are after all costs, including
machinery depreciation, operator labor and management, and land
interest, principal and tax payments. No allowance is made for the
$800 equity in land.

For example, if you are considering purchasing a
farm for $1,800 per acre and plan to borrow $1,000
per acre, it would be desirable to budget cash flow and
profit for a variety of corn price and yield situations
(Table 1) and estimate the odds of each of these
happenings.

These calculations, viewed in light of your goals,
financial position and. risk preference, will help
provide a basis for a decision. What would be the
consequence of a deficit? Could this deficit be covered
with income from another part of the business,
liquidation of inventory, reduction in living expenses
or delaying machinery replacement? Would a deficit
or a series of deficits cause grave financial problems
or even liquidation? What is the value in satisfaction
from the additional cash from higher prices and
yields? These types of considerations are the basis for

wise investment decisions.
. &4
4 Iting

Be aware of the |ncreased

from higher capital and osts and

from widely fluctuating &9
Capital invested per commerc1 a farm has
trippled from 1970t0 1976 an/ ny be about

five times as muchin 198039 1970(Tab|e 2).
Also, interest rates have if cr\%d since 1970. The
|

net result is that annu c i sts per farm in the
late 70’s are over four s great as they were
prior to 1970.

/

Table 2. Average Characteristics and Earnings of Indiana Farm Account\\arﬁ"ls

Projected
Item 1955-59 1960-64 - 196\%9 / 1970-72 1975-77 1980
Acres per farm:
Total acres 279 506 602 650
Tillable acres 224 427 517 600
Acres in corn 91 257 294 350
Bushels corn produced per acre 73 O ) 107 108 112
No. of feeder cattle bought per farm 18 />XL5 49 138 150
No. of hogs raised per farm 264 x 415 503 934 1000
Capital invested per farm:
in real estate $58 99{ \\5’68 836 $160,173 $203,712 $570,177 $900,000
in machinery and equipment %é\\ / 11,645 19,339 25,823 53,775 70,000
in livestock, grain and supplies 25,870 41,570 61,802 134,189 140,000
TOTAL 5]496 ~ $120,351 $221,082 $291,337 $758,141 $1,110,000
No. of men per farm 1{6/8 1.72 1.88 1.99 2.19 2.40
Net farm income ,366 $ 12,011 $ 23,110 $ 32,055 $ 66,107 $60-80,000
Income to labor and management 3,001 $ 5,994 $ 12,056 $ 17,488 $ 28,200 $11-31,000
Rate earned on investment 4.3% 5.6% 6.5% 6.9% 6.0% 5%-7%

*These data were prepared by the\;urdue University farm management staff. Each column is an “"average’’ profile of a full time, highly
competitive crop and livestock farm based on Indiana farm account records. Land prices are record book values and are typically 75 percent
of market values. Machinery investment is based on depreciated book values.




Let’s look at a specific example to see the impact.
The average farm investment of Indiana Farm
Account keepers for the period 1970-72 was
$291,337. In 1980, it is projected to be $1,110,000
(Table 2). If the annual interest rate was 7.5 percent
for the period 1970-72, capital cost per farm was
$21,850. If, in 1980, the interest rate is 9 percent,
capital cost per farm will be $99,900 and even if
interest if 7.5 percent, capital cost will be $83,250.
The capital cost per man will be $34,688 to $41,625
(depending on the interest rate) in 1980, compared to
$11,000 in 1970-72.

This has important implications for the farm
operator. First, he will need more capital. If he
borrows this capital, he will have an increased
intermediate and long term debt commitment
because most of the investment is in land, buildings
and machinery. So, he has increased vulnerability in
the case of declining prices or crop failure.

It is quite likely that agricultural product prices will
continue to fluctuate widely. Therefore, you may need
to take action to limit risk, depending on your risk
preference and debt-equity ratio.

Those who have accumulated land over the years
have probably had a'substantial increase in net worth
because of increased land prices. Also they may have
locked-in lower interest rates on long-term land
mortgages. Many of these farmers are in a strong
financial position and can stand lower product prices
better than farmers who have acquired land more

recently.
5 Take steps to keep risk at levels in line with
your goals and capital position.

Risk aversion is not the only goal of farmers. All of
the following steps will not be acceptable to every
farmer and some of these actions might decrease
income. But these are some things that can be done to
control risk:

(i.e., spread sales, buy land a little at a time I;RJ

bmldmgs over a period of years).
® Calculate cash flows for a range of prnceén

possibilities before making long-term ebt
commitments for land, buildings or,ma \Tn .
Use appropriate marketing strategi the price
and production situation—contracting or-storage.
Give production efﬁcnency@ nd - rketlng first
priority and second priority.to urng//
Arrange for debt repayment per to be as long
as allowable by credit-i ~
Time debt repayment
crops and livestock. Cred
allow much more flexibility
than is used by borrowers.
® Keep in a liquid financial position. This means

de with sales of
institutions often can
timing of payments

/fﬂext five years but not so much as during 1973-75

\\(T ble 3).
® Implement big decisions in small steps over tl&
il

careful control of borrowing for resources which

must be paid for more quickly than they are

depleted, and caution about the purchase of

resources which would sell for substantially less

than they cost.

Diversify by producing both crops and livestock.

Crop share rather than cash rent.

Lease rather than buy. This could include hiring

custom work rather than buying all needed

machinery.

Do some work for guaranteed pay.

Jointly own or swap equipment with neighbors.

Cut down on the percent and amount borrowed;

avoid over-extension in debts for land and

buildings at high interest rates.

® Find a partner with money or equipment to
exchange for labor and management.

® Minimize production risk by havin dequate
amounts of labor and machinery to get%%\\done

on time.

® Participate in the Government Farx am

6 Give operating conmderata/ns irst priority
and second prlonty t ent.
In the period ahead, re o%»n\Qgr that you are
producers of agricultural ﬂﬁ%ﬁrst and investors
in land, buildings and erysecond. Use capital
to attain production. ou have an economic
sized unit and exc funds, you may want to put
more emphasis pﬁ:ﬁ%ﬁ:y‘ents.

{
[

P R:\Q ‘ needed buildings, machinery,
Ieﬁwd and other inputs as soon as possible
wut!*\out overextending the business

Farm-input costs are likely to increase during the

Wlth good alternative investment opportunities for
capltal there does not appear to be great benefit in
investing in farm inputs only to avoid inflation. On the
other hand, if the input will be needed, it is logical to
purchase it early. Buy machinery, buildings, and
other durable inputs early when it is practical to do so,
but don’t buy unncessary inputs to hedge against
inflation.

The price of land is likely to be related to changesin
farm product prices and government programs.
8 Carefully reconsider the production
system; the situation is changing.

The trend in crop and livestock production has been
toward substitution of capital for labor. But rapid



Table 3. Estimated Indiana Cost Per Acre and Per Bushel for Corn Production in 1973 through 1977.1

Year Percent Change
1973 1975 1977 1973-75 1975-77
Yield/Acre 110 110 110
Direct Cost/Acre:

Fertilizer? $ 19.00 $ 40.65 $ 29.85 +114 —27
Limestone 1.00 1.50 1.50 + 50 0
Seed 6.00 9.50 11.00 + 58 +16

Herbicides & Insecticides 7.00 9.50 9.50 + 36 0
Machine Operation3 11.00 18.50 21.50 + 68 +16
Interest on Operating

Capital & Misc. 5.00 6.50 7.00 + 30 + 8
Total Direct Costs $ 49.00 $ 86.15 $ 80.35 + 76 &—— 7
Indirect Cost/Acre:

Machinery & Equipment3 $ 18.00 $ 24.00 $ 32.00 + 33— +33

Labor & Management 23.00 27.50 31.00 +/ %(9)/ ~ +13

Taxes & Land Maintenance 8.50 8.00 9.00 —\ /‘ ) +12

10.00 433 0

Grain Storage Costs 7.50 10.00 . //%
{(
o

t’/%
Land Cost:
a) Assumed Value $600.00 $1000.00 $1400.00 + 67 +40

b) Interest Rate 6% 6% % .
c) Cost/Acre 36.00 60.00 8’4,9/ . // + 67 +40
Total Indirect Cost $ 93.00 $ 129.50 $ 1@0 9 + 39 +28
— )
Total Cost/Acre $142.00 $ 21665 \ 29}35 + 52 +14
Cost/Bushel $ 1.29 $ 1/%{ \\$ 224 + 52 +14

T
From crop budgeting information prepared by Paul R. Robbins and Howard Wp‘artment of Agricultural Economics, Purdue University.

) F—_—
This assumes above average management level.

2Assumes soils testing medium to high in phosphate and potash. A‘Gs/u%es(Qpplication rates for N, P205 and K50 of 135-40-60. 1977 costs
estimated at 11, 18, and 8.5¢ /unit respectively O \

\ ) )
3Machi ~ ~ N
Machinery and equipment costs computed at approximate cust ates.

A\

increases in the price of labor-savi eggip}ent, and the amount of seed, fertilizer and chemicals need
combined with high interest rates hav heuse to be frequently re-evaluated in light of changing

of labor relatively more attractiv}a;jy 5 have price relationships.

increased but not so fast as thgi)riqqspf*lgborfsaving

capital items. Hence, you ma éditc{b)h‘get more Continue to give attention to decisions
carefully before decidi %ﬁa or-saving 9 about time and place of marketing and
investments. On the other han ucannot afford to purchasing.

i s'to restrict volume. During the next five years, widely fluctuating

allow high prices for ca |
items will continue to agricultural product prices will be likely to continue.

Also, prices of these cap

increase during the next five years. If they will be In such a period, marketing strategies are very

needed eventually, early purchase may be a good important. Timing of selling and buying, and

hedge against inflation. « checking with alternative markets are especially
Similarly the combination of ingredients in feed, important.




1 O Think more broadly about alternatives.

The events of the recent past have loosened some
of the traditional structure and opened up new
possibilities. The new array of land rental possibilities
is an example. Now is the time to think broadly when
listing alternative courses of action. There may be
new possibilities available.

Summary
These uncertain times call for a management
strategy involving:
® Emphasis on efficiency, buying, and selling
® Control of risk to acceptable levels
® Constant adjustment of the production system as
product and input prices change.
The future cannot be predicted with certainty. And
you as a manager cannot always be “right”” as you
look back on decisions made earlier. However, you
can analyze the consequences of a decision in
different kinds of future situations, which have a
reasonable chance of occurring. Then you willbe ina
position to take actions which have a good chance
taking you toward your goals; and to avoid actions
which have significant odds of taking you in the
opposite direction.
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