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ABSTRACT

Tim FARM MANAGEI'ßNT LOAN

AS IT RELATBS TO COM'fERCIAL AGRICULTURE

Ìrrr

L. I)o IvIo Lil-OO

The ttfinancial services gaprt presents a maJor problem to farm

oÐerators. This Aan exists to the exLent that the sunnliers and the

users of credit do not fully corumxlicate with one another,

In llght of the problem, a case study of two farms in the

Carman District Farm Business Assoclation was conducted with the fol-

lowing obJectives in mind:

1" To determine how bankers can base loans to agricu.lture more
on the productivity of the loan rrroceeds rather than on the
securi-ty uoon which the loan is based"

2" To determine the nossibilities for more intensive ínvolve-
ment of commercial banking institutions l-n rrline-of-crerlitrr
financing in agriculture"

In consicleration of these objectives, it was h¡rothesized that

the rrFarm Management Loanrr could be used as a more arlequate means of

meeting agricul-tural credit requirements of the fr-rture"
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CHAPTER I

INTN,ODUCTION

TIJE NATTIRE OF THE PROBLEM

The cumulative effecLs of t,he technological revolution in agri-

culture cluring the nast one hundred and fifty years have caused dramatic

chanp¡es in the economic and financial requirements of agriculture in

the nost-\^rar neriod" A recognition of some of the imaortant, changes

taking nlace 5-n agriculture in the 1960r s forms an imnortant backdroo

for Nhe lollowing research in the field of agriculture" There is a

problem lhaL has arisen from Nhe rtfinancial services ganrr. This gan

exisLs to the extent that the sun'.liers and the users of creclit do not

fully comrnunicate with each other, A Canariian agricultural economist

has described the situation as follows:

The oroblems associatecl with crecìit .flor farmers can be
due to the [act that, the neecis have not been stated exnlicitlv
by farm o¡erators ancJ have not been exnlorerì tully b¡¡ the
su^'1liers. The result is that primary agrículture has more
limibecl access than do other i-ncìustries to the general funrl
of savings ín the comnrunit¡r to finance its o.erations" This
situation noses a basig question why the gan exists between
need anrl availability,I

The Lechnological changes that have laken nlace have affected a-Ll

the sunnly industries which serve the agricultural sector" For examnle,

lAnclerson, \{"
to Lhe Agricultural
Vanccuver, June 21 -

J., Funclamentals of
ïnst,itute of Canada"

2l+s L965, nu Iu

Creclit,., Par.er presented
Annual- Convent,ion,

Sounrl
t+5th
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the nrajor feed comnanies have been forced to ad,irrst to these cha-.ges by

offering arlditi.onal services. They have hired men who are traÍnerì in

agriculfure to meeL their needs, The fjelrlmen for these com¡anies en-

counter nroblems which range from recommending feed ratlons to servi.cing

the creriit involved in the transaction" Other institutions which have

had to acìJrrst are the co-oneratives, The banks are one of many such

organizations which have been affecteri by clramatic changes ín the agrí-

cultural indust,ry"

The nurpose of this thesis is Lo cletermine how the commercial

banking institutions can serve fo close the rtfinancial services gaprr,

The Canadian branch banking sysLem can do so by offering a comnlete

Itpackage creditrr servíce or a complete trline-of-credittt to farmers,

inclurling shorf-, inlermedlate-, and long-term credit, At the nresent

time the system is not adequately equinned to provicle the creciit services

to farmers that are neerled"

The major banks in Canacla are becoming aware of the changes that

are taking place in agriculture" Several of the banks have established

agricultural deoartments which are designed to offer specialized ser-

vices in connection rvith farm loan requestso2

OBJECTT¡ES

The solution to the foregolng nroblem would be for the banks to

provide the kind of specializerl credit, service farmers need. There

¿The Royal Banl< of
Department in June, L9Ç7.

Canada established a Prairie AsricuÌtural
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would be much No be gained by farmers who were able to get a comnlete

creclit servic:e from a single source that speciaÌizes in farm lenrling"

From the farmerrs noint of view, a single source of credit woulci

provide him r¡ith pre-loan counselling flrom a staff who knew his business

and were trained to give him eound financial arlvice along with a budget

for advances and repayments" He could benefit from having a single

schedule of renayment worked out in conjunction with his ty,ne of farm

oneration and a source of credÍt when addiLional credit was just,ifierì"

0n the lenderrs side, there woulcl be an arìvanbage in knowing at any

given time what the com¡lete debt nosition of the borrower was and to be

in a posifion to di.scourage unnrofitable borrowing or the over or unrler

utilization of credit, This woulcl tend to strengthen the security of

the lender, in contrasb with a sysùem where credit is obtained in a

piecemeal fashion by farmers from several sources" Frequently, these

sources have little knowl-edge of the farmerrs overall debt nosition,

In light of this, the prl-mary obJective of this stuciy is to

introcluce a ner.r technique whereby the commercial banks could better

serve the needs of the agricultrrral inclustry, Thís t,echnique woulcl

allow the banks to provide a comnlete credit service to farmers through

their rrany rural branches.

The need exists for Lhe banks to adopb a broacler apÞroach to

farm credit neede, H. G" Halcrow stated the challenge effectively when

he said:

Clearly the'siLuation calls for close co-oneration between
the banker anrl the farm borrower, This means careful nlanning
and buclgebíng, but----in many cases more libera] loaning noliciee
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which wì 11 be required if the farm family is to rlevel.op the size
and tyne of uniL best suit ed to modern conditi-ons----, Loans to
farmers should be based on the proclucLivit,y potential of entire
unit rather Lhan the security associated with an j.ncliviclual
oneraLion Successful banking reouires a creclit-line rather
than piecemeal loaning with a series oI short-term obligations----
the objectives (of a farm line of credit) should be to develon
the canital structure of the farm uo to the limlt of^the ol:rera-
torts ability consistent with his desire for income.J

It is thís line of ars.ument that r^rill be exnlored in this theei-s.

HYPOTHESTS AND I'IETHODOLOGY

It is proposed that Lhe ilFarm ManagemenL Loanrr can be used as a

more adequate means to meet agriculùural credit requirements of the

future,

The snecific objectives are:

1. The cletermination of how bankers can base loans to agricul-
ture more on the nroriuctivit¡r of the loan rlroceeds rather
than on the security upon which the loan is based"

2, The cletermination of the oossibilities for more intensive
involvement of commercial banking institutions in rrline-of-
crerlitrr rfinancj-ng in agricul-ture.

, . ,,r . 
.' , ¡,1',:':

The prelirúnary assumptions are:

1" Agricu1|ural prociucers aim to maximize profit'

2" Bank loans in a broad sense faIl short of meeting farmerrs
neerls.

3 " A si-gnificant number of bank loans are basecl on security
rather than on Lhe orocluctlvity of Lhe loan nroceeds.

b" There exlsts a cìeficiency of rrline-of-crerlittr financing in
agriculture 

"

.7

'l{alcrow, H. G., A naner presented to the National Agricultural
Creclit Conference, Cincinnati, 0hio, November 10, f959"
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The [Case Studyrt method will be used on individual farms in the

Carman District Farm Business Associatlon in orcler to j-nvestigate the

third hyoothesis. Three years of farm records will be analyzed to de-

termine the farm loan repayment ability on the basÍs of modern cash flow

techniques" The cash flow analysis provides a unique method whereby

banks can base loans to agriculture more on the productivify of the loan

proceeds" It enables the banking community to judge the merits of its

farm loans more and more on the uses for the funds and total canital

requirements "

It. is 'proposed that a greater emohasis coul-d be placed on the

farmerts skill as a manager, and his expected income rather than on the

security of the loan. Thís lending technique imnlies certain inroortant

considerations. Firstly, iN stresses the imporLance of farm records

and accounts, Although taken by themselves they yield only a history

of past performance, they clo provide a basis for determining potential

income under fhe present farm organizatíon. Äccurate records perni-t

banlcers to properly assess the overall financial position of the farm"

^* ^*^-ì--^.: ^ ^{¡ +L^ -^^^-,1 ^ -^-' .l *'l-i ^n{^ ^+-^-^+!An anarysls or r,he records may indicate strengLhs or weaknesses in the

past perfornance of rnanagement. Second1y, increased emtrhasis on a

farmers nanagerial ability would requì-re Nhem to subnút well-conceived

plans for Lhe future (i."" a buclget)" A useful technique in t'his regard

would be the projected cash flor,v statemenl"

In line with the first consideration, a balance sheet anC state-

ment of profit anrl loss will be drawn up for three years of farm records,

The financial statement wÍII be examined item by itern. A comparative



analysis also will be conducted, followed by a brief analysis using

r atios

BeforeNhehypothesiscanbefurtherexamined,however,ítis

necessary to explore the extent to which new technology has affected

agriculture "



CHAPTER IT

TFÆHNOLOGY IN AGRICI.ILTURE

The ranícl apnlication of new technolory in agriculture has made

it nossible to exnand'the size of farms which Ðossess efficient manage-

ment. Consequently, the larger investment ner farm and ner worker has

made capital the key factor in farrn success" From the view of canÍtal-

ization in agriculture, it shoulcl be oointed out that, there has been a

definite relationshin beLweon the use of research and education innuts

in agriculture anri other l-nnuts" As research and educatíon ínnuts grew

in imporLancee the tendeney was for labor innuts to decrease sharnly,

land innuts bo decrease noderately, and ca^ital innuts to increase sub-

stantially, In other words, research and education have contributed to

the subsïitution of capital innuts for labor inputs in agricultural nro-

duction. The significance of this development in terms of banking needs

and onnortunities can only be comnrehended after examlning nertinent

statístÍcs and facts"

fncrease in_ the Value of Farm Produce

Unnrecedenbed advances in technology have enabled Canadlan

farmers to increase agricultural production about fifty oer cent in the

Iast two riecades" The Canada Tear Book--fg66 takes note of this trend

by reporting the value of aLl farm produce in l-964 at {Þ3tl+55r600r000 for

Canada, excluding Newfounclland. This was a record high ancì exceeded the



9

demorrstrated by the fact ihat in 1911, 5l+.5 per cent of our labor force

was needed in agriculture, ancl in 1961 the percentage hacl declínecl to
I

I0.0 per cenl.a As at October, L966, only J"5 per cent, of the labor

force was emnloyed in agriculture,5 The increase in output per man-hour

on the farm is at least as high as ln ínriustry. The Royal Comnússion on

Canadats Economic Prospects reporterl that rrwhen it is stated--as is trrte--

that prod.uctivify in agriculture is lower than in any other sector of the

Canadian econofi\y, it nust be remembered that output per man-hour on many

Canadian farms is probably at least as high as in many manufacturing

concerns. Idhen attenfion is drawn--as it should be--to low average in-

comes in agriculture, it nrust be remembered that some Canaclian farrners

make wi.th fair regularity an income t,hat many of their fellorv citizens
/

v¡ould €nuytt"o A recent thesis completed at the University of Manitoba

reveals that farm outnut in Canacia has increased continuously ciuring

the periodLï3L-I96L"7 Mackenzie stated that in the period:rgLT-Lg5L

agricultural productivity rose 63 per cent"8

&¡ominion Bureau of Statísbics, Ottawa, Canada Year Book, L966,
p" 5L2; L9L5, p, ?1.

5Econol]l& Surveys, Organizabion for Economic Cooperation and
DevelopmenÇffis-W

A^'floyal. UofiÍnrss1on on Canarl.ars Economic frospects, Final Renorb,
November, L967, p. 150"

7K.rl"h"""htha. S. 8". Comt-,arison of Farm and Non-farm
i-n canada L926-L96r, (pr'o D. t-tãliEE'i""r"îfloFTatliioba.

AöMackenzie, William, Comparative Resource, Productivity, and
Income Eff ecfs of Canadian and United States Farrn PoLicies, J:j" L,
!oI" /147, No; 5, Dec. 1965, p" LL37"

Income s
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This decline in the size of the poÞulatíon found in the agricul-

tural industry relative to the total population is a positj.ve indication

fhat Canada has a developin6¡ econorqy, characterized by a growi.ng seconcl-

ary inclustry, (fatte t).

The totar farm population has decrlned rapidly since 194r.

According to the Census, during the perioC 19/+l-196I tfre number of

occu¡ied farms decreasecl from 7331000 to l+8orzg3 resnecil_vely (23 per

cent)" However, while the nurnber of farms has d.ecreased. the phvsical

volume of farm nrociuction has ri-sen"

Increase in fhe Size of the Farm Unit

The reducLion in the nrrmber of occupiecl farms in Canacla has been

associated with a consoli-dation of farm units" As a resulf, there has

occurrecl a considerable increase in average number of acres per farm,

(fa¡fe n)" Although the average farm has exLen<leri its acreage by more

than !0 ner cent in the period 19Àl-196I, the largest j_ncrease has

occurred on the Prairi_es.

this increase in the size of the average farm and the increase

1n the efficiency of farmers together wi.th a declining farm labor supnly

has been made possible by the following develonments:

I" Large-sca1e mechanization

2. Better farm methods

3, Betfer crop varieties

4. Greater nroduct,ion per animar due to improvemenL in breeriing
and increased feeding efficiency
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TABLB I

TREND OF THE FARM POPULATION
AND TT'S RBLATION TO CANADAIS TOTAL POPULATION

Year Rural
farm

Rural
Non-farm

Farrn
Urban as

of

*^*"1 ^.t- i a*uvPqrG vrv¡¡
per cent Total
total

19Ì1

L92L

l-93L

I941

'ì q5'l

L96L

N.A,

N.A"

N"A.

N,A"

2,9n.,732

2,0721785

N.A.

N.A,

N.A.

N.A.

2,553 uLtvt+

3 
'L+65 'O72

3 
'272 '91+7

l+1352rI22

5,5721058

/ 
^F^ 

t1/oel)1e4LA

A ,AA AFõ
0 rn<ó e /.) )

L2,7Oo,3go

7 ,206,6t+3

8u787 
'91+9

1^ õñ/ ñ^fLVr)(n, (öO

ìa F / /ÊrLLr)vD eA))

LL+rO09,l+29

LBr23Br2t+7

5l+.58

)v "4ó

4() "rv

4) ooo

20.18

LT"37

i,lgte: Rural population is defined as that part of the total population

which resides outside cities, towns and incornorated vi.llages" Separate

farm and non-farm figures are not available for the 'rreriorl 19I1-I9l+1.

the rural population figures hiere 31933'6962 l+rl+351827; l+18141728; and

5 1251+1239 for the lour decades respectively. Here, the nral population

excluded all citíese towns and villages of one thousand or more popula-

tion, whether íncorporated or not, for the decade 1951-196I"
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TABLE IÏ

AVBRAGE FAFJ.{ SIZE
TN SELBCTED PROVII\IC]¡S AND CANADA

r931-1961
(in acres)

Province 193L 194r L95L 196r

Nova Scotia

Ontario

ì,lanitoba

Saskatchewan

Alberta

109

llo

4¡ /

4YO

1ó1

-r_Io

Lao

4'1L

4)¿

l+31+

L35

I 1Y

hh( )

527

178

4¿V

ÔÕo

o4)

Canada 4)l 279 359
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5 " Improved non-farm J"nputs--commercial fertil-izers, chenrical
pesticides, insecticicles, etc" Farmers have res.onded to
these inputs. For examnle, fertilizer sales on the prairies
increased from {i6.3 n'.i-Ilion in 1956 to $|62 nrillion jn L966.

This has resulted in a widespreacì. substitution of capital for farm labor

leading to an agricultural industry which has been transformecl from a

labor-intensive to a capital-intensi-ve acti.vity. The average canital
j-nvesLment wâs ,qì27r353 per farm in 1961,9 0f the ]11+01260 farms with

sales of {ù5r000 or over, the capi-la} investment per farm was almost

double this amount. (taUte III)" Specifically, 30 per cent of the

comrnercial farnrs produce almost J0 per cent of fhe total agricultural

output, their average investment being #5Orl+23, as compared fo ;ülfr9O4

for the rrnon-conmercialrr farmer. The average capital investment per

farm in 1961 was almost five times the 19À1 investment.

This trenC toward fewer farms using more capital and producing

a larger quantity of products has definite implications for all seg-

ments of the Canadian economyé From the viewpoint of the individual

farner, the ability fo acquire suffÍcient capital is becoming crucial.

The farm nanagerr in addition to being confronted r^¡ith more complex

ooeration oroblems, rnust be flexible enough to reorganize his business

constantl¡r as techniques change. This frectruently rÌeans that he must

acquire substantial adcliti,onal amounts of canital,

Thus the commercial farm has changed over fhe pasi one hundred

and fifty years from a self-sufficient type of operation to a comnlex

9Dorinion Bureau of Statistics, Ottawa, Canada Census, 1961"
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TABLE TTT

ECONOIVJTC CLASSTFICÄTION OF FARì,Í.S
CETISUSI96l

Number of Farms 'Ã of lota:.Type of Farm
Sales

Over $25r0OO

15,000-21+rggg

I0,000-14, ggg

5r000- 9u999

3,750- hoggg

2r5OO- 3 r7t+g

11200- 2rl+gg

9,507

14,411

¿) gYa)

. gort+Lg

| 
^ 

ñFl
47 s ()4

69,o23

94,255

)(\

3.o

ËI) o+

r-Õ. u

r0.4
'1 |-L4a4

Avg. ïlvestnent
PâF H'Fh ql:

-.v¡ rq¡¡¡r g:1

L22,57O

r7A 1 r7E
tJgLl)

5l+ 
'906

37,925

27 o78z

22,597

17'098

All- Commercial Farms â ra 
^^^))) e17) 32,908

Small Scale Farms

Part-Time Farms

Other Small
Scale Faryns

Residential and
Other Small Farms

Institutional
Farms, etc"

Total Other Farms

Total - All Farms

37 o6l+5

l+5 r3oT

l+3 r85O

11J4

r27 r6to

l+Bo rg03

l.Ö

9.1+

o'ì

.o "Q

100" 0

'1 ô 1^^L¿-, L\J\J

'ìa a/rtt e )D)

ror5L6

'l?Q 
"ro"J/9tL/

L< I LVY

Source: Dominion Bureau of Statist,ics
Ottawa: Queenr s printer, Census- of Canada, Agriculture, 19ÁI
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specialized enterprise, l'J'hereas the farrner used to nroduce all his

food and. cloLhing needs and sel1 Iítt.l.e of his produce, now t,he morlern

com¡nercial farm family se1ls nearly alI of its ¡rocjuce, The typi.cal

Canadian farm t,oday nray be a grain farrn in Saskat,chewan wilh an average

farm size of 825 acresr a tobacco or hog farn in Ontario, an egg factory

in f,lova Scotia with flocks of 2001000 bircls or more, or a fruit farm in

Brifish Columbia. It becomes evident that the commercial farm tocìay Ís

noì; merely lancl, machinery, livestock, and i.nventory itens, a1.ong with

enough labor to operate, but a business requiring Lon-flight managemenr.

The top one-third bo one-ha1f of our corlnercia1 farms require high level

managerial abitlty to co-ordinaLe the resources into a profitable oner-

^ +.: ^-é Uf,Ull o

THN CHALLEIùGE OF A CHA}JGING ¡.GR,ICULTURE
T0 C0ì''i]'[iìCfAL BAI]-¡{ING

Todayrs coirmercial farming operation is a business and one that

is challenging agricultural l-enders to treat farm credit on arrbusinesstr

basis. It has been estimated that the demand eor credi| by farmers in-

creased from approximatel.v one billion dollars to 2.9 bitlion dollars

during the period I95L-I965, (taUte lV)" It is consis'bent rvith t,he

'dra¡natic changes in t,he economic positíon ancl financial requirements

of agriculture that farm"ers have come t,o depend on creclit to an increas-

.ing extent. The nature of Lhe agricultural industry places credit in

a position of particular imnortance in agricultural finance.

The necessity for farmers to com¡nand larger anounts of capital
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has brought about innovations in financing. To íIlustrate, capital

ioday is often made available to farm producers through sunpliers,

processors ancl speculators, ïn many commercial feeding operations, the
!

operator may finance his land, builciÍngs, ancl equipmenL through a fÍnan-

cial institution, but have a large nart of hls operating canital nrovided

by suppliers ancl p"oc*åsors. Such arrangements nrake it possible for the

individual operator to obtain more capital and, in many instances, to

help spread risks. Various Lypes of vertical integration and contracb

arrangements have been develonecì to enable farm operators to obtain

large amounts of capital that are frequently nocessary for efficient

operaLion" These d.evelonments also have been resoonsible for the use

of more merchant ancl clealer crerlit by farmers.

The changing character of Canadian agriculture indicates that,

in the fuiure, management w-ilt become the key to successful farming"

Therefore, Ít becomes imperative that the banking institutions adopt

a lending policy whereby management is emphasisecl. Such a lending policy

would result from the adopLion of the Farm Management Loan. This loan

as illustrat,ed in Chapter V prorricles a means whereby bankers could lend

to agriculture more on the product,ivity of the loan procee.ls" The tra-

diLional concept of collateral security assumes a seconriary position--

important but, not sufficient,

The Farm Management Loan was proposed as a means whereby farmers

would receive a singl-e source of credit, which woulcl provide short-,

infermediate-, and long-term financing" Therefore, a thorou,qh examina-

tion into these three types of financing will be conducted"



A RtrVÏET^I OF

CHAPTER TII

THE BXISTTNG TYPES OF CREDTT
ÏN AGRICULTURE

The primary obstacl.e to the rrpackaged creditr¡ service or complete

Itline-of-credittr offered under Lhe Farm Management Loan will be reluc-

tance of the charLered banks to re-enter the area of long-term credit"

Consequently a major porLion of this chapter will be devoLed to an ex-

tensive discussion of this fie1d" The feasibility of the banks moving

into long-a"T lending wj.l1 be agsessed in vlew of the credit inslitu-

tions already ln this area.

Farm credit is generally classified under the heading of three

categories based on the purÌlose and maturity of the loan: shorb-,

intermediate-, and long-term credit"

Short-term Credit

Short-term loans are those which mature in one year or less

from the time the loan is granted" They are designed to provicle the

funds necessary to pay the ooerating costs of producing farm crons

and livestock. Bankers have long sunplied farmers with operating loans

for seasonal farm production. The maturity dates on these loans run

fron simple ninety-day¡ to six month, or one-year notes" The funds are

transferred to the use of the borrower when a note is aporoved, ancl the

note requires a lumn-sum renayment at maturÍty" Such loans, being pro-

ducti-ve in nature and possessing short maturities, seem to be a welcome

part of the bankrs loan portfolio" Loans of this nature serv-ice such

items as feed, seed, fertilfzeru feocler cattle, hogs, noultry, machine
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operation, repairs, and other current exDenses. There are three general
reasons why short-ferm funds are requì.red by farmers:

I, To pay current operating exÌlenses.

2" To make inLermeaiate-term canital investments.

3, To consolidate and pay other debtso

To t,he extent that there is heavy farm bo*owing on short terms for
intermediate-term Durnoses there would anpear to be some weakness in
the bank farm lending poricies. Loan repayments should be snread over

the producLive rife of the asset. The maturity of the roan must be

timed r^rith the marketing of the crop or livestock with which the loan
ie associated and repa;yrnent should be made with bhe specific funcls from
the venture whích was originarry financerj. For examnle, the maturity
of a loan to nurchase feeder caftle should coincicie w-ith the nroposed

Lime the cattle are to be marketed. rrsince every loan is for a snecific
purpose, the repayment terrns should be ln line with operatÍng income and.

the time when it will be available¡r"I

The principar sources of short-term credit in Agricultwe are

shoL¡n in Table Iv. Along r¡rith commercial banks, creclit uni-ons, finance
companj-es, dealers, and nrivate indivicluals comprise the maJor sources

for short-Lerm loans, The vorume of short-tern creciit has sho,¡¡n a

continuous increãse anrl reflects the increasi-ng volume of innuts ner

't
-American Bankers Association"

!-." Ig"l gr,?, Agricultural Conlnissionr'
Nerv Tork, r\,T., L95Ts p" 23.

Intermediate-Term Bank Crerjit
Amer:-can Uankers Association"
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producin,g acre. rrThe transf ormation in farndng has expanded greatl_y

the clemand for oneraLi.ng credit. A sharp íncrease in cash onerating

capital was inherent in the adontion of technological ímnrovements i.n-

clurling mechanlzation and sneclalization. Mechanizati.on involved new

cash requirements for fuel and repairs" The increased use of fertil-

izerso pesticirles, antlbiotics, ancl nrepared foods all acìcleci to the cash

or credit needed. to carry on the year to year operaLlone of modern

f arnstt"2

Int ermecliate-term Crerlit

Internediate-term credit is that extended for pwchases of

assets that have a nroductive life in excess of one year (usually oay-

able within three to ten years). These loans may be made for such pur-

poses as acquiring livestock breeding herds and herd reulacemenLso

machinery and equinment, rlralnage, pasture restoratíon, and to provide

for other needs that involve credit for more than one yearrs duration.

The Federal Government was encouraged to enact legislatlon rvhich

would induce the chartered banks to enter the intermediate-terrn credit

fie1d" Precedlng the acloption of the Farm Imnrovements T,oan Act, there

was a l-ack of interest in thís area by the banks" The reason for this

attiturle resulted from.a lack of qualifiecl personnel on the bank staff

whlch could f,roperly access the risk in granting loans to agricul-ture,

This conclusion is suoported by the following testj-mony:

2¡oeri.can Bankers
Agricull"ural Commi ssion,

Association, Agricultural Production linancing,
New ïork, N.Y., I95L, p. 11,
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----In the nostwar neriod, these commercial short term lenders
(charLererl banks incl-uded) had exnanding opportunities in non-
farm lending whÍch anneared more nrofltable anci l-ess risþ than
farm loans" They tended to give these non-farm loans oriority
in their nostwar exnansíon----banks were uncertain abogt, farm
lending as a result of their oxnerience in the 19301s,,

Ït should also be oointed out thab uo until the recent revíslon

in the Bank Act, the cornrnercial banks were not nermltted to accent flarm

real estate as security for a loan" Statutory restrl-ctlons of this na-

ture may have regulted 1n a rationing of lntermediate-term credlt to

farmers "

The Farm Improvements Loan Act was nassed ín 19À4 to oncourage

the commercial- banks to extend a greater quantity of intermerliate-term

credit to farmers, In 1961, the Industrj-al DeveÌonment Bank also began

granting t,his tyne of credit to farmers" The defÍnitlon of Itinciustrial

enternriserr was broadened to íncluda the agricultural sector, Dr" Gllson

indicateso ttln addition, thab part of the credít exbended under Part TII

of the Federal Farm Credit Act may be classed as intermediate-tern credit

in the sense that t,he norbion of the loans secured by chattel mortgages

are re¡ayable within ten yearsrt.l+

Interrnediate-term loans are usually loans securecì. by a chattel

mortgage, a sales eontract, or other form of seeurity agreement. Com-

mercial banks in Canada are oermitted to make loans to agrícul-ture uncier

?
'D" '[,{, Carr & Assocíates, Farm

oreoared for the Royal Commission-õñ-
Credit In Canacia, ldorking Paner

an<l Finance, Ottawa,Banking
November 1962, o. 53-l+.

I.*Gilson, J" C., Farm Credit--The Current Situation ín Cana.la,
prenared for nresenLaLion to bhe 5th National Farm and Business Forum
soonsored by t,he Agriculture Bureau of ltllnnineg Chamber of Commercee
March 19, L96l+"
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Sec|Íon 86 and 88 of the Bank Act. Section 86 permits the bank to

acquire and hold any warehouse receípl or bill of lading as security

for the payment of any debt incurred in its favor, or as security for

any tiability incurrecl by it for any Ðerson, in the course of íts bank-

lng business, Section BB of the Bank Act permits advances to be made

to farmers upon the security of:

Section SS (I)

(c)--crops growing or produced upon the farm

(d)--to r,* ,""*ut

l.--for the purchase of seed grain or seed potatoes,
unon the securi-ty of r,'¡hich the seecl grain or the seed
potatoes ancl any cron to be grown therefrom

2.--for the nurchase of fertil-izer, unon the securi-ty
of the fertilizer and aT\y croÐ to be gro'¡In flrom ]-and on
'r^Ihich, in the same se&son, the ferti.l-izer is to be used, and

3"--for the nurchase of bi.nder twine and the cron in the
harvesti-ng of which the binrler twine is to be used;

(e)--to any farmer or bo any person engaged in livestock
raising upon securit¡' e¡ l-ivestock, but the security taÌ<en uncier
this naragranh is not effective in respect of any livestock that
at the time the security is taken is, by any statutory Iaw that
was in f orce on the lst day JuIy, L923, exernpt from seizure unrler
wriLs ofl executÍon;

(f)--to any farrnor for the purchase of agricultural imple-
mentse uoon the securit"'¡ of such agricultural imnlements;

(S)--to any farrner for the nurchase or installation of agri-
cultural equinment or a farm electric system, unon the security
of such agricultural equipment or farm electric system

(rl)--to any farmer for

l.--the repair of an agricultural i¡rnl-ement or of
agricultural equinment e

2"--the alteration or improvement of a farvn el-ectric
system,
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3"--the erectíon or construction of fencing or works for
dra-inage on a farm,

À.--the consLruction, renair, or alteration of, or makin¡¡
of adclitions to¡ any building or structure on a farm, and

5.--any works for the improvement or develonment of a

farm for which a -flarm i-mprovenrent loan as defineci in the
Farrn Improvement Loans Act may be nade, upon the securíty of
fficffiãf i.n,pternent,s, but security taken under this para-
graph is not effective j-n resnect of any agri.cril-tural im¡-
l-ements, that, at the time the security is taken, are by
any statutory law that was in force on the Ist day of
september, I94l+, exempt from seizure under writs of execu-
tiontt , )

The availability of crerlit under Lhese sections of the Bank Act has con-

tributed greatly to the develonment of the farm enterprise ancl the farm-

servÍce industries. Along with cornmercial banks, supply comnanles,

credit unions, and private inrliviciuals furnish the bulk of the credit

necessary to handle these loans" The commercial banks through their

Farm Imnrovement Loans are the largesb source for interrnediate-term

credit, loaning apnroximately 45 oer cent of the total in 1965 
"

(taute rv).

The factor of fundamenLal importance in the success of this type

of loan ís t,he corelation of the paylr,ent program with the repa¡¡ment

capacity of the borrower. Loan pa¡nnents are characteristically made

in annual or seasonal instalments over the term of the loan' It is

desirable that the term be consistent w-ith the life of the item nur-

chased anci rena¡rment completed before the item is no longer serviceable.

26¡vernment of Canqda, The
2)rd TtIarch, 1967, p. 67-68"

Bank Act, Chapter 87 assembled to
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The funds for making payments could come from depreciation allowances

or the net profit derived from the productivity of the item for which

the loan was advanced"

The need for intermediate-term credit is the result of large-

scale mechanization of farms anri a more exbensive size to the farm r.init"

More capital is required and to the exbent that it has been

forthcoming it has contributed greatly to the mechanization of agriculture.

It allows the farmer to maintain and manage his workÍng capital- while

acquiring the capital items needed in his oneration. The increasing

imnortance of int,ermediate-tern credit in modern agriculture is described

by R" S, Rust in the following quotation:

Onnortunities for banks to provide betLer overall farm
financial programs are increasing and raniclly changing,
Dynamic developrnents in rnechanization, expansion of livestock
enternrises; :ancl:higher cash oneraling expenses are clear
evidence t,hat banks r.rilI be charged r^¡ith the responsibility
of serving far:mers with more c¡edi| on an intermediate-term
rena¡rment basis in the future""

Commercial bank policy is not alone responsible for the existing

gap between the demand for, and the supnly of short,- and intermediate-

term credit, Banks have been frustrated by certain statutory restric-

tions. Firstly, the interest rate chargecl on a loan should reflect the

risk involved in making the loan" Formerly, under Section 91 of the

Bank Act, a bank could not charge a rate of interest or discount higher

than 6 per cent per annum on any loan or advance payable in Canada,

oRust, R" S., How }rmch Farm Credit in Canada, The
Annalisf" February, L963 

"

Economic
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This 6 per cenL ceiling may have nrecluded the banks from attractive
lending business in agricul.lure. However, Lhis obstacle has been re-
moved by the recent revisi-on of t,he Act. secondly, the max1rnum rate of
interest banks can charge on loans granLerl under the Farrn rmprovements

Loan Act or LgLl+ is 5 per cent, This Act was lntroduced as ran Act to
encourage the provisi-on of Intermediate-Term and Short-Term Credit to
farmers for the ImprovemenL anri Development of Farms, and for the frnnrove-

ment of Living concjitions thereon",T rts original purnose vras rlesinred

to encourage a high level of emnloymenL and income after i¡Iorlcl l{ar ïï
Many argue that the 5 per cent interesL rate is unrearistic when in
.periods of tttight money policytr the bank rale exceeds the rate of inter-
est the banks can charge their custorners. For exampre, ch"ring November

1967, the bank rate was increased to 6 per cent. Hence, Ít is not too

surprising that the banks are somer^¡hat hesitant to lend money at one ner

cent below the rate which is designed to refl-ect the financial climate
in the country" In neríocls of trtight-moneyrt the banks have been 1oanj.ng

to far¡ners under the farm improvement loan, to maintain goodwill. rt is
interesting to note that during the earry rJ5grs the 5 per cent interest
rate was feasible" The. bank rate did not exceed 3 per cent until April {,
1956' rt was as low as r) per cent during L955. However, at present in-
Lerest rates in the money marke| the co¡rrrnercial banks have no particular
incentive to rnake these guaranteed l_oans"

_ 7gy-Laws, The canarlian Bankers Association" statutesThe Bank Act.and Related Statutes, Chapter 4A, p,--iZffi
of v@lldr;da



26

Long-term Credit

Long-term credit is usua1-ly clesignated by farrn loans secured

by real estate mortgages, the rena¡rment of which rnay extenci un lo twenty-

five years. or longer" Most loans require annual payrrents which include

payment of j-nterest nlus a nortion of the principal"

The most common sunoliers of mortgage loans are:

1. The Federal Government, through legislation under the Farm
Creclit Act, and the Veteran¡s Lancl .Act"

2. The Provincial Governments.

3 " The life insurance comÐanies

¿+" Private individuals.

Table fV shov¡s the amount and proportion of real-estate loans

supplied bJ' each, Long-term credit to farmers by prívate individuals

(mostly far¡ner owners of the land) is supplied v¡hen the latter sell

their lands under Agreement for Sale, or for some, a down payrnent nlus

a first mortgage on the 1and to be purchased.

A BRTEF HISTORY OF LCNG-TEF"I,I CREDIÎ TN C,L\IADA

Historica1ly, far¡ners ín Canada were deoendent unon credit

instít,utions that r^rere sÐecialized maÍn1y in non-farm lenrling, Long-

term lending was initiated. during the lat|er oarL of the 19th century

with the formation of building societies and later the trust and }oan

comoanies. During this early era, any nublic credit was limited fo

Iand grants and assistance to aid settlement. This perioci was charac-

terized by high interest rates on mortgages, linrited funds and unreason-

able repayment terms,
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The early 20bh century rnarked a change in the attitude of investors

in farm mortgages. Domestic and foreign sources directed amnle funde to

the lenders of mortgage fr:ncls. By 191À¡ more than {þ20010001000 in farm

mortgages were outstancling in Canada by trust, loan and ínsurance com-
ô

panies." However, the conditions and terms of such credit proved to be

incompatible with t,he ability of farmers to reoay the loans. For example,

any loan funds invested in agriculture came at high interest rates rang-

ing from eight to fift,een lrer cent. The best repayment period to be

obtained was five years" Äs a resulf, farmers either lost their farms

along with any down paynent or v¡ere forced to refinance the loan at an

additional cost. Spokemen for the farmers began to urge that the govern-

ment shoulcl come t,o their assistance"

The mortgage and trust companies continued to dominate the rnort-

onoa lanrìino field in the 1920ts. It was not until the farm clepression

of the 1930ts that their enthusÍasm became dampened" Their losses were

índirectly the result of failing to understand the nature of the agrí-

cultural indusLry" The outstanding farm mortgages and agreements for

sale, held by the mortgage compani-es, declined steadily between I92B and

L952t falling from $1831000,000 in L928 Lo $35r0001000 in 1952"

The first intrusion by the government ínto the commercíal lenci-

ing field came in I9L7 " This development was recommenderj. by a Commis-

sj-on on Agricultural Credit in Saskatchewan" The Province of }lanitoba,

ö̂Easterbrook, l{" J", & H" G.
Toronto, L958,

J" Äitken" Canaclian Economlc lli e* n¡r¡¡r¿evv¡.Y t
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closely followed by Saskatchewan and A1berta, passed legislation designed

to protect farmers from foreclosures. Manj-toba and Saskatchewan actually

pu'r, the l.'qislation into o¡eraLion under Loan Boards, while Alberta never

put it into force. Active loan operations were camied out by these

.two provinces until L923 " After 1923 lending declined until its cesa-

tion aL the begiruring of Lhe depression" AII loans made have since

been liquidated"

In 1927 tne federal government passed legislation to create the

Canarlian Farm Loan Board but due to the deoression it was not estab-

lishecl until L929. The prrrnose of the Board was to make long term mort-

gage loans to farmers on the security of farm land. The operations of

this agencyrs successor, the Farm Credit Corporation, will be discussed

later.

No history of long-terrn farm credit wouki be comnlete without

reference to the Dominion Soldier Settlement Board established after

Idorlcl llar I. 'It was designed to aid in the settlement of ex-servicemen

on farmland. In addition, it helped finance the purchase of livestock

and equipment used to work the land" This Board rvas replaced by the

Veteranrs Land Act in I9l+2.

SOURCES OF LONG-TERJ{ CREDÏT

Provincial Farm Credit Program

During the depression the provincial farm creclit agencies graclu-

ally ceascd operatÍons" By 1940, only the Province of Quebec remained

in the farm lencling field" However, iL did not enier until 1936 with
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the nassing of the Quebec Farm credib Act. This l-ate entry al]owed the
province to escape the row yierds ancì prices which had characterized
f arm incorne since Lg2g,

The rapid changes following 'rüorrd l'trar II outrined in Chapter ï
put increasing internar pressure on the provinciar governments for
greâter parbicination in the long-term (mortgage) credit fierd. conse_
quently, by L959, nine of the ten provinces were once agai.n actively
engaged in extencling mortgage credit to farners. nNew farm creciÍt leg_
islation was rrassed by Ontario in 1952, Newfoundl_and ín ]]953, Nova Scotia
in 1954, Albert,a in 1957 o Manitoba in r!!g, prince Edwarcr rsranci and

saskatchewan in L959. Amendments to existing farm credit regislation
were macre by both New Brunsr,¡-ick and Quebec during this perío¿,,,g

l.fanitoba

rn 1958 the Province of Mranitoba enacted regisÌation which pro-
vided creclit to farmers under the Agriculturar credit Act" This act v¡as

subsequentry amendeci in r95g, r9ó3 and again in L965. The Act is admin-
istered by the Manitoba Agricurtural credit corporation and was intended
to serve the folloiving nurposes:

1. To provide for long-term loans to farmers.

2' To assist farmers in esfabr-ishing and deveroping familyfarms as economic unibs"

3' To aici in the transfer of famiry farms from father to son.

'Rusb, R. s., Farm credit Legisration rn canacra, The EconornicAnnalist" Volume XXXIV, Nors" 5-6, O;i.-;;..ó;":; I96i:-' - 
-'-'
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l+" To assist in the rehabilitation of family farms that are
unecononric into units that are economic.

5" l:";ii:"]åii::';*;l':il'*"::'lålities incurred ror nro-

Loans made by the Cornoration to the farmer are extended under part I
and Part ÏÏ of the Act," The corporation is not permitted to rnake loans

of an annual nature (short-term).

under Part r, loans may be exLendeci for the purchase of Iand,

erection, or improvement of farrn houses and other builciings, permanent

improvernents such as the crearing, breaking, draining or fencing of
land; the dischar€¡e of debt; the purchase of lÍvestock anci agricul-tural_

imolements. Loans erbenrled under Part I of the Act are of a l-ons-term

nature 
"

Under this part of the Aet, the Cornoration may make loans uo to
eighty per cent of the anpraised value of the security to a maximum of

$301000. The security on the loan is a first mortgage on all the land

in respect of whic¡,tr¡s,loan is r¡ade.
,,..I:., -:j

The interest, ratê' is set by the CorporatÍon and is based on the

rate of interest at which,the }fanitoba Government would boruow money

on the security of its debentur"s.I2 A special provision is made for

1%n" author is grateful to ì4r. Lorne Leggat of Manitoba Agri-cultural credit corooration, i.linnipeg office, for information on theo¡eration of the Cor",oration"
llAr, 

""onomic 
farm nay be defined as one or more farms formilg asingle unit. The revenue from this new unit is sufficient to enabl-e the

owner to supÐort a family adequatery, to maintain the soil nroducLivity,io provide for the upkeep of the buildings and meeL his obligations"
12Qr,. cit., g
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young far¡ners (zt - jJ years of age) whereby the rate of interest
charged i-s one and one-half ner cent less than the established rate at
the time the roan is granLed. rn addition to a lower interest rate of
4å per cent, the yorrng farmer is granted an additional five year neriod.

to discharge the crebt, At present, the roan is to be repaid in the way

of equar annuar instalments of principar plus interest sufficient to
ciischarge the rjebt in not more than JO years,

There are certain conditions uncier which the r-oans are granted"
The anpricant must be a resident of Mani.toba and have resicleci in Manitoba
for three years preceding the date on which his appl.ication was receivecl"
i{e must have been engaged in farming in the province during three of the
five years nreceding the date of the a¡nrication" under exceptionar

circumstances the corporaiion nray waive this stipulation if it is of

. 
fhe opinion thaL the annricantrs knowledge of farnring is sufflicient,
The directors arso consicrer such qualifications as a Ðersonfs past

record, credit rating, long-run nlans, etc"

ïn contrast to part r of the Act, roans uncer part rï are of an

intermediate-term natur". The purpose of such roans is the expansion

anci Í-mprovement of beef cattle herds in the province. Under this part,
the Manitoba Agriculturar credit corporation may make loans un to a

maximum of {rl0r000 for a period of uo to ten years" The in¡erest rate
at present is six per cent ancì is to be oaid each year arong with a þor_
tion of the princinal. There is no reductlon in int,erest rate for
farmers between the ages or 2r and 35 years under this nart of the Act"
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Sa skatcher^¡an

Long-term credit is available in Saskatchewan under the Family

Farrn Credit Á'ct , L959, whose DurÐose is to provicle a source of cred.it

for the establishment and d.evelonment of family farms as economic units"

The Act is arindnisterecl by fhe Co-onerative Trust Comnany rvhich

finances fai'm loans by selling securities backed by the Saskatchewan

Governraent ancl yielcling. a /¡| per cent int,erest rate,

The maximum loan is establishect aT, $,25r 000 or eight,y per cent of

the value of the asset whichever is greater for the loan is a firsr

mor|gage on the land. These loans are available onlv t,o fnrme¡s v¡ith

assets of less than {ìJ1r000. The farmer is gi-ven up to thirty years to

renay the loan ¡rovided he is less than forty years of age. The inter-

est rate i" "tip,rfated at 6! per cent and includes a life insurance

coverage

The provincial government guarantee provicles remuneratl-on of up

to ten per cent of the total loans made by the Trust Comoany.

Albertg

Albertat s Farm Purchase Credit Act, passerl in L957 u provj-des for

Iong-term loans to farmers from a revolving fund administered by a MunÍ-

cinal Purchase Board" The purç,ose and conclitions of Nhe loans are sirni-

lar to those of M¿r.nitoba and Saskatchewan.

Any loan extended under this Act must provicle for an economic

farm unit as judged by the Board" Under the terms of the Act, the per-

son sellíng the nroperLy must finance at least 30 ner cent of the selline
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Ðrice. Furthermore, the person buying the land must contribute a nrini-

mrin of 20 per cent of the purchase nrice of lhe land. The provincia.l-

government aclvances the rernainíng JO per cent or {i2lr.r000, whíchever is

the lesser amount. The loan niust be repaid r,¡ithin twenty years .

The interest rate to the purchaser is I per cent ancl includes

life insurance for the arnount of the }iabilily. No loan can exceecì

twenty years duration or until the lenclerrs sixLy-sixth birthday, whjch-

ever occurs first"

0ntario

Long-term financing is available No qualified young farmers in

Ontario under the Ontario Junj.or Farmers Establ-ishment Loan CorDoration.

This body v¡hich became active in 1952, susnencìecì operat,ions in 1959e

but was re-established in 1962 as a measure of sunnorN for the famil¡¡

f arm"

In orCer to qualify for a loan uncler the Act an applicant must

be between 2I and 35 years of age and a resident of Ontario for at least'

three years nrececli.ng the Lime of application. He must have at least

three years of farnúng experience. AII- loans are secured by a first

mortgage on the lancls farmed by the borrower and must not exceecl eight¡r

per cent of the annraisecl value of the security, or {i40r000 whichever

is the lesser.

The interest rate is I per cent, payable in instalments along

with a portion of the principal" Payment of principal is waived on the

first installment. No loan is to exceed thirty years"
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Life insurance ís also required under the nrovisions of the Act

.on loans over $20r000"'

Quebec

Mortgage credlt is avaíIabie to farmers in the Province of

Quebec under the Quebei Farm Credit Act of 1936, administererl by the

Quebec Farm Credit Bureau. The Bureau has set un a rather elaborate

organizat,ion including several Branch offices and a large fielcl st,aff

in order to carry out its 
,functions 

effectively"

The Quebec GovernmenL decicìerl to enter the field of mortgage

crediL at a Limo when the rì.enression ìdas ending, Their objecLive was

to strengthen the weakenecl agricultural economy of the nrovince"

Large Ínvestme.nt, required to nurchase modern machinery and other equie-

ment ín oriler to agaÍn rnake farmÍng a profitable business, was not

for"thcoming from the nrivate sector. llence, the government began ex-

tending long-term loans with very low interest, rabes and lfberaL terms

for reoa¡rrnent of t't¡i¡1çinal ,

The Act, orovides for two types of loans:

1. Loans to farmers who are alreacìy established in farming.13
(Section I (d) of the Quebec Farm Credit Act.)

Creclit may be obLained for the purchase of, or imnrove-
men| to, farm real estate, to consolidate debLs, Lo construct
and repair essential buildings, and for other necessit,ies.
Loans may be made un to 80 ner cent of the annraiserl value of
the securíty or {|15r000, whichever is the Iesser" Security

I3or," cit", 8, p, 11,
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Ís gained by taking a first mortgage on the land. The ternt
is not to exceed thir|y-nine ancl one-half years. Pa¡rments
of twenty dollars -ner one thousand borror,veci are made semi-
annua1ly, inclucling ¡rincinle and interest. The interest
rate is two and one-half per cent, per annt).m.

2" Loans to ¡16¡¡9 farmers for the purpose of nurchasing an
economic farm unit. (Section I (e) of the Quebec Farrn
Credif Act)

The anolicant must be between the ages of 2I lo (0 years"
The conditions of the loan under this sect,ion of the act are
the sane as above with the following excentions:

a. The loan is not to exceecl Ç0 per cent of the anpraised
value of the security or {i15r000, whichever is the lesser"

b. It is obligatory for the anplicant to carry life insur-
ance in an amount eqr.rivalent to the size of the loan.

c, There is a soecial rebate of one-lhird of the amount
of the loan, un to a ma.ximum of $3r0OO, to be granteci
to the farmer proviciecl he has lived on his farm for ten
years following the signing of the note 

"

The value of the farm '¡¡hich is offered as security for the loan,

is determined by means of an on-the-snot aonraisal of the land and builci-

ings. The livestock and equipment are not speciflcally taken'into

account 
"

New Brunswick

Long-term creclit is ext,ended to farners in Nel^¡ Brunswick under

the Farrn Settlement Act. of J.Ç1.2u administerecl by t'he Farm Settl.ement

Board, This Act is divirled into two parts.

Part, I provlrles for the purchase of farms not exceeding $I0r000

in value for one person or $I5r000 ín the case of a partnership, Not

less than 2J per cent of the nurchase price must be paid to the Board
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Hhen the purchaser takes Dossession of the asset. A farmer who has

purchased real. estate after r\prir r, L9t+6, may arso be granted a loan

for lhe purchase of livestock and equínment, The amount of the l_oan

canno| exceed 75 per cent of the anpraised value of the livestock or
$7r5oo, whichever is the smalrer amount" These roans are secured by a

chattel mortgage. The maxÍm'm term is not to exceed ten years, The

balance of the nurchase price, after deducting the dor.rn payment, carries
interest at 4 per cent on roans ress than five years ancl 5 per cent on

loans exceeding five years.

Part II of Lhe Farm Settlement Act is desígned to assist in the
estabrishment of young farmers. They must be sons of farmers who have

been residents of the province for at least five years and mus! them_

selves have haci at least five years of nracLicar farming experience"

The purpose of such loans is bo purchase real estate, rivestock and

farm machinery, No loan to any anpricant is to exceecl {¡201000" The

maximum term of any loan is not to exceed. thirty years. rnterest is to
be charged at a rate of 3 per cent on conLracts up to fifteen years and

5 per cenb on those over fifteen years. Legislation under this part pro-

vides for supervision of the loan, I'lence, each borrower must oresent a

plan of onerations along with a financial statement before each crop year.

Nova Scotia

Loans of a 1ong-berm nature l.rere provided to prosnective farmers

ín the provÍ-nce under the Nova scotia Land settÌement Act before ]t939.

Tn 1939 ihis legisration was incorporated into the Agricurture and
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I'farkcting ilct as Part xvrrÍ, settlement of Farm Lands, anrj rater became

Part, xrx of the Agricurture and l.Íarket,ing Act in 1954, Thís part of the
Act is administered by the Land Settlenient Board " The purpose of the

Board is not unIÍke that of simirar bodies in other provinces"

The Ä'ct makes provJ-sion for the purchasing of farms not exeeed.-

ing $10'000 in value for one person or $5oro0o in the case of a partner-

ship" Loans for rarger amotrnts must be ratified by the Lieutenant,_

Governor-in-CouncíI. Not 1ess Lhan 25 ner cent of the purchase nrico
must' be naicl by lhe purchaser in cash or by a chatLel morfgage,

Onry persons over 2r and under JJ years are erÍgibre for loans,

rn the case of a father-and-son partnership a loan may be granted to
borrowers agecl lp Lo 65. Loans over a stipulated amount are supervised,

A borror^¡er whose oblígation exceeds tr|r5rooo must agree ro suÐervision"

Group life and total rlisability insurance is compulsor¡¡ but some

of the cost is defrayed by the Board"

The Nova Scotia Lancl Settlement Board is financed through grants

from the Provincial GovernmenL.

Prince EdrvarC Islancl

Legislation was passed in 1959 providing for the Assistance to
Establish Young Farmers Act" It is admj.nistered by the prince Edward

Island Farm Establishment Board.

The purpose of the Board is to exbend loans for the acquisition
of land, for imnrovements to consoriclate outstanding riabiì_iLies, to
provide drainage, to purchase livestock, seecì., fertilizer, farm machinery
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and Lhe equinment necessary for the proÌrer oneration of a farm. Land
and buildings are appraised on the basÍs of thei.r varue for farmins
purDoses,

under the Act, and regulations pertaining to the Act, farm roans
nay be made up to a maxj_mum of fijIOrOOO or g5 per cent of the appraised
value of the security, whichever is the lesser amorint" security Ís by
a first mortgage, chatter mortgage, insurance poricies or other securi_
ties, Loans have a repayment period of up to twenty_five years. The
interest rate is 5 per cent,, set by the Lieutenant Governor-in-council-.
The age restriction is from 21 t,o 50 years 

"

Life insurance is now compulsory for al1 loans" The farmerrs
program is superrised"

Newfoundland

rn L953 the Government of Newfoundland passed regisration pro_
viding for the Farm Development Loan Act " The purpose of this Act is
to aid quarified farmers to imnrove or enrarge their farming o¡erations.

The AcL is administered by the Farm Deveropment Loan Boarrl which
nay make roans uo bo $3r5oo for the nurchase of livestock and un to
$31000 for the nurchase of farm equipment"

A1r toan's 
'nder Lhe Act are secured by a firsr mortgage on the

lands farmed or by means of a chatLel morLgage.

The interest rate is three and one-half per cent under an anor_
t'ization plan, Loans cannot exceed Z0 per cenf of the anpraised value
and are to be repaicl in monthly, se¡ri-annual or annual installments over
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a neriod not exceeding twelve years,

The Farm Develonment Loan Board

Provincial Governmentrs contributions t,o

obtains its funrìs through the

the Farm Development Loan Fìmd"

It' is obvious from the above discussion thal each provincial Act
was draftecì to meet Lhe special conclitions prevailing r,vifhin the nrovince"
lfhile some provinces promoted assistance Lo the establíshed farmer, some

attempted to emphasis the need for estabrishi-ng young men on farms.

The terms of several acùs facilitatecl intensification within the farm

unit while others aided extensi,flÍcaLion of the unit. A critical an_

praisal of the Províncial Credit Legisl-ation wilt be made following the
examination of other availabl.e sources of long-term financing in Canada,

toan under the Canadian Farm Loan Board were rather restricted
at the beginning" fn the first fi_ve years (lgZ9 to ]:93Ð only {|9,4OO,OOO

of crerlit was issueä'(Ca¡fe V)" In the nexb five years, (tgtlr to lÇJg),: ..'
in the midst of the deoression, the Board expanded its operations to
refinance farrnersr outstanding clebts " In five year intervals starting
in L939,loans rlisbursed by t,he cornoration, decreaseci steadi.ly (L939 to
L9l+-?); increased.steadi:-.V GgHr to l94g); and remainecl relati.vely con_

stant cluring the period L9l+9 Lo 1953. fn the I95Ors 1oans of the Cor_

ooration began to ex¡rand, reflecting a sharp curtailment of other sources

of farm financing. Another contri-bution to expansion in the volume of
corporation roans '¡¡as the amendments to the Farm Loan Act in 1952 anrl

again ín l-956 which nrovirled for a higher maximum loan limit.

Gror^rt,h of the Federal Govelnment_þ¡eing Inst,itution
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TABLE V

FAF}I LOAN BOAR.D AND FAR.Ivi CRIÐTT OORPORATTON

LOANS DISBURSIID? T929-66

NumberFisca1 Year

l-929-30

1930-31

193L-32

I 
^ô^ -^L'1t4-)J

I q??-?,.
* /J/ J+

r93L-35

'l q?q-?Á

1 
^a/ -ñ

1 
/ ¿\' / |

I 
^aõ 

ôÁ¡ v 1 /- ax

7e38-39

L939-1+O

1940-4r

194L-42

Igt+2-t+3
:

LY4)-44

Lgl+l+-l+5 :

Lgt+5-46

].9l+6-L+7

19t+7-t+8

19t+B-t+g

Ir27O

2rr02

l+68

?at1

352

? qa?
¿ 9 / //

¿,e)¿)

2,232

<' t )?L

Lrt+25

I,IL2

6,t+z

590

6e5

L1286

L e <,rö

L,75t

Dollars

2,6301377

3,5r7,489

r,966,344

L'276,L].h

558,630

5l+7 ,2O7

'7 l,)? ,7.70
It+4¿t||/

].j-,A7L,L56

5,26L,3O8

l+r33grg43

, -t ^ 
f /^

4 e )4< eôô1

2,727,507

2,I33,5u+

Ir32O 1256

I ??Á rn?
-t¿-' 9'Lv)

l jr6Irl+I0

2rI2L,2O7

3,273,BrL

3,r85 ,2LO

l+'595 
'036
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Table V (continued)

Fisqal Year

19L9-50

L95O-5r

195r-52

L952-53

l.953-54

1-95t+-55

1 
^F 

F P }LY2>-)7

1 c)\^-tr,'7 .
-;/ - ) I

1957-58

rg5s-59

].959-60

1960-6r

L96L-62

1962-A3

1963-6t+

Lg6t+-65

L965-^6

l+ 
'91+2 '930

l+,693 ro79

l+rl+69 ro9r

5 
'ì'I8 '559

7,AO0r511.0

B1207 roo3

I,25t+1323

L2rLg3,gg2

Lg,3t+3,5AA

28,368,265

35 
'81+O'8gz

52,305 ,266

68 r571+ o85o

gorg2Lr30o

I09,009,100

154,8r3r 900

208,994,900

¿lódã 
^,lPÕ.r / .J mllIIOn

Dol-lars

for the Fiscal

l)lumber

1,84I

lr 8oo

lr 5Og

L,5L4

lr g0g

2'r37

2,Og7

a e ó1t'1

3,5OO

4'659

5,:'69

5,rlr2

/ 9vv)

7 
'l*38

g,689

I0rll+2

l'L,23,8

The cumulative total of 1oans disburseri is
1965-66 loans outstanrij-ng, lii¡S6"A mil.Iion

Source: Annual Report, and Financial Stat,ementsyear I965-L966, p" 27
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In 1Ç!t, the Farm Loan Act was repealeci and replaced by the Farm

Credit Á,ct. The }ending powers of the new agency, the Farm Credit Cor-

poration, I'rere exnanded and lhe direction of its actiuities transflerred

from the Departtnent of Finance lo the Department of Agriculture. The

Cornoration exnanrl.ed its long-term lencling ranicìty. Outstandinq at the

end of lrfarch, 1964, the Farm Credit Cornoration had trl5B6rJOOrOOO in

mortgage loans to farmers. From 1929 to 1ÇÁS, the Ferieral Farm Loan

Board and Farm credit Oorporation together loaned some {i8BZ ]oor0o0 to

farmers" 0f this totar 7r,1 per cenb was lent out to farmers in the

past five years.

Farm Creclit Corporaiion

As incìicated the former Canadian Farm Loan Boarci has been replaced

by the Farm Creriit Corporation, which r^¡as formed to arlminister federal

legislat,ion under the Farm Crerìit Á.ct of JuIy 13, L959"

The Farm Loan Board (1929 to L959) made Jfr 62t+ Ioans for a total

amount of $1691OCOr0OO" The Farm Credit Corporation took over all exist-

ing assets, l-iabil.ities and functions ofl the Board" All loans formerly

handled by the Farm Loan Board &re now made through the CornoratÍon.

Generally, the Act was designecl to provicìe long-terrn mortgage

credit to assist Canariian farmers to organÍze viable family farm busi-

nesses" At, the time of its Íncepfion, the }4inister of Agricurture, The

Ilonorable Douglas Harkness, stated that the Corporation woulrl be guidecl

;,by the folloi^ring objectives:
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to assist comnetent farmers in the volunLary re-
organization of their industr¡¡ into economic family rmiLs,
each of v¡hich will be of sufficient size Lo produce, under
the oneration of its owner, the farn income necessary to
meet al-l ooerat,ing and rnaintenance costs rrr.orridp :n ¡rla-
quete tiverihoocl for u'"-ã*'tãr;ã ;i;"ãå"";ã;;;;, ;";-;,"
reti.re an¡' requirecl,credit, ruith interest within án 

"onro-Priate term -----.14

The authorized capital of the Cor'¡ooration as subscribecl by the

Federal Governmenb was fixed at $16r0001000. Holniever, this was increased.

to $4010001000 by an amendment to Section 12 of the Act on May 12, lg6(,.

The present paid-up ca¡ita1 of the cornoratíon is #22r750rOO0, To fi-

nance it,s loans to farmers the Corporation was further emnowerecl to bor-

ror,r from the Federal Government additional funds by way of loans un to

twenty-five times the authorized capital or one billion dollars,

The CorporaLion borrowed íÞ80r5001000 at J"2J per cent, li}43rOO0rO0O

aL 5"375 per cent ana 1i37r500,000 al 5"625 per cent interest during 1966

to finance its operations" Outstanding loans from the Minister of

Finance increasecl from {f,424 ,235 1880 at an average interest rate of

4.7 per cent as of March 3L, l-965 lo þ561+r729r5h2 at a¡r averaqe ínt,erest

rate of 4.87 oer cent as of March 3l- , 1966, amounLing to {ilrO29r998" This

itras due to an overall inadequate margin between the interest rate on its

borror,,rings from the lifinister of Finance and the interest rate on its

Ioans to farmers..

The Corporation was originally designed to be self-sunnorting.

Ihf," Qn"unts Printer and Control-ler of Stationery, BilI-6?, Ttre
House of Commons of Canada, Second Session, T\.^renty-fourth Parliament,
7-8 E1ìzabeth II, O|tawa, 1-959.
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Ïts adrninistration exnr iii rvere to be paid from the mar,qin bei,ween its
cosLs of borrowing an' : : interest received flrom the i,i"rners. It is
obvious thaL the marÉl .ri no longer adequate.

The Farm crecliì; rrct provicled for two types of first mortgage

loans: Part rr and Part, rir loans. Loans under part rr require no

supervision other than what might be requested by the borrower" Loans

unrler Pi'rt IIï require sunervision.

rn orcJ.er to be eligibre for a Part, rr loan, applicants must be

actively engaged in farming or shortly wirì- become engaged in Lhe oÌ_aera-

tion of the mortgaged farm. under Part rrl of the Act, applicants must,

be beLrveen 21 and l¡J years of age and must have had at least five rrears

of farming experience. The applicant must subnit a plan of ooerations

which must, be apnroved by the Corporation until the amount of the loan

outstanding is reducecL to 65 ner cent of the anoraised land value. He

is arso required to sub¡rit an annual statement of his operations,

Loans qnder Part,;Iï of the Act are first, nortgage foans of uc
. :::'.','tl,l;:t,:

to {i,4orooo or 75 pe,rl"unt of the appraised value of the farm lancìs,
i ...

whichever is the lessero 'The repayment periocl is not to exceecì thi-rty

years. ïnterest is at J per cent ner annum on the first {i2orooo anrl

at 61 per cent per annum on the rernaining fi2OrOOO of the loan. An

aclditional one-hálf of one per cent is payabre on payments in arrears o

The maximum amount of the roan under part rrr is $55rooo or 75 pey

cent of the aonraised value of lancl, rivest,ock and eo,uinment. of this

totar amounL, fi35ro00 j's¿f, 5 ner cent while the remaining porfion is
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ar 6?+ per cent interest' The portion of the debt based on t,he Lanrì as

security is renayabre wiùhin thirty years and the remainrJer i-s renay_
abie wifhín q neriocl of fen years. At reast 60 per cent of the security
must be renresented in r-and and buirclings, and not more Lhan 2J ner cent
by farm equipment. Tt, i-s mandat,ory that Lhe borrower carries life in-
surance un fo the amount outst,ancling on the loan"

A successful applicanf under Part III of the Act Ís not eligible
' for a loan ulder the Farm rmprovement Loan Act unless the princì na1

amount of the loan out;standing is fess Lhan 65 ner cent of the appraisecl
varue o-fl the rand or fizorooo, whichever is the .r-esser"

The Farm credif corporat,ion is nor^¡ abre to provicìe almost the
comnrete requiremenLs of the farmer at the time the roan is granted"
Long-term ]oans are bein65 provided for the financing of machinery, live-
stock and working capitar as rverl as Ìanii and buircli-ngs. (ta¡re vr).
Although, this Ís gratifying, ctifficulties wil-I arise in the future" An

appraisal of these difficulties is nade below,

rn r9l>5, insurance, mort,gage, r-oan and trust cornpanies helci

2 "l+ ner cent of rhe out,standing rong-term farm credít in canacra. This
is a sharp contrásl Lo the earì.y twentieth century when ther¡ herd arnost
one hundred per cent of the mortgages" The major comnanies are presentlv
making rimj-ted loans to well estabrÍshed farmers ]iving on the more Dro-

ductive soils. Activities of Nhese companies on the prairies were

. :.;', 1 :..:..; ;'': .
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concernecl, unlil recently, wit,h recovery of long outstanding loans rnade

dlltino tho ¡ìo^r.,¡essf on.

During an interview with a responsible official of the Great l,fest

Life Assurance conpany, it was indicated that rr¡hether or not farm mortgage

lending b.r' their comnany was to survive would be enùirely rlenendent unon

the agri-cultural inclustry. It would have to compeLe for their funds along

with the non-agricultural sector. He pointed out that in his opinion farm

mortgages might require an interest rate of 13 to 1! per cent to be com_

parable to availabl-e investment opporlunities in urban housing and inrlus-

triat construction where fhe interest rates range from f.); to gì Ìler cent.

.The reason aclvanced was Lhat, urban mortgages cost ress to se¡rice" rt
was stated that a substantially higher c.egree of risk ancl uncertainty of

loss was j-nvolved in making rural mortgage loans. However, at least one

insurance conlpany is actively pursuing farn mortgage business, with loans

at a seven per cent rate of interest.

The insurance comÐanies have slightly different attitudes among

thernsel-ves toward mortgage financi.ng in agri.culture. Canadian comnanies

have acionted a very skeptical attifude as to whether there would be any

substantial growbh Ín their investrnent in Canaclian agricul-ture" One

offi-cer interviewed ex¡ressed this ooinion in soite of the fact that his

company was makirrg rather large investments in United States agriculture"

PararJ-oxically¡ American-based insurance companies were interested in
exoanding their present investment in canadian farming. One comrany

in particular has been abre to co-ordinate and specialize its farm



mortgage lencling to the

inLerest rate whi_ch has

tö4o

clegree that it is able to provicle funds at an

proven attractive to some farm bomowers.

Privat,e fnriÍvicluals

Private Dersons continue to be an important source of rong-term
farn financing. They appear to be supprying about harf the mortgage

creclit extended in,1965: ' (taute w). This source refrects transfers:...','
within a single familyr, the holding of mortgages on sale of a farm, and

.

investnent in f arms by rocal residents r,¡ith surFrrus funds, some

''r9fi'000,000 in mortgage debt was herd by private individuars in Lg65"
considering the volume of crediL suppriecr, privare individuars have

played an important rore in farm financing in recenr years,

This source of farm mort,gage crerìiù is a saùisfacLory one fron
the vieitpoint of both parties" The lencler is generally familiar with the
farrn, fhat is offered as security for the roan. He knows the characLer
of the borrower and has knorulerlge of the rocar farm produc¡ion anrl income

conditions" Loans to farners by such renders are often more in keeping
wifh the ability of the farmer and the capacity of the farm to carry the
debt ' The render also niay sometimes be infruenceri by the personar char-
acter of the farmer and exbend a rarger loan than warranted" This means

generarry that in this way boryowers get crerlit, noL available from other
ôourceg and perhans at lower overall costs"



4Y

Veterans Lanci Act

The Veterans Lanci Act of l9l+2 rvas rlesigned to assíst veterans

of the Second Ì¡tlorld l"Iar who clesired lo settle on lancl or engage in fuII-
tinre or part-time farmin¿ç. It providecl an imnortant contribution to the

financing of agriculture at a critical stage in post-war history.

The veterans Land Act is at nresent, divíded into three parts"

Under Part I three t¡'¡es of aid are possible:

1. Financial assistance, the amount of which is not to exceed

{iór000 is available No any veteran" Loans may be used. for the purchase

of land anri buil-dings, building material, 1ívestock ancl farm equinment.

However, noL rnore than {llr200 can be used for the nurchase of }ivestock
¡nl ¡¡"-l -*^-+ mL^ L^-*^- -^- i -ano equrDirrenL' The borrower is exoecterl to rnake a down nayment of I0 per

cent of lhe amount requi.red for the purchase of the above assets" Tn

other words, the Veterans Lancl Act prouides Ç0 per cent of the anpraised

value un to a maximum of {f6rOOO. Two-thirds of the amount of the 1oan

is to be repaid by the veteran while he receives a condj-tj-ona1 grant, of

23 I/3 per cent (33 L/3 oer cent less his IO per cent down pay:rient) if
he fulfils the terms of his contract for len years.

2, Assist,ance is available under Part I whereby loans are

avairable to a maximum of $51800, to veterans who have farm rentar or

nurchase agreennents that are satj.sfactory to Nhe Director uncÌer the Act.

uncier this tyce of assistance, up to {t3r000 of the $5rsoo may be used to

purchase livestock and equipment" A twenty per cent down-pa¡¡nent j_s

reqrrirerl for such a purchase, while a ten per cent down-paymen| is re-

quired for the purchase of other assets" hlhire forty per cent of the
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l-ivestock and machinery loan must be repaid wilhin ten years, loans

incurred for the purchase of land buildings ancl builcli-ng materials must

be repairì v¡ithin thirty years. The interest rate is to be 3å pur cent,

In 1") and 2') above, the Director of the Veterans Land Act, acLu-

a]ly purchases the assets" A transfer of ownershiir is carried out by

serling the asseLs to the veLeran under an Agreernent of sare.

3" QualÍfied veterans who own and operate their own farms

maJr also obtain loans up fo $¿*r4oo at an interesb rate of 3å nu" cent,

The loan must be repaicr within lo years from the tjme it, is granted.

The purpose of such loans is to discharge existing encunbrances on farm

land, nurchase livestock and farm equipment,, or to effect other farm

improvenenfs, The security for such loans is a fÍrst mortgage on land.

The total amount of loan must not exceed sixty per cent, of the value of

. 
such rancl. The borrower obtaining this tyne of loan rioes not get a

conditional grant"

Unrier Part, II an5' qualifiecì veteran may receive financial assisl_

The roan rmrst be acceptabre to the Nationar Housing

lilr"n thirty-five yeers to discharge the rlebt

Part III of the Act provides for additional fully repayable l_oans

to fuII-lime farmers already esLablished on commercial farms. The ¡naxi-

rcum for loans uncler this nart is {i4OrOOO, which includes the balance of
the outstanding debt uncler Part ï" Alt,ernativelyr'farming veterans can

obtaín a loan for seventy-five per cent of the security of the land anrl

liveslock, helrl by the veterans l¿nci Act as security for repa)rment,

ance to build a home 
"

Act" The borrower is

incurred 
"
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The funcls must be futty renairl within thirty years anrl interest at a

. rate of five ner cenL ís chargecl on the initíaI {i20r000' The raLe of

ínterest on the remainder j-n excess of $201000 is simj.lar to that neri-

oCi.cally established for such loans by the Farm Credít Corporation"

The assistance uncler this Act will continue until all qualifica-

ti-on cert,ificates issued to eligible veterans have been usecl' Such

qualification certificates can be issued un to October 31, I9Á8' Hence,

after thj,s rlate the Veterans Land Act wilt be concernerl mainly with the

collection and sunervision of outstand.ing loans'

lnclustrial. Develorrment Bank

Although the In¿ustrial Develo¡ment Bank was establishecl in 1p/¡[,

ít did noL make its first farm loan unfil 1959. However, it,s volume of

farm }oans clid not become significant until L962"

Essentially, the Inclustrial Develonment Bank nrovides assislance

to those inclustries which are unable to find the required arnount of

caliial irorn other sources on terms suitable to them. The Bank has sorne-

times been re.ferred to as a lender of l-ast resorL for smal-l ancl medíum

sized businesses"

In 196I amendments to the InclustrÍal Development Bank Act reviserì

the definition of industrial enternrise to inclurle agriculture' The

definition nor^r reacls rtany inclustr.fr trade or other business unclentaking

nr anr¡ ì¡i¡¡ìil Tn nÄrtit.ìnn t,he authorized capiLal of Nhe Banl< was doubl-ed(J1 d,llY ltJ-IlLr o !t1 oiar¡r urvr¡,

Lo t,5OrOOOr0OO in order,to meet its increased res¡onsibilities, It' is

guided by two stinul-.ations when considerin€¡ a loan anplication:
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1. That the required fínance for the purpose is not avail-

able elseblhere aL econonúc rales.

2, That the proposal is sound, management is capable, and

Nhe earning ÐrosDects of fhe business are reasonable. The Banl< is now

able to hanclle loans that were too larse for the limÍts of other nublic

financial institutions. This Ís a very significant clevelonment as is

pointed out below.

This public creclit institution is to function on a business basis

in that the interest rate is not subsidized in any way by the Fecieral

Governlrent " CurrenLly, the inNeresN rate charged on farm loans is eight

nen npnf ñêF qnnìlm Sonrtri trr .i o "Ê.r11'l-' ô Ê¡--+ -n¡{-ænna T+vvv..rvr *s usÌrarry a tl_rsl morLgage. rt aÐnears

that the Bank is wìlling to exercise Íts new lending authority" During

-^r.L959 Lo 196I, it nacte only Il¡ farm loans, whereas in lpÁ( I85 were

granled. Since the revision j.t had expanderl its loans to $618761000 as

at Sentenber l0oh, 1966 " This amounted to 5.6 per cent of the total

volume of loans granted by the bank in that year"

The Induslrial Development Bank obtains its loanable funds from
'l Ã

share capital, the Fecleral Reserve Fund, and debentureg.-'

This completes the rliscussion of the principal sources of mortgage

credit in Canada. There fol-lows an annraisal of the role they are flay-

ing in mod.ern ugri".,t-t,rr"".

I (-r2Industrial Develonmenf Bank, Renort
Fiscal Tear 1966, Ottawa.ment of

of the President anri State-



AÌ{ APPRAISAL OF EXISTTTIG SOURCES OF I,ONG-TEF,]!Í CREDIT ]N CAI A]IA

Publ:'-c Sources of }{ort,Raqe Çredi t
The main comments on oubric credit,, as exLencred through the

Federal and Provinciar Governments, are directed to the foIlo.,,ling areas:

1" The method of appraisar emproyed by the crecrit agencies,

2" The loan ]imits on available creriit.

3" The interest rates charged on loans.

The rural appraisers emeloyed by the Manitoba Aericul-tura1 Credit Cornor-
ai:ion use the marl<et-comparison approach as their method of cletermining

the value of farm nronerty. The mechanics of this nnethod are describecl

by Barlowe as follows:

Ir¡ith this aç,proach the appraiser studies the conditionsand prices associated rrith the sale of comparable þronertiesand values the pronerty he is apnraising in term" ;i iñã ori""he feels it wilr bring in the current mãrket. Thís .rprorån""has considerabre merit when one is seeking fhe current marketvalue of a pronerty. rts ci.epencience on fÍuctuating ,.*k""t,rends, however, makes it reis usefur for the deteirnination ofwhat some anpraisers regard as.',phe longer-term justified orwamanted value of nroÞerties.1ô

one coulcl maintain that the adoption of this appraisal methocl had red to
inflated land nrices in r¡ilestern Canada,

If rural appralsers coulcl accuraLely defernr-ine a ¡narkef-value for' . '.,'' ':.':,:.'
contributions of ths nón-land assets in agriculture, the above anproach

to the varuation of l-and might be acceptable " However, constant returns

rbBarlowu-, 
R. r*Land Resp-urce Economics, The political Econom;r ofRural ancì urban Land Reãõrce usèl-eientice,+ár1, rnc,, Engrewoori criffs,N,J", 1963, p"p. 195 ø
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bo scale would have to exist in the industry"

The assumpbion being rnade here ís that on most farms in western

canada, there exisbs increasing returns to scale. Under the present

method of land appraisal, arbitrary trmarket valuesrt are imputeci to labor,

capii;aI and management " The rrresidual val-uerr is attributed to the land

resource" Therefore, i-f increasing returns to scale do exist, apÌrraisers

are over-estimating the value of land"

The practice of irñnuting arbitrary charges to capiLal assets tends

to have a significant affect, on the absolute values of land under Nhe

market-value aporoach " The two liniLations cít,ed are critical where

.credit policY is involved"

The alternative to using the markeb-comnarison anproach would be

the income-canitalization method, The logic behind using this anoroach

in aporaisal work is Lhat the market, value of a property should alnays

equal the nresent worth of its future incomes. The future flow of

economic rents are discounted back to the present'

This methocl of rural land. aopraisal has been supnorbed by

Dr" J, C. Gilson in a recent speech to the Appraisat Instilute of canacla

when he stated:

Frontastrictlytheoreticalrloj.nto|vi-ew,theincone-
canitalizalion annroâch j.s on much sounrìer grountJs than the
markeL-salss a,nproach insofar &s the annraisal of farm nronerty
is concernedr-----*hen a far¡ner rìen'anris a factor innut such as

land, he rLoes so, not for fhe clirect nsycl'ologjcal satisfactíon
he há..es to get irom the l-anC., but for the nrorlucti-on and revenue

which flows fron it. The proclucfion ancl revenue flowing fron
a factor innut can be measured clirectly by the aopraj-ser' And'

indeecl, the only justification of value placed on the lancl as a
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productive input is lhe canitalizecì vglue of the future
prorìuction or income flowing lrom it"I7

Under this an¡:rroach the annraiser j.s concerned with two variables"

He must determine the rent attributable to the l-anri" and he must choose

an aÐproÐriate canitalization rate.

Recent uuwarcl revision in loan lirnits on availabl-e public credit

to agriculture has allowed the Ferleral and Provincial creclit institu-

tions to meet nresent-day needs of farmers. Hoivever, Lhe ranirJly chang-

ing nature of the industry could soon rnake lhe available sogrces in-

adequate. For examnle, the amount of financing requirecì b¡r new snecia.l--

ized enlernrises, such as egg and noulLry feeding onerations, hog onera-

tions and commercial feedlofs wiII prove to be too great for the nresent

Ioan ceilings. There would be no cause for concern here if the lirnits

on loans continue to be raisecL as they have in the past. It i-s ouestion-

able as to whether they will- be raisecì, at least on a subsidized. basis

as they are aL nresent" The reason for this conclusion is baserl uoon

the changes in the relative political strength in the rural and urban

sectors. As neonle continue to move off the farms into the urban areas

this grows less anrl less significant" Historically, government has been

pushed by farmer criticism ancì. pressures toward taking direcL action to

provirìe farm credif. Restriction of farm credit. h¡r nnmmannì¡'l lending

institutions has been followecl by denrancls of far¡n spokesmen for 6lovernment

111* I fl'i 'ì cn* rul.rÐul¡, (, o

rrresentation to the
January 28, 1965,

n mL^ T.^-^*^ 
^nnro:¡nh Rprrì sif.ed nrêñânoÄ fn¡v. , jj.l: JLIU\Jll;s /1lJl_JI udL.;tl rLUVIÐItrY- , -- ,

Appraisal Inslitute of Canada, lfinnÍneg Chanter,
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:

because of the uru.rillingness of the government to Jeonarclise thetrfarm

voterr' Thr:s, as the political stren,qth of the urban centres continues

to grow at the exDense of the rural- areas it is inevitable lhat this
td

subsidy to agriculture will receive increasi.ng onnosition.-Lo

A conclusion., conLrary to the one reached in the foregoing is

offerecl by a prominanb American agricuì-fura1 economist. Although it is

the popular conclusion drawn, based upon similar logic, he begs to ciiffer.

luluch---too much---has been written about the clecline in
political nol{er among farmers as thej.r numbers ciecline. Ì^ihat
is rarel;r menfioned is that, the very forces that bring a clecline
in the number of farmers creates n.ew, and perhans more Ðol{er-
ful, political forces in agri.cullure. Th<;se forces are fhe
large agricultural inru*r, prorl¡sf¡* and marl<eting inciustríes
v¡hich dLd not exist when our farrn organizations, I)enartrneni of
Àgricul.ture, or Colleges of Agriculture were forneci. These
olcler institutions bemoan fhe reducfion in the number of farmers
as if farmers were the only ones with economic inlqrests and
pol-itical Dower in modern co¡nmercial agriculture.rY

This argument provides evidence sup'porting the contention that agri-

culture will not lose political 'Dower in the future.

The inevitable result wiII be an i-ncrease i-n interest rates on

Ioans to where they iuill cover a}l assocíaterl cosLs. Thj-s assurnes that

the nublic wil-l conti-nue to tolerate nresent reserves of canital alloted

f or r.rse by the nublic lencìing i.nstitutions. Thus, it is conceivable

ìd-"The subsidy referred lo here is interest rates offerecl bel-ow the
cost of making 1oans. This amounted to over fi1r000r000 in 1965 Lo 1966,

l9i{*lh"*ry, D. E., The Imnlicat,ion of Changing political por+er
Struclure on Aqricul.ture, American Banlcers Ässociation pubf-ic nelations
Denartment, .lJational Farm Credit Conference, St. Louis, l{issourÍ,
Nov" 11, 1967, D. 8-9"
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thal interest rates ivill- becorne more in line with t,hose of commercial

non-f arm mort,gaqes "

The nublic lending institutions have causecl the private lending

comnanies to withdrar,r¡ tron long-terrn financing. As the long-terrn caoiLal

requiremenùs of agricult,ure continue to grow the industry r,ay be forced

to look f or new sorj.rces o1" funds " Although the government has marle new

souÌ'ces of long-terrn credit availab.ì-e No farmers, they may have nerrnan-

ently closed-off inmortant future private sources, The clevelonment may

weII Ðrove to be irreversible" If the élovernment did decirje to restrj-ct

i|s aicl fo agriculture in this area, the irrdus|ry wouì-d be l-eft in a

rather unenviable nositi.on.

A third commenf on existíng public crediL measures involves the

relatively low inùerest rate at which mortgage funcls are availabl-e to

agriculture. This lo'v interest rate nrevents nroner resource adjust-

mon*c in Pcø*i-.r¡r Lur,,,r^,¿lo The income probl-em in farming is primarity caused by

'Loo rr:any hunan resources in the industry. The five per cent rafe of

interest wil.I tend to encourage more people to remain farnr-ing longer

than would otherwise be the case" The adjustment process will be hinderecì.

Furthermore, the subsidizeci inlerest rates tenci to i.nflate land values.

Although farmers who nresently own land are !'ermitteci to realize a canital-

gain, the ner+ generaLi-on are forced to onerate jn e hiohpr. noef. s{,¡¡cture,

and hence they will realize lolver net earníngs as a result"
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Insnrance, l'îortflaqe, Loan ancl Trust Conrnanj-es

.A,s indicaterl , l-oans fo agricull"ure extended by insurance, mort-

Bager loan ancl trust com¡anies have been clrastical-I¡r reduced in the nast

three decacles. So long as the federal ancl. nrovinci-al governmenls con-

iinue offering long-term credit at a subsiclizecl inLerest ra+,e, it is

doubtful wheLher fhese f inancial.. insti.tutions ivill ¡urchase very many

farm norLgages in the irrurediate future. ilhile one can appreciat,e the

attifucles both of the faimer ancl of the i.nvestor. it is inrnorLant that

tìre latter keer-' an open mi"nd toward f¿rrm mortgages " In the event that a

situalion of comrietitive interest raies arose o one woulcl hope that these

.privaLe companies rn¡ou,ì-cl. purchase farm mortgages at interest rates similar

to 'i;hose on non-farrn mort,gages. The riifferentl.al- in the j.nterest rates

charged should be equal to the added risk and uncertainty involved in the

farm mor|gages. The comnani.es also should be preparecl to offer snecial-

ized farm loan nro¡1r.r", to keep the interest rate as competit,ive as

nossibl-e.

The Industrial. llevelonment Bank

The ïnrìustrial Development Bank may be the major nublic soìlrce

of long-Nerm credit for agricr-rlture ín the future. This is foreseeabl-e

if fhe limits on loans by the federal ancl nrovincial lendin,q instiNutjons

are not raised. to meet, the needs of agricul-ture " The federal governmenL

is to be conrlnenclecl for enacting visionar;r legislation of this nafure. It

is hoped that the Bank will rìevelop a specialized agricultural. credit

de¡arLnent to facilitate exnansion in this areaô
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THE CHAR.T,TiìIiD BAI.ìKS A¡ID }íORTGAG,E CREI]TT

The Farm lt{anagement Loan has been clevelonerl to facilitate the

greater participafion of the charterecl banks i.n agricuìtural crerij-t.

Ït was rìesigned so that the banking conmunity could juclge Lhe merits

of its farm }oans more on the basis of ¡rorìrrctivít.¡ of the l_oan,.roceeds.

Þenh: -q êÌrôh h¡. ç¡¡rcr!)Ð, çvçrr rore ifirlortant, J-t was conceived as a package-t¡¡ne loan

r.¡hich would inclucle all tynes of financíng to agriculture--shorL-term,

Íntermediate-term ancl long-term. It was nointed ouf earlier that the

banks are currently involved in short ancl intermeciiate-tern financing.

Their involvement could be exnancleci by the acìontion of the Farm l''!anage-

ment Loan. However, to offer t'package-credit'r the banks rnust become

i n rrn'l rraÄ i n 'l n^ ,vu r¡¡ r-..g-term financing, Until the recent revision of the Bank

Acf the banks were forbiclden to enter the nLortgage-crecìit fieId,

The principal obstacles precluding the banks from offering long-

term creclit to comnlete the package are3

1" Their Ínflexibility in adapting to modern farm conclitionsn ,

' 2" The lack of specialized procedures or oersonnel necessary

to appraise farm lanrls ancl assets"

3, Comnetition from the public credit inst,itutions which

nresently offer unrealiptic inLerest rates on long-term creclit,

4. A. readily accessible markeL whereby the banks could clis-

count their farm mortgages" The commitment of the banks as est,ablished

-i ñ +!.^ Þ^*r. ¿^+11¡ u¡rç !@r^ ^rr, does not a]-low lhem to accumulate huge volumes of

mortgages--whether farm or non-farm,
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Recent deveropments by the maJor banks in canada incricate t,hat

there is gooc.l reason t,o believe that they wish to adopt a nore flexible
attitucìe towarrl iarm ì-enrling. Ät leasL five of the banl<s have personnel.

wj-Lh some knowledge of agriculture. The Royal Bank has taken the initia-
tive in this area anri have set up an agriculfural clepartment uncler the
direction of. an agricultural sneciatist. The l4ercantil-e ancl Toronto-

Dominion also have agricullural staff. The Bank of Montreal, and the
Canadian Imnerial Bank of Commerce have indicated a willingness to fol,
low the nrecedent, set by the Ro¡ral Bank" They indicate that they have

personneÌ on their staff rn¡ho a"re traíned in Agricultural Economics, but
they are presently involved in non-farm l-ending. Thus, there is eviclence

that, the first obstacre to their involvemenL in J-ong-term financins has

been overcome.

Bank officials infenrierved in regard to available annraisal facil-
ities, indicated that lhey clo not have nersonnel in their employ who have

the training t,o an¡raise farrnlanrl" Holever, they re¡ortecl that if they
believed long-term crecit to be feasible, anpraisal exoerts coul_¿ be

hired. A more practical solulion v¡ould be to hire them on a fee basis"
The thircl obstacle to the banks enfering the farm mortgage-credit

fielcl is posed by the public crediL institutions" As previously inciicated,
the Farm credit corporation suffered an onerating ross of $rro29rg98 for
1965'66, nrimarily due to an inadequate margin between the interest rate
on its borrowings from the l¡iinister of Finance and the interest rate on

its loans to farmers" It is obvious that no nrivate rencling institution
could onerate a business in this manner" rb is unlikely it could recover
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its losses through a parliarnentary vote, Hence, the nubl_ic creclit,
instiiufions offer unfair comnetiNion to the nrivat,e insLitutions. For
examnler lhe conmercial banl<s must attemnL to maximize their nrofits
in order to secure arlequate djvirlenrls for their shareholclers. fn orcler
to do so, their j-nteres| rales on long-tern credj.t lo agricr-rrture must

ref l-ect thej r cost o-f obtaining the loanabre flunds nlus the-ir costs of
adninistering the loan ancl their costs in terns of the risk of loss in
lending to par|i-curar fêrmers or on parlicular enter¡rises. Therefore,
if the banl<s were to offer íarrr morLgage credit, it r^¡ould have to he at
substantiall'r' higher interest rates Lhan their connetifors in llie nublic
credit institulions.

ïn order to detern.ine how serj.ous a nroblem this posecl, prominent

rural nanagers of tr^¡o najor Canadian banking institutions were int,erviewed"
They stated that Ín their exnerience, farmers r,.rere not particularl;, 5s¡-
sitive to interest rates charged to them. This was not considerecl by
tne managers to be irrational behavior. !-or example, supnose a farmer
needeci fi;20ro0o for operating credit. The managers suggested that fre-
Quent'l}r the farmer wourd waive the availabre Farm rmprovement Loan under
v¡hich the ma-ximum is $15rooo in order to obtain the necessary funcrs.

Although the clifferential- beLleen t,he inùerest rates was onl¡¡ one Ðer

cen'L, in lhis case, they ì:elievec that it wourd be conceivabry hieher
if the banks ðourd offer the farmer a line-of-creclit or credit Ín the
f orm of a nask¿Éfs. Hence, conpeLifi-on from the nulru.c creciit instiLu-
tions may noL be too serious even Lhough the interesL rates on the bank

l-oans woulrl be higher" rt is conceivabre that the banks coul.d offer a
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realistic interesL rate to the farmer under the Farn l,lanagement Loan

]''roviding t'hey hacl in their emrrloy nersonnel who coulrl accurately esti-
mate lhe risk anci uncerfainty in agricurture. An ínexperiencecl render
wouÌcl tend to raj-se the interest rate to a 1evel that r,.¡ould ensure him
a wicì.e margin against ross or perhaps he might avoicì such rending al_
together" The result, would be that the inlerest rate r¡ould tencl to be

excessive on most roans of ùhis nature or that credit wourd not be

available

The fourth major obsLacle to tlle charùerecì banks entering the
farrn mortgage-crecìit field is the lack of available markets for the

m n-l -^ -^^ ml- -rrror],gages ' r'ne practice of a commercial bank making farm mortga,ge l_oans

and selling lhem to oLher finaneial inst.ìrrrrinn5 is fairly cornmon in the
unitecl sta|es (taute vrr)" rnsurance comnanies nrovicl.e such a market in
the uniLed sLates. However, some insurance companies nrefer to make

their f arm loans di.rectly, disbursing the f unds cii-recf ry to the borrowers.
Insurance com.oany officials, when contacted, inclicaf,ed an inlerest Ín
farm mortgages, arthough one comÐany preferred to r_end directry to bor_

rowers" Perhans, a complementary arrangement could be macle to the mutual
satisfacLion of tlre banks and the insurance companì-es"

The obstacles outlined above clo not appear to be insurmo¡ntable"
There is good reason to believe that Lhe banks, with more effective
gtìiciance in farm lending techni-ques, counled with their evident enthusi-
asme courcl increase their narricipation in agriculturar- finance, with
nrof it to bofh t,he farmers ancl themselves.



CHAPTER IV

THEORETICAI, BACI(GROUND

t,, 

, ','
Before proceeding to the empiricar observations of the next

chapter, it v¡ilr bu"'b"árficial to insfitut,e a theoretical back,qrounrj. for: _ vu¿vor yo\Jn._

the es|ablishment oi ilre Farm M¿nagernent Loan" Since it was clesiqned to
provide a complete rtpackage crecliLrr serrrice to the farm ¡nit, it is be-

fit'fing ùhat the theory of the firm be discussed. The financial state-
ments of the two farm-enterprises to be examined in Chapter V inclurle a

bal-ance sheet, st,atement of orofit anci loss anrl a cash flow analysis"
Since the latter has not tracìitionaì.ly belonged in t,he farmerrs financial
state¡nenN, it is appropriate that the theory behincl such an anal,ysj_s be

discrosed. Finarly, factors affecting decision-making, such as risk and

uncertainty, will be explored.

Relation of the Theoreti.cal considera.tions to the Farm Irfanagernent Lorn

ït oflen helps i;o gain insi-¿1ht into a complex phenomenon by first
investigating a relatively simnle, if not unrealistic situation. Theory

necessarily, from time to time, involves oversimplifications and abstrac-
tions, but rvith its aicl it is possible to get as close as nossible to
what the natural scientist cloes in setting uïr a moCel on which lie will
base an experiment to be conriucted uncler artificial laboratory concìi-

tions ' The elements onitted from a model corresponrl to the variables
which are helcl constant in a controlled ex¡eriment. The analysi-s begins

by outlining the theory of the firm in relation to the model ofl the
perfectly comnetitive market economyo
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Ðefinition of the Flrnr

The business :firni nray be ciefined as t,he economic unit for which

the entrepreneur calculat,es his f,rofit ancl investment; that is, the

unit of financial cont,rol.l The entrepreneur is the j-nriivicìual in charpe

of procìuction. Generalry, the functions may be divj,decì into:
I" Acquiring ornrnershin of the various factors of oroduction.

2" Performing the funcrions of management by co-orrlinati.ng theactivities of the various factor units.

3" Est,irnating future con,:liNions (precìiction) in a situation ofuncertainty and basing hJ-s present, decisions unon exÐec-tations of the future

Function of the Entrepreneur

The entreÐreneur ¡nusf transform certain resources into nroducts.

The extent to which he is abr-e to perform this task is subject, to the

technical rules specified bl' his production function. It is essential
to examine the relationship between the capitat resource anci product.

This relationship is lçnor^,n formally as the innut-output relationship or
the factor-product relationship. The time required for a resource Lo

be completely Nransformed into product is l<nown as the producfion periocl"

The r'eriocl wirl vary accorcling to the snecific nature of the capital
exnenditure. Frequently, invesLments ancl decisions must extenrl over

s everal years. This asnect of time and uncertainty is the source of the
complexity iound r^rithin Lhe production period.

lCarÌson, Sune, pure
Bookseller, New york, L96U Hffi"ni 

Procluctíon, A.ugustus trí. Kel1e¡r,
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The facLor-proclucf rrrinci-nre of prorluction is of ,fundamental

imnorfancett t'o all entrepreneurs inclurl-ing t,he farmer, gre entrenreneur
in agriculture, rvho is aNtempting to emnroy adcritionar capital. He
acquires the capiüar, not because he has any clirect desire for if, but
because he need.s it to fully exploif his nrocluctive onportunities__in
other nords, it is a derivecì crenand" Thus, the amo'nt of capit,al em_

nJ-oyed cle¡encrs entirery unon the procìuction which Ít ma*es possibre.
sunnose technical possibiì.it,ies are onen to a partic')ar agri_

culturar enterprise which by means of the single factor, capital, can be
convert,ed into a singre nrorìucr y" i/e assume the prices of capital and
output are given on the nlarke'. Thus, so long as the tobal value of the
producL is greaLer Lhan the totar val-ue of the factor, procluction should
be camied out' The objective should be to maxirrize profi-t, ilre cìifference
betlveen their value,

The foregoing is depictecì þraphically in Fig,re l" suonose we
measure quanLities of ca¡iLaì a10ng, the hori.z,ontar (x) axis and quanti_
ties of outpur arong ùhe vertical (y) axis. A technicar rerationshin
showing the amount of outnut per r_rnit of innut can now be constructed.
Let Lhe amounl of capital emnroyed be oc anrl the amount of product, be op.
rt forlows thaL the surplus nroduct rvhich accrues to the enterprise wi't
be 0K' The value of oK is the surplus ofl receints over cos.s. l,fake op
eoual to AC and let PK represent the quantity of oufnut rnhose market
value equal-s Lhe varue of oc of the fact,or. Hence, oK may be consicìered
a surÞIus in that, it is the refurn Lo the other facfors of nrocluctlon
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rvhich are kenN constant af a certain level, Thus, the condilions of

,r nni I i bni lrm cân nol{ be sel OuN:

1. The nri-ce of capital musl equal- the value of its nargi-nal
nroducL. The slone of t,he production function rnust equai
lhe ra1,io of t,he price of capital to the ¡rice of the oroc,luct.

2" The marginal nrorluct mus'" be clininishing" The nrocìuction
funcfion is convex at lhe poinl of tangency,

3" The average nrod.uct is clin'inishing--0ä can only be nosi|i.ve
if the slone of 0A Ís greater than that of AK; it follor+s
therefore 1,haL the slone of 0A nust be diminishing as il rnoves
t,o the right. The siope of OP measures the average nrocluc|.
i,ihen prices'are introcìuced, the price ratio betv¡een ca¡ital
and oulpub mrsl, be tangent Lo ihe producbion function"'

Given the t,echnical nrocluction function and the assumntions relat-
.r-- +^ --j^^ +ì-^ ^--:^.,'r+,,--r rrocìucer with the use of the facfor_IrrÈr uv ua IUç, urrç 4,,ía ruq!vu! ar r.

-nn.r,r^r -É.ìn^.ì-].e is able.to deduce what woulci be an ontimurn arnount of

c an-Ltal to utilize. If this canital is not availabl-e internallv, the

farner must seek it exbernally" The traclitional lencierrs aftitude rlic-

Lates that he must have considerable collateral as securitv before the

required canital can be suonlied"

The Factor-Factor- Principle of Prorluction

l,l'hereäs initial concern has so far centereri around the factor-

procluct relationshio, the factor-facLor nrinciple is of equal int,erest

for efficient resource allocation. In exami.ning this criterion two

L̂,,,--Hicks, J. R.., Value and Canilal, Znd Ecìition, Oxford Universily
Press, Ämen House, London, p. 79-8f"
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cases are 
.riiscussed, i"e. several resources considererl from the sLancl-

point' of one enternrise ancì from the standpoint of severar enterÐrj-ses"

CASE I: severar resQurces l^rill be considerecl herefrom the stand-
point of one enterpri-se on the farm"

Various factors of prociuction can be substituted for one anolher,
while holding ouLnu| constant at sorne narLicular level" profi.t maximiza_

lion involves the deternrination of the least-cost combination of variab-l.e
resources, given the leve1 of output. That resources can be substituted
f or one another is an acknowl-eriged fact,. opLimum all-ocation of the lim-
ited resources is ob|ained when the reLu¡ns on a narticular resource are
equalized in various uses.

Although this prÍncipre appries to severar resources in the
duction process, two resources only will be consi.d.ereci here--namel.¡

and capital. This can be represented b¡,. the follow-ing equation:
(r) Y = r(x1 x2 | x, --- x,r)

'r{here Y is the given amounf of output whi-ch cle¡ends joint,ly upon the in-
put,s x1 and x2 in some rlefinile manner when the inputs x3 to xn are hel_cl

constant' X1 designates labor and X2 canital-. ff al1 the o¡rer innuts
are allo"¡ecl to vary r,rrhile tr¡o are herrì constant hre may calculate the mar-
ginal rate of substituti.on for these two. The rnarginal rate of substitu-
iion aoplied to the factor-factor relationshin is not unrel-ated to the
meaning of the term narginal nroduct unrier the factor-nrocluct relationship,

The marginaÌ rate of substitution x, for x]- in figure 2 can be

.jXt
aL2

nro-

labor

denoLed by the ratio z (Z)
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FIGURX 2

The Factor-Factor Princiole of Production
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recluce j-ts use and, hence, lhe nroduction of Y" Hov¡ever, vrhen 1,he mar-

ginal vaÌue nroclucte of arr ii.rrts used in producLton of output are

exactry equal- to their resnective nrices (costs), the most profitable

leveI of innut is being used and, hence, the most profitable amount of

output is being nroduced"

CASB 2: Several resources are being used in more than one after-
native enternrise on the farm: (Equat,ion r is alLered to (yI y2---yn,
\¡ 1r r¡ \ a\rt1n2---rtrr) = V) 

"

The criterion of efficient resource use nrust also be considered

terms of the re:noinel rrnl¡ro n¡arìrrn+i"i+" ^+'+L^vvr¡'¡re vf, urre ¡¡,@a f ¿!,rqvurvrvJ vr urlc f€soìr.rces. This can

shou¡n by the following equation:

(6) ¡Í.v.p.v.¡ Ì.f.v.p"_., ìr.v.p... _.
^ltl= ^2t2^ -------= Ánrm

. P* P"^ È,r\_l_ r\¿ -. ¡lll

where *,U.O.rrrr, is the marginal value f,roducf of resource Xn in enterprise

ï- and Py is the nrice of the factors X¡ --- L,I 11'

Bquation (6) *ay be inLerpreted to mean thaN any given factor of

production should be so allocated among the alternative farm enterprises

that the last unit of 'r,he factor yields the same revenue in atl enter-

pris es , sinrileirly, in any given enternrise the rast corlar spent on an"ry'

of the factors shoul-d yielcl the same revenueô

In a framework of perfect knowlerlge, capital is unlÍmited. Thi.s

impì-ies lhat the firmts demand for and use of each resource shoulcl extenrj

to the point where the marginal cost of each resource just equaÌs its
marginal value proclucLivity. This is shornrn by the fotlowing equa¡ion:
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/-r\ rir \I Ð rr \r rl I1"V.P.-.r. M.V'P.v_v
\l) rie vor.v v r"ovôL oY-V-. xtyt = ^rrl

p- P"' Py Px,-:r.1 'tr2 ^n "I

M.v.P.,.., IÍ.V.P.Y v
^2tTn=-_--= 

-Yl-m 
=l= 

-- 

-^_ñ,x" .x.
a-

If capit,al is limited the scarce resources should be allocafecl in such

a way that the marginal value procìuctivity of each of the resources

should be proporfional to their respective prices'

The Product-Product Reþlionshj-p

The t¡ri-.cal agricu-ltural business consists of various enterÞrises

emnloyi-ng a given set of producfive resources' For simplicity, consicìer

a firm that produces two commodities with a given set of resources \"

The producLion function may be r^¡ritt'en as follows:

(8) (v1, Y2; X1) = 0

where Y1 and T2 are tv¡o alfernative enlerprises and x1 represents the

fixed factors of oroduction. The nroduction of '12 can be expanded by

reducing fhe pro'luction of Ï1 or vice versa"

l,ühere enterprises are comnetitive i.e. comoeLing f or fanrerrs

resources, the ootimum allocation of given resources between enterpri-ses

exisls when the marginal rale of product substitution is inversely pro-

portionaÌ bo the producl price ratio" Algebraically, these concì'itions

can be stated as follows;

M'P'P"(xt, --- xn)Yz urt-
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This equation is eq'ivalent to fhe following exlrression:3

(to) u.v.P.rr. v \v M.v.P"/y- v \v-- -(Xt, --- \Jrf : \^1, "- t\n)t2

--

'Jtr - ^-l --- XI: --- ^n 
L I '-n

This equation may be extended to cover any number of products ' The inter-

pretation of the foregoing eo,uation is that the ratio between the val-ue

of the marginal nhysical nrocluct of the variable resources clevoted to the

prorluction of one product ¡nust bear the sarne relaiionshin to the price

of those resources as exists for all ofher proclucts nrorluced with the

resources if the oroclucts are beinq prorluced in the Droller pronortions.

}MTHCD OF Ài\ALYSTS

Essentially, general economic analysis can be divided into static

and dynamic theory, the former has ihe following characleristj-cs:

I. It is Limel-ess ancJ assumes instantaneous arljustments to
change in fhe economY'

2. It seeks fo detj-ne equilibrium positions: Once an equili-
brirrrn oosition i.s reached it wíll continue so long as ,t,he

determinantso|thesi|uationremainunchanged.

on the other hand, dynamic theory introduces the element of time,

i. e " the tine required for adjustments following a clisequilibrating

movernenl . The values of the variables at a particular tinle are cle¡enrlent

in nart unon Lheir values at oast time periods'

3T"rn"po"e e_o,uation 9 ancl rlivide by pqx, -_- \). Mrurtinly the

resuIL by the pri.ces of the respective oroducts'
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The comaratj-ve staNics anproach used in this thesis is actually

an ap-r1.ie;rlion oi sfatic anal¡¡sis" This anproach descrj.bes the cìiffellences

between one equi.librium position and another, subsequenL Lo a shiÍt in lhe

deiernrinanLs. Tìre new equilibrium oosílion reìlresents a cliff erent tine

neriod from the original Perhaos, a clcarer und.erstanding of economic

statics and dSmamics is reached if tr.vo ecluilibrium posilions are considereci"

Econonric statics involves a discrete movement from one equil-ibrium nosit,ion

to another, whereas d¡¡namics involves a continuous movement over tir¡e.

The follo','ring analysis wiII be confinerl to the more easi-ly manageabì-e

conceot of com¡arafive statics "

DEFINITIOI'I AND PRCPII,C.TII]'S 0F CAPIT,A'L

there are almost as many definitions of the word canital as there

are articles written on the subjec|. Fortunately, most of these diifer-

ent definitions, while confUcting, aII contain elements of truth. The¡r

agree that canital is nroductive, a stock (or .flund) of wealth. Canital

is not to be confluseC. ¡¡ith incorne r^¡hich is a flow (or stream) of rvealth.

The distÍnction between the two concents was well statecl by Pro-fessor

Gil-}nan when he observed that rtlncome is Lo canit¿l- as water is to icerr"

It is of fundarnental innortance not to overlook the Nime cìisLinc|ion

between a st,ock anci. a flow.

4Professor Gill-man

Denartment of Agricultural-
is nresenilv a teacher o.f Econometrics in the
JÌconomics ai the University of Manitoba"
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rrrhe bridge or rink befween income ancl capiiar j.s Lhe rale of

int,eresf.'r5 one o.f fhe nrimary -fluncfions of the interesL rate is in
¡nmnrr* jnæ cn^'' *resent to future values (compounrling) ancl from futurea r vr¡¡ t.'

to presenf values (cliscountirg). The ratter lrrocess is of importance

in this thesis

J. l{. I(evnes Ê.inst. r'alr*.s61 Lhe rate of interest fo capital lhrough

whaL is referrecl to as the marginal efficiency of capital" Kelmesr de-

finition is as follows:.

r define the marginaÌ efficiency of caoi-ta.L as being equal
to the r¿te of discount ivhich -u,¡ourcl make -r,he nresenN val-ue
of lhe series of annui-ties girren by lbe returns exnecLerl
fron the canilal asset Curing it,s liie just equal- to íNs
supnly nrice.b

This can be internrefed to mean that the marginal efficienc.y of a nar-

ticular assef is the rate at which th.e antj.cipated yielrì from an arjcìi--

tional unit of that asset must be discountecl if j.t is just to ec1ual fhe

cost of the assef. Figure J shows the volume of j-nvestment which will be

undertaken in'a given period at different rates of interest, The rate of

interest is neasured on the vertical axis while the volume of invesfment

is ¡neasured along the horizontal axis " If the rate of interest is A,

the corresponding vol¿rme of investmenì, wÍ1I be 0D" If t,he rate of in-
terest rises to B, the voh.rme oí investmenl wilr fall fo oC. Hencen if
farners wj.sh t,o maximize profiLs they wiÌl invest in new cap|tal goocìs

I

' Fi shor T-"j - - rFL ^ îL ^ ^¡r¡ of Tlrl-.¿rne st. ì,1¡ nni 'l 'l r n R. lla ì\I YI lprrvt , ¿l vrr¡R, l'Æ rllvu*.,
I ^a^" /¿"t

/
''l{e¡mes, J. M", The

l,ione;f, The Macmillan Co. of
Theor)¡ of llnlnlormenl Inferest, ancl
timitea, rõiõnt,o;tr6f pp. I3il

General-
v@I¡o(Ì4



to

,Br-
U)
L!ü
L!
En¿-A

:

LI
F
E.

^
\/^t r rÀr-VVLUIVIL

T\
LJ

INVESTMENT

¡ J.t¡U¡f.tr J

The Marginal Efficiency of Capita]



77

uD No the noint where the rate at v¡hich the anticipaterl yiekìs of such

assets have lo be cliscounled equates the marginal efficiency of carital
with the rale of interest" Thus, one coulcl conclucle that, as Nhe in.uerest

rate rises the amounf of capital utilizecl in the far¡n unit shoulrj rj.ecrease.

rt, is interesting to nole the forrowing comment by a nrom_inent u. s.

agricul-fural economist in this regard. rrÏnteresf rates stand to be less

imnortanL than uncerlainty in restricting use of canital in agriculture.r,T
There is every inclication that this stafe¡nent annlies lo Canaclian agri_

culture as well , For t,hi.s reason an exa¡ninalion is r¡acle of both risk anrl

uncertaj_nfy in the latter part of Lhis chapter,

Canit,al consists o,[ canital--goods and capil,a]--va1ue. The 1atter

is simply future income <jiscountecl, while the forlner consists of canital-
instruments and nronerty" The value atlachecl to capital- arises from its

.poiential proclucLivity' Hence, it may be comnut,ed from the value of its
e stimatecl future net income. The technique of discounting makes it pos-

sible t,o deal with this problem of time valuation. Therefore, from capi-
tal goocls there must be estimated the íIor,v of sen¡ices forLhcoming in
the future to 6¡ive an'inco*e value" From the income value it, is possible

to clefernrine a canifal-value. Just as ihe value of lanci cLeoends on the

expected value of ifs crops, the value of capital riepends on the stream

of future income an iLem of cani-ta} witl relurn to its owïìer. ihus when

a farmer invests in a capital asset he does so with the belief that t,he

Ì.,

'l{eady, E. 0. Economics of Agriculfural Proriuction anrl ResourceUse, Prentice-uarf rn ., "p,ft -' 
r"-
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future flov¡ of incorne fron the caniLal asseb wil} more than offse| its

cost over a given neriocì of time.

The farm firm is cont,inually faced with the problem of decicling

whether the commitment of canital eoods is worthwh-ile i-n terms of bene-

fi-i,s to be'exnectecl . This nroblem is niore comìrlex in aÊriculLure because

Nhe exr:recNed benefits are likely to accrue over several ¡¡ears while the

owners of the ca-ital goorìs (machine connanies, etc.) must be nairì a',

the Lime of purchase" The conlr.itment of resources, made on the expecta-

tion of realizing benefits expecied to occur over a reasonably long fu-
eture rreriocì of time, is referred to as investment"" licononric analysis

emnloyed to determine the profii-poLential of invesbment Ðronosals is

referred i,o as caoital bucìgel,ing"

Jaedid<e ancl Sprouse clescri'oe canital buclgeting as foll-or^¡s:

---- a nrocess of (f) ranking nossjble inveslment nrojects
by means of some criteria oi desirability; (2) select,ing fhe
cut-off noint (rlecidin,q whjch projects are to be accented
ancl rvhich reJeclcd); and (3) providing for lhe financing of
the capital buCget which is selecleci.T

The farm manager shoul-d be aware that the capi-tal budgeN should

make up an integral narL oÍ the budget ancì the nlanning process" ït will

affect the cash burlget for Nhe coming nerj-ocl and will be affecteri in turn

bv t.he nrieinø forecasts. For these reasons it nrust be incoroorat,ed ini,o",'

the buclgelary nrocess.

A"It is very imporNant t,hat, this clefinition of invesLrnenl not be
confused v¡ith the cornnletely distinci meaning in reference to acouj.sition
of stocks ancì bonds.

9-'Jaedicke, Ê, o J{ . 8:r Sprouse, R. T. , Accouniinq Fl-orvs: Income,
lunrlg, anC Cash, Prenlice-Hall, Inc., Ìinglervood Cliffs, ì{. J.,I9â5, pn" 10Ê

.,.:. ''. ':
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CASH FLO¡í ANÀLYSIS

Jaedicke & sprousc ooint ou'r, that fhe term ,cash fr-orv, rras been
eniployed in a multinlicity ol ,o^ys.10 The.y inclucle L¡e forlowin¡¡:

I, To cìescribe historic changes in the cash account.
2' To ciescribe the technioue of cash budget,ing. Th's nurpose isof sÍgnificance to those concerned. in the agric,l.iu."i..r"ot,field. It, is imnoriant lhai farmers nroject, the cash flor¡ intheir business Íor some furure t,ime neriod ruith a vi-cw Lo nre_clicLing the cash balance that is needed at some future dat,e,
3" To cìescribe rri^¡orkirr,g-capitar frow flrorn operafionsr-_useclnrinarily in securiLy analysis 

"

L+' rn canital-ìrucrgeting, c.iecisi?r=--A projecrion of ,cash-fl.ì_owrris usefrrr to carculãt,u rri-,u ¿iscou't,ed rcash frow, used as acriterion for serecr,ing certrin inousiments in preference ioothers.

rn this ,resis" the rnain concern iies in (2) ancr ({) above, as
fhey relate i,o credif in agricull,ure.

cash frow is a useful tool Ín assessing the creclit v¡orthj-ness of
apFlicants. rt is usefur in this regarcr in both cash burlqeting and cao_
ital bucgeting' They facilitate the de'berndnation of cìebt-na¡.ing canacitrr
as well as provirìi-ng criteria through r.,ihich farmers can jusrify invest_
ments in cerLain capital_ goocìs.

CÂPTTAL BUDGETTT{G DÐC]- SIO¡IS

The discountecl cash flolv methocl

canital budgeting. fünerally, the cash

can be emnloyecl as a tool in
flor.r lechnique functions by

108.lorolo. ¡ .pÐ"
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tal<ing inl,o consice'aiion Nhe ce,sh gain fron lhe use of the canital-
goccìs over fheir riie anrr ciiscounLing the gain for each year back t,o the
periocl in lvhÍch fhe investrnenL decision is marìe. FIol^rever, as an Ínvesl-
ment proposal frequenfì-y involves both benefits ancl exnendilures cluring
one or more time periorls, it is convenient to co¡nbine the dolrar estinr,ates
of these for each time rreriocl. The cash flow concept refers to the entire
series of net proceeds anci net outlays associated with an investment.

Probl-er¡s in the measurenent of casrr frows which oft,en create
rtifficulty are cliscussed be1ow"

'4'n occasional rnisunderstanding arises as to the rel-aùion of de-
precialion to investmenL decisions" rf fhe i-nvestment i-n quesLion is a
piece of farm nr'achineiy vrith an eslimaLed useful life of ten years, should
one-tenth of the cost of the equiprnent be considered as an expense in
estimating the annual cash nroceeds? The answer is no. ït, is not neces_
sary to subtract riepreciation frorn gross revenues, since the cos¡ of the
asset is automaticarly taken into consicr.eration. (u.g., in the nresent
value methorl the nreseli val.ue of the cash Ðroceerls are cornnareC with t,he

'''i'''cosL of the asset,)" .ÜsI.r1g this process avoids the arbitrary a1l-ocaiion
of the cost of the assef over iì;s useful- life and avoicls rlouble counting"
This treatment in no way argues agai_nsf the allocation of cieprecÍation
for accounting purnoses but j-s useflul for the ,lecisj_on_making nrocerlures
that, arnear most hernful to managernent as griÍcìes. Depreciation for. tax
Ðurposes does affect the investrnent rlecision.



Aocounting for financial purposes is interesleri in the íncome of

each accounting period; thus attenlion is paid t,o the allocation of the

cost of a long-Iiveci asseL over iNs useful life. The net present value

of !h.e investmenf is the ímnorLant consideration when clealing with in-

vesNmenf clecísions.

Incone Taxes anrl Canital- Buclgeting

Investment nrooosals should be evalualed on an after-tax basis,

Since federal and nrovincial income ta;<es are based unon net income (anrl

not rrcash proceedsrras clefined), it is necessary to consider depreciafion

in cietermining the basís for tax.lI

OpporturiLy Costs-

Usually the cash outlays included in the comnutation of net cash

flows are the outlays incumed because of the investmenL that, would not

be incurred otherwise, Outlays that would be incurred by the firm whether

or not the investment ís accepted should be charged to a part,icul.ar in-

vestment projecL.

0n the other hand, in some instances an investmen| ¡rroJect may

require the use of some scarce resource available fo the firm, al Lhottgh

the explicit cash outlays assocía'r,ed with using that resource may be non-

existent or ray not adequately reflect the value of the resources to the

f irm.

al-titlote: Book denreciation does not enter info connuLation of cash
proceeds at all, brrt depreciation for tax nurposes infÌuences the inconle
tax and fhus indirectly affects the proceeris of an investment'
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rt' may annear that t,he nractice of charging on.ort'ni-ty costs
against an investrrienf project when no correslonrling cash orrtlay can be
iclenfiíied is a viglation of, or excention to, the procecìure o.[ eva]_u_
ating investrnents ic' terns of actuar cash-floivs" rncluoing opnortunity
costs is not so much an exceDtion t,o the cash flov¡ nrocecLure as an ex-
tension oi it" The opnortr.rnity cosLs charged shor:ld measure net cash
fl-ows that courd have been earned if the nroject under discussion had
been rejected. sun¡ose a farm courd be renred oub at, í)r5.oo Der acre or
used by t,he farmer to nrocruce a cron ofl wheat in the comin65 year, After
an initial outlay to cover nro,Cuction costs, the wheat crop s6¡|cì nrociuce
an absorute net cash ínfr-ow of ,iieo.oo per acre before an ar-rowance has
been made for the opnortunit,y of renting" The figure of :1;2o.oo Þer acre
overstates the benefits to be deri.ved from r.¡orking the land oneselfl,
since fhe rand courc o|herr".ise irave returned .j}15.00 per acre. By charg-
ing a rental ornortuníty cost, of f;;15.00 per acre against the benefits
received when working the lancl, a more meaningfrrl measure oi its actual
vafue to the farmer is obtainecl.

The sarvage and removar costs introduce no real probrem if it is
kept, in rninrr that, the periocìs lvhen cash outrays are ina¿e or v¡hen cash
fl-oi^,¡s in'bo the firm are of interest" In the follolving cliscussion the
term sarvage refers to trnef salva.qetr; removal costs have been sublractecì.

First consi-der the sarvage varue of the ner^¡ investm.ent. Any funcls
expecLerì to be obtained from Lìre price of the new investnient v¡hen it is



retireci r+iII increase the florv of cash in lhe last period. Thus, fìre

^''r-'^-^ "^r"^ ^4 the ner,¡ investment v¡ill increase the cash fl-ow of theÞdrvéöç véruç vt

last r-.eriocl of use.

Errors in the forecasting o-C disnosal values usuaÌly are

ious because the actual value r'¡il1 be tyoically rrsmall¡r five to

hr.nne - Hor¿crrer no.qsi hl e sa'l vaqe val-ues shoul.d be considered "v v vJ ,

IìO-r,

+^*

ser-

years

Ìr]hen the investnient is being macie to replace an ite.m of equinment

in current use, there are tl{o adriitional- salvage values to be consj-clerecì,

One is the salvage val-ue now o['bhe olr] etluinmen1,, and'r,he other is the

salvage value aL fhe encl of ifs nhysical or use-fril Ii-fle (whichever corn?s

first). If lhe asset is renlacecl now, the nresent salvage r^d 1l have lhe

effect of increasing t,he cash florv oî ihis neriorl (or rlecreasing the re-

quirecl cash outl-av forLhe new equio;nent). Hoçvever, if' the old equinner:t

is being relired now, the salvage bhat would have been obLained at, the end

of its Iifle rvill noL be realized then. and'r,here is a clecrease in the rela-

tive cash flows of the lasL neriod, In summation, ihe sa.ì-vage value of

the new equipinent t,end,s to increase the cash flow of the last year of user

urhi 'l e f.he nreserr* qr'l r.r -o ,r"l rro nf t.hr. n'l d cr^lll'i nfnent NenCS 'r,O inCf eaSew¡rI.Lç uttç vI ço9rIU ¡¿IVql¡Ç VOrUç Vl UrlV Vrq ç\luAl

the cash flov¡ for t,hj.s I'ear (decrease the cash outlay)" The salvaqe value

of the olcl equínmen| at time of normal retiremenN decreases the cash flow

of t.hat. u.a, (sinna t.he sr'lrreoe y¿]1¡e Wou]rl be obNained if ihe ren]-aCe-vr u¡¡úu J¡vsr \u.Llrvv

men| Cici not take nlace and rvould not be ob|ainerl if the replacement clicl

r\ËaKe prace /.
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CASt-Ì BUDG-ETIÌ,]G DEC ISION

rn adriition to the canital bucìget being facir-itated by ,che cash
flo',v techniquc, i,he cash budge{: is abre to ma}re use of it as r¿¡e}r" rt
is concerned with nreclicting changes in the fai.inerrs cash balance. The

f unction of the cash burlget is ,,verI starecr by Jaeclicke gv snrouse:

The cash buclg_ei;, as a fi.nancial rnanaqement tool, has itsnrirnary usefulness'as an aid in making short-ferm crerjitclecisi'ons. srnce fhese kincls of ¿eciãions al-e recurring,the cash buclget is 'usually .ryenarecì as nari of .r,he oveÌ.-arl annuar fÍrm bucr.geL. -:--a ã"àr.t ¡"ãgåt ,";. be nrenarecrto show the Ievel ofl bank r-oans wrrich ã.o nuäu;;r;;-iãt'
suoporL the nrof't nran. 

- 
rn acÌcÌi-tion, fhe bucrget, may incri-cate when banrr roans can be repaid. such a forecas*¿ rakes it' nossi.bre to crerernåning shorr-ierm credif neecls werr_ inadvance of their actuaÌ occurrence. Also, Lhe arnourr o.f,crecìit needeci and t,he time nei'iorl involvecl can be esfabl-ished

?l_lil:-yocedure. This Nyire of cash analysis is ouou"i"llyrmnorLanL in a seasonal business"lZ

Agricuifure, being seasonal- in nature can utilize this tyne of budget, t,o

greaf advantaqe. A cash bu'j,,':L for a t¡'picaI farn i¡r the Carman r)istríct
Farin Business AssociaLion, em¡loying the cash flow analysis rvi-rr be

apolied in the following chanter.

CASH FLOI¡'I AS A B.4,SIS FOR CRiDfT ALLOCATION

r,lhereas creCit has been tradiNionally allocaNeci to
mers, in most cases, direcl,ly on the value of asset,s used

the cash .frow technique ar-lorvs the financial i_nstitutions

incliviclual far-

as security,

to lend rlirectiy

leop. cit, 8, pp. tog"
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on the basis of prorìuctivity or economíc eflficiency criteria. It, j-s

suggested fhat the crerlít institufions rvhich initially employ agricul-

tural economists, Lrained in farm managernenl, to apnraise the nro,:lucLjv-

i t.r¡ nf t.hp n¡ni1;a} stock to be nurchased with the acquired credit coul,clL "J

conr.r¡'i rrahlr¡ r'ìorni-nale the farn credit rnarket in 'r,he fu|lre. Such annrai-v uv!.y

sal work lvoulcl. include cash f lows. Farmers who are borror^ring money are

r.raking investnents which have one or rnore neriocls of cash outlays inter-

spersecì r.vith oeriods of nositive cash flows. A farmer shoulcl always

determine whe'r,her tire investnent he is abouf fo nake in farm canital

^¡n.r- ^+^ '.'ill be nroductive. lfill it, enable him io inci'ease ÌrisËvvuÐ, çUUê, wt-

incor¡e or oLherwise improve his level of living? Caoital 'bhat i^ril-I

accomplish either or both of these objectives is ihe only basis for

creclit 
"

The timing of cash fl-or'¡s resulting fi"om capital exl:enditures is

extremely imnortant to both the farm manager and his banker in attempt-

ing to plan the cash needs of the firm. Ït, is necessary to make reason-

able estimates as to the specific days on'¡hich the notes will have to

be paid ancl when cash will begin'uo be generated by the invest¡nent.

In applying a cash fl-ow to l.he farn business, one of fwo methocis

could be used.

l" The ïield -A.pnroach--This particular ¡nethod utilizes Nhe dis-

count concent, but avoirls lhe arbilrary choice of a rate of j"nteres'r, in

the atfemrt to evaluate an invesln'ienl, Lrronosal . It ascert,ains the ner-

centage figure which ,.¡ifl make lhe nresent rnarket value of t]re exnected

proceec).s from the use of the canitai goods (i.", the sum o.f the proceeds
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ôf fi c,ì1rês flor e;reh wear rìiseol:n't,ecl back lo the nresent) equal t,o ihev ! J Jf-lu¡

oullay oi funrls for such an investrnent. The percentaße figure, raie of

inLerest, or yield ofl the investmcnt, must be flouncì.'by trial and error.

The follorring fornula can facilitale this process:

Ê.n / Þ.In / ,l?^-r ,1 Ri*'- f -'-- = Ã-'

t,¡here R or RI is the estimatecì annual return or net cesh Proceeds; i

is the interest rate and A is lhc canital outl-ay required or ihe amount

of investment"

2, Th-e llet Presenf j/alue Ànproach--This method requires llie cal-

culalion of Lhe nresent value of the expec'bed proceeds deLerrnined rn¡ith

an assumecl cliscount rate, ancl conlrarison of fhis wiNh the figure of out-

Iay on the capital goorls, etc., the difference being the net nresent'

value, Investments rvould be placecl in an order of priori.t,',t ancl Lhose

wjth the highest net Dresent value -iigules',¡oul.cl be given top priority'

In coinìlaring the two aonroaches, the latter is said to be superior.

Bierrnan & Smiclt coninent tha*":

Il is easy to use the pi'esent-value mer,hod correcily"
It is much nioi'e difficult to use ihe yie.ld methocl cor-
rectly--rnore clifficult to cl.escribe i^rhat conrparisons
are aÐÐropriat,e f or a given clecision, a5rfl rnore c.iflficult
fo carr;r out the requirecì. calcula|i-ons''/o

Hence, the cash flor^¡ analysis will be cleveloped around the net Ðresent

value anproach. The cash flow lechnioue is beiieved to Ìrave a suneriority

I3Biu"*n, Harold 6r Smidt, Se¡rmour, The Capiial Burlget.ing llecj-sion,
' The Þiacmillan Company, N.Y., 1960, Þp" 32-3'
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over the tradiLional accolrnfing method (that is, it is fel'r, t,hat the

- l.-^*+,\ ^^^ ^"1--.^i ^t^ +L..- lì a^1..¡aovanLafles out'de]-gl1 LrÌe rì1sâ.QVâlrtä.qes/

The rlisacìvantages oi fhe technique are as follows:

I, The ann.l-icafion of fhis Lechnique to neasure the ¡roduciivit-,'
of inclividual canital-exnendibure Ðro,jecNs is rel-at,ivelv nev¡.
Hence, accounLing nersonnel must be Nrained to a new nethocl
of accountins.

2. Because it does not corresÌloncl to accounting concents abouL
tlre recording of costs ancl ï'evenues, it en|ails teclious work
in reviewina nast -farm records.

Generaily speaking, the arìvantages o-f the cash flow analysis are

as follows:

l" For farmers, lhe casl'r f]-ow statement is a valuable control
device which lhey have l.onq needed " Ìi¡ith ::ísing cost,s bhreat-
ening nroflitable oneratj-on, srrch a stal,ement nrovícles l,he
farniler an on'-,ortunity lo cornnare his expense esl,irnates with
actual exnerience, tì:rus exÐosing dangei' noin'ús and alerting
him to Nhe need for remedial action.

2. Fron the bankerrs noint of vier,¡ the cash flor^¡ statement is
useful since, by showing actual cash repaylnent aìrility, it,
provides a nluch truer nj-cture ofl the soundness o.f the l-oan"

3" In acidit,ion, the farmer can easily adant the cash -ilov¡ data
to the protit anrl 1oss statement he needs flor t,ax lurnoses
by inclucling non-cash incorne and expenses (mainl-y cleprecia'uion)
and rleductions lor his family"

The acivantages are staLed in a rflore specific ranner by ,IoeI Dean

ì-
as f ol-l-o',vs: -/

1. The discount,ecl-cash-.ilor.' lnefho,'l i.s economicall.y realislíc in
confining Lhe analysis No cash flows anrj forgelt,inq about
customary book allocations. The books, althouqh very val-
r.qhlc for- ot.her nrrrnoses- âre irrelevant for 'r,he task of
measur.ing ':investment worth 

",;-:i_, ....:. :.

l5Dean, JoeI, lvieasurÍng the
Business P,eview, Volume j2, Jan" -

PnnÄl¡ ai.i rri f rr nf lls nì * q'l lJqrr¡c¡AI I vrruvu!vrwJ vL VGUJUøIJ l.@l VoI L.

H-ôh l r. | /Vr/)+t y:)o Lç,/Ò
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2" The rrse of this meLhod forces guidecl fhinking abouL the
whol_e life of 1,he nrojecl and concentration on lhe li[e-
time earnincs.

3. I1" weighfs the time naitern of the invesfment oullay and
the casìr e.rrninqs Írom the outlay in such a way as to
refl-ect r.ea1 and im¡ortanN dífferences in the value of near
ancl rÌistant cash flo'.¡s.

¿i" I-r, reflIects accurately and rvithouN ambiguli¡r the iiming of
tax sav|ngs, either from expensing narl of the investr,ent
out,1.ay or frorn r,.rrj.ting off canitalizecì. cost,s over the l-iîe
of the investnent--sonething qrrite ¿i ¡fj-qrrl| to rìo by t,he
accountinfl meLhod.

5, It oermit,s sinmle al-[owances for risks and uncertainties
ancl can be aclant,ed rea.ìily to increasing risk aliowance
over time"

6 " iN is strictl¡r conìnarable 't o cost-oÍ-caniial rati-os so that
decisions can be marle quicl<}y ancl saíeIy on the basis of
lhe relationship be*rr^¡een i¡rclicated rate of refurn and the
value of money t,o the comnany (or single pronrieforshin,
as fhe case may be, in agriculture),

As will be demonstrated., fhe cash flor^¡ method of computing the rate of

relurn to an lnvestment is suneri.or to existinq allernatives in accuracy,

ancl relevance.

HANDLING ììIS1( r\i{Ð U}]CEì.TAII'I1Y

Thus far, tÌre problem of risk ancl uncerfainty in investmen*r, deci-

sion rnaking has been essentialJ-y ignorerì. Decisjon making woulcl be si-mn-

Iified if all nrojects bore the sane degree of risl< or uncertainty, but

some inves|nrenls inherently involve more risk ancl uncer'r,aint1' fhan others.

Esfimates of future benefiLs n'ay not, malerialize. Situalions where actual

income cliffers -from exnecterl income in the cash flow sheet nray occur for

any numbei. o-û reasons, which include yield uncerLai-nty, technological



uncerLainty,nriceuncert,ain|y,andgeneral.lynoorbusi-nesscondj.t,ions,

Irr nractice atlowance mus| be nat]e íor :"isk and uncer|aint,y in the farm

business, rf 1;r,vo orojects promise to resurt in;ust about the sarne

benefitsorcashflowsanooneinvolvesmorerisk,thereisnoproblem.

Frequentl5rrhoweverrNheonepronúsingthelargest'relurnrnayinvoive

morerisk.Therefore,ifsoundmanagementdecisionsaretobernadeon

thefarnrtherrskandrrncerl,aintyconnecte.fwiththevariousexnenditures

as well as lheir exnected cash flor^¿s must be considerecl' This is one of

the serious limitations in buclgeting'

Risk, by i'ts nat'ure, tend's to be less of a probJ-em t'han uncer-

tainiy" A probabitity can be a|Lachec]' to a situation invo}v:ing risk, but

not in the matier of 'ncertai.nty" 
Hence, rislc is insurable and can be

incorporatecl into the cost' structure of the business, while rrrrcertaini:y

cannot be. Empirical probabilities of outcome or loss can be establj'shed

for risk"

Itisobviousthatthec]-assicalecononisttsattiturlecannotbe

adopiec|forrincertaint,ycanno!beignorecìuncer|herationaleofperfect,

knowledge,Uncer|aintyisrelatedtoafirmIsdecisiontoborrowfunds

for capital and current exoendj-ture'

Supnoset"uoinvestmenfopnorlunitiesareopentoconsicleration'

name}y inveslmenLs A and B --for exanple, increasing usage of fert,i]izer

.ít)jlsì,ts increasing the nu¡ùrer of feeder cattle' Further e âssuJitê both in-

vesLment,s potentially yielrl the same nositive flows ancì negative -Loss"

Fieure 4 indicates tha'u investmenN B is the more desirable of lhe two
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invesfmen|s. Both have the same nrobabili-ty of loss (P), arthough the

naximum possibre gains do crirfer (i"". R / ?¿). The orobabi_r.iLies asso_

ciated wiLh investment A are sho','¡n to resemble a normal distribuiion"
Hence, the most nrobabre outcorne is sho,,,¡n ai l,r. This can be cornnared

with N r^¡hich renresents the most nrobabre ouicome of investment B.

since the most likely outcorne from investnient B is greaLer than the most

probable outcome from A, B is sunerior to A"

Unfortunately, firms can never be certain tha| the exnectecl cash

flows will be attained. Farmers canno'r, be certain of their cosis. seII-
ing prices and yielris in ilre future, nor can the¡, Ì<now the iikelÍhoocl of
new technological develoomenLs that courc render their exist,ì-ng mach¡,nery

obsolete. Therefore, probabirit,y adjustmenLs are necessary.

Various investrnents in the nunierous enterprises on i;he farm have

different d'egrees of probabi.Iily oI atl,aj-ning exnectec] reLurns" For nar-
ticurar investments the range or variance of exreclations clecreases as

the production neriod annroaches ter¡rrination" Heady illustrates this
nhenomenon by emrloying two diagrarns, which we have repro,lucecl. in
figures Ja and. 5b.

Initial_nlanning is af rlale.t¡ ancl rnarketing is aL clate ti " Therange of nossible outco¡nes (bhe rov¡er and unner l.imit,s ¡¡ifr,inwhich the operator might expect nrices to fal-1. r.¡it,h a nrobabili,tyoi 1.0") i" ab r,vhen pI"n" are }aicì at, crate t6r reri'ces io ccj, ef,anc gh al dates L1, t'2, anrr N3, an,r farrs to"ãero aL t,he marr<et-
ing. Cate t4" If is eniireh, iossible, however, .Lhat as a clat,e
suci'ì. as t1 is reached an enrirery dieierent sei of nri.ce orweather concliLions come in+r,o nrosoect and conciiiions exnectationsaccordingly. (drought,) Au is iilusj:rai,ecl j_n fj.qure 5b theleve1 and range of exnectatj_ons will tal<e on an entirel¡r rìifferent
naLure as the new infor¡nation aìlÐears; the range of' nossibirit,ies
rna),¡ narrorv frc>m dafe t6 to date f2, buL mushroóm into an entirerv
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di.Cerep.t sli-uctrrre. Horr'ever, unless new ì:eveali ng inforri',at,ion
is obfainerì (inclucìing absence oi" forces r,¡hi-ch nror"re ori-g'ì nal
exneclat,ions to be erroneous) tÌ^,e new exnec|ai;ioll lra¡ework
should again disrrla'¡ the converqence characteri.stic.*-

Thus, iN is clear that the neL elfect of uncertainN¡r is t'o increase ihe

relative advantage of invesfmenls oÍl rel-afivel¡¡ shorl rlllratjon, anrl

nr.esuma'blr¡ t,o recluce the tofal vol-l-lme of investment comnared Lo ¡,^¡hai
i. r vvwrrl¡v*

would be underiaken if the Íarners l¡ere cerf,ain of the exnected retrrrns.

In real-it;., farmers confronted with alLernative enfernrises in

rvhich to jnvest canital_ (internal or external-) altach a clegree oil belief

or nsubjective nrobabilit¡rrf Lo c¡ich nrosnect. This nrobabi.l-jt¡r est'irnate

allo.,vs the farmer to inflate the rale of discounf over anrl. above tire

'cost of canital- in order to hcrlF;e against uncerNai-nt¡r'

The introduclion of probability jurlgemenfs l-eads to a con-fronta-

tion with decision theory. This is a bocìy of theory clevelonetl arouncl

nrinciples on ho,,v reasonable and well-informeci inclividuals observaìrly

tenri !o behave when iaced lvÍth cl.ecision 'roþlems whích Lhey have nro-

nerl5r unclerstood. Further, probabi-lity is regarrled as tlre primary con-

cent of this theorY"

Recently a major contribrition was nade No lhis area oí economic

behavíor by Proiessor 'rJill-iam FeIInu".17 He presents a bocl;r of theor¡r

v¡hicl-i allows an internretation of why farners i¿LiI to employ capital

to lhe poini, v¿here its narginal cosi equals its marginal value nro-

ducfivity.. An infernretation of the'theory as it relates to the tonic

| 
^r.- HeaclyJ 11 .

1ry* I .r'errner,
LY¡:): es¡. Un' 4,

O. , on. cif . 4 P. . l+72-3 "

l'filì-iarn, Probabili!)r anrt Profit, R' D' Irwin & Co',
5. and 6"-
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under analysis woul-d be ínteres|ing ancl advanLageous"

The theory resls on five general assu'¡nntions:

1. Alternative projects confront, farmers -through their various
enternrises with the nrosnect of alternative money íncomes"

Fellner attaches to each a clegree of belief or subjective probability'

2" It is possible to rìefine for fhe clecision maker two marginal

functions:

i) G(x) iunction.--Thís function may be clefinecl as the mar-

ginat uti lity funclion of notential gains as a function
of the amonnt bo be invested in the nroject' Tl'l:is '[unc-
tionisgeneral.lydo.'^¡nwardsloningbecauseoftheclinrin-
ishing marginal utilit'Y of moneY"

ii) L(x) functi.on"--This flunction js r]eíiner1 as the r^rei-ghtecì

marginal rlisutilii¡¡ of notential loss as a function of

t,heamountLobeinvestecl.Thisfunctionisgeneraìly
upwara sio'"ing as clenict'ec1 in figure 7' This woulrl tre

particuiãtty i.t" fo:: large Ínvesimenlurg" :":l.,:1"^1-bv
Kaleckits Princir-'le ofl Increasing Rislc'"" Before con-

tinuingwitht'heassunptionsund'erlyingthetheory'it
woulcl be aclvant,ageous to examine this principle'

The Princirrle of fncreasinF; Risk

The Princinle states, that as a

rowed canital the chance of loss of its

result, there is a point af Ì,vhjch the firm will cease borrowing in order

to expand it,s onerabi.ons, simnly because of the increasj-ng risk of the

Ioss of its o'n¡n caoital"

Theprincipleisillustratecìinfigure6"Furtherindebtedness

throush borrowing increases lhe variance of the nel worth' although it

firm expancìs b;' the aid of bor-

orvn canilal increases. Âs a

'l Ê-, .--Áare cKa,
VoI. IV, pn. 440,

lî. The Plincinle of Incfeasing F"isk, Econornica'

llovember, L937.



yô

Ld
l
J
s
ô
LrJ
t--
O
L!
o_
X
L!

VAR¡ANCE

The

ñT^fYnF /¡ I\¡U|L.rr O

Principle of ïncreasing Risk



97

may increase its exnecl,ed value. Assume:

tr2 = (iv / w) (c-rr)

where the net worth of the favorabre event is (ru I i^¡) c-i^i ancì

favorabre event (¡¡ I r,i¡) ti-lv. The exnecterr varue (n) :_" given

following:

a) i'Ie have an ooportunily line AB in figure !. Àn equili_brium nosiLion exisfs l.¡hci.e the onporfuniì:y line intersecbsthe indifference curve If , Beyonri this eqirilihrium nointthe increase in risk (measurerr by fhe ,r.r.í..,"") u"""ui"'-the increase Ín the expected va1ue.

b) The initia] net worth ofl the firm is \T and it borrorvs anamount irl, so that it,s tobal_ assets now become (N- I ,t\.*"
c) Two 'ossibil-ifie; exist,, one of Ìoss, which wilr rerruce thet:1".I as¡gtS to (N / !,I) k r^rtrere k I, anrl another ofl qainwhic! r,ritl, ingrease Lhe .uotat_ asseLs i" añ ¡ ,f ;', ,iH"iä'"c I. : ,,,.'':
d) The chance or iavorabr-e event is p, the chance ofl 

'nfavor-able evenN beins T_p"

The variance of the net v¡orfh values F¿ i" given by;

the un-

bl¡ the

()
E= ((l¡/i.I)c-h')p/

()
¡{hen we eliminate ltl bet

ihe opoortunity líne:

)()(iv / lu)r-w) r-p = (N I r,,r) (ce ¡ r<(r-p) t
)()

en lhese two equations we gef thc equafi

(
(
(

1^Ie

/r ¡\\rrl
T¡T

ons of

(r¿*)E = ¡r (n / r-r)-2
^ 1.u -¡\

rrom (L2) ,nre see lhai r¿¡hen Õ-¿ = o, 'd = -N. i.e. in orcler No avoicl any

risk if would be necessary t,o borrow t,he entire canit,al flor fl^re enter-

nrise' rf fhe nossible ross ancl the nossibre gain are equal (p =,l),
equabion (14) re¿uces to:
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(r5) E = N lf Q - È.)

Wherec:Ïfrandk=I-r.Theoppor|rrnitylineishorjzon|alwhen

i;his occurs and. when j-nterpretecl this means ihat' borrowing increases the

risk r^rithout increasi.ng ilre expected. value. only when the chance of

gain is greater than tlre chance of loss (p>È) will the farmer borrot+:

(when the op'ortunity Iine has a nositive slone) '

Thisconcluclesanexaninationoflia}eckitscon|ributiontothe

area of risk'

,A,s|ofurtherassunpiionsinregarrltoFel}nerlsiheory,the

following poinfs nrust be considered:

3.Frofit,(ex.an|e)ist,oi-lernayjriizedtogai-nautíltiysurp}us.lq

4. The expected nrobabitit';r is the rrDure probabililytt'*'

pr : å ; r - {= i-

5. The investrnen| of one Croll ar will
in a given siLuation'

sive a return of two ciollars

Formulatj on of t]re TÌreorY

Given the above assurnntions tìre fornulation of the theorY can be

states as Iof lor'¡s:

]. SpecifY t,h e

u\xi
U \ ¿-¿!,/

1ô
'7Pure ProìrabilibY

of Insufficient Reasons "

-.+ : 'l ì l-,' frrn¡* 'i nn "ll!l--L l- tr.Y .L u rv u!vrr '

2
- 3.X - Oil

"(zx) - b(2x)2

zax - hbx2

in Lhat if is arrived at through tl-ie Princinle
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2. The margi-nal util j'ty of potential gain becomes:

d u(2x) - 2a / Stcx

dx

Ii'leight.i.ng: p* = I/2

Specify the marginal uti-l.ity function:

G(") = |.za-|.eux
^l

= 
d-q U-tL

D(y) *D(x) = ax/hx2

The marginaÌ clisutilily of poLential loss becomes:

dD(x) -af 2ttx
Dx

n r --I-Àtø*v-4

8. Specify the narginaÌ iisutítiLy function:

'L(") 
=L- " albx

9" Let a 3 { ancì b = È

The foregoi-ng equali.ons alloiv calcrrlation of the eo,uilibrium loinf whei'e

the,narginal ufility of an investment is equal to the rnarginal disutilit¡,'

S,igure Z). If the weighted marginal utility is greater than the r,'reigh'ted

narglnar crr-sulrrity, it is advantageous for the farmer to invest' Flence,

x,n is the maxinium amount of capital a farmer should invest" The maxinlrm

o^

amou¡t of ulility clerived is I.Á uNils.'" Fellner calls t'his shacled area

the risk takerrs surplus (figure 7)'

a),

4.

2oc(x) = L(x)
l-x=2/
^ t lt¿ -_ x f x/4
x=1.6

This
x/l+

can be il?lîil;"d tfi?:i':_tnregral calcurus:

" ; Jiì 1*i)L'-"i (ä / */u)*
= Ja n: -/"+ I ,iza" - f x/\ ctx

='u*[-"f-,"f -h""'/r,[
= 3.2 - 12"8/8 = 3.2 - 1.6 = 1"6
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Fellner rejecNs'r,he arbiti'ary choice of I a" * rveiqhi and conse-

quently the nrincinle of insufficient reason. He moves cioser to reality
Þr.' nrn¡nqi no r qo-i 

-^nnl-'.hi I i a+ 
1r

wr pavpvèr,,È! o semi-probabi-l-istic apoi'oach.4r In the semi-probabilistic

anni'oach, the nrobabÍIity juclgemenls reflecl subjecbive estimates of cle-

cision rnakers as to the clegree of uncerLainty they feel is involved iu

a r,larlicular inveslmenL " A high aegree of variation associaterl wi'r,h Lhe

corres¡onding decision r^reighfs is antÍcinat,ecl since some nìanaqers are

more rísk-Ioving than others.

Suapose lhere is a farm rnanager who desires to infl-ate Nhe riiscoun,r,

rale in order to hedge againsL uncertain|r-. This woulcl resul.t, Ín his us-

ing a lower weight in association wil;h a nartÍcu1ar investment. Assume

he attaches a weight of r/3 to his marginal ufili'r,y function. As e

result, /+ above becornes:

G(x) = rß (2a - Bbx) = 2.66 - 0,66x

Similarly he attaches a weight of 3/5 to his narginal rtisutility function

so thaù equation B becomes;

L(x) = 3/5Glzbx) =2.t+/o"3x
Under the sarne l-ogic as before xIm is fhe rna;rimu.n amount, the .farmer 'ri-11
j-nvesf . (*It = "27) Hence, uncler the semi-probabilistic aoproach the

risk-takerrs surolus is smaller than uncl.er Lhe previous arproach, The

farner discounls because he is no'l, certain"

ôt

"As opnosed to the traclitionaÌ pure nrobabilislic anproach.
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The marginal utility surnlus (iUS) may be defincd as t,he change

in tl'ie risk-t,akerrs surnlus riivirJed b;' ¡¡" change in the outnut. This

may be shown algebraically as: l.{.U.S. = d}Í
ãd

Since output is an increasing function of the amount Ínvested, jt is

possible to calculate M as a function of the arnount invested in the same

way as the marginal product curve may be cJ.e|ermined from the tot,al nro-

duct curve, Thus, since both Q and l"f are a -function of the amount in-

vested, t,hey rnust be relaterl to one anotl-rer, rrThe equilibrium out¡ut, is

determined by Lhe inferseciion of the i\'l"U"S. curve with the abscissa"

+ r^^+ ,ì ^ 't-.. +L^ . ôô
urtqu rÐ vJ urrw ùofldition that ì'î"U.S " = O.ttt'

Relqb:ion oí t\e ìriarqinal Utilitl¡ Surnlus curve to fhe A,qricultural Firn

In order to keep'the theory as simpl-e as possible the revenue

and cosL curves for the hyootheti.cal fjrm have been constructed as linear"

In reality, the shape of the curves would be affecfed by the economics

of scale that exist for the particul-ar uirit. Ideally, the farmer should

be producing r,vhere marginal cost of canital equals its rLarginal. revenue

/- \ .(Q") in figure B" Actuall¡.', he is nroducing an outnuL Q.,, which is less

*.hen Ô^ ¡nrhare f,he rnOnOtOniC deCreaSing marginal ltt,ilif.w srrrnl¡S CUfVev¡¡e¡¡ we Ê; r/rc!¡ uurrr uJ o4a \,!ui

culs the horizontal axis" Therefore, in a situafion of uncertaj-nty uncler

Lhe semi-probabilistic approach the farmer will nroduce an outpui at a

22rbid 
. , L8, pp,r75 .
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level less Lhan his maxinun exneclecl nrofjt" This reacLion oÍ cliscounfing

fuNure retnrns so as to hedge against risk ancl uncerfainty resulls in rnan¡/

farners er:l-Io).ing l.ess resources in Lheir farm busíness than fhey could

nrofit,ably empl-oy.

CAPÏTAL R¡,TIONII'JG AI'{C¡JG FÀR}IERS

Ii ís generally agreed that in rnany farm trusinesses the marginal

productivity of ca',iial is greater Lhan lhe marginal ¡rorluctivity cf

labor. This imnlies capital rat,ioning, rvhether infernal or external.

ExLernal canital rationing neans ihat, (additional) creclit is no'u avail-

able at going rates of interest because of linitalions im^osecl by lenrìers.

Internal capital rationing refers {.o those instances in v¡hich aclditiona}

creclit could be obtainecl, but, the manager elects not to use it.23 An area

for further study would be to deterndne the causes ancl the extent of

capital rationing in 'rilestern Canaciian agriculfure"

Il is imuortant that t,o recoqnize that where there is canital ra-

* i nnino tho nnct, gf Canitaf Of the firm iS no lonøe'r t,he annronriat,e OiS-U ¿vllrl,5

count rate. Under internal capifal rationing the farrner tenCs to linút

investrnenLs to a se'b arnount of funds or a set cnt-off rate even though

other nrofitable investment onportunities are available" llierman anci.

Smiib su6çqes't, Nha-b;there are t,n¡o types of internal ca¡ital- rationing"

^^-/nesser,
]lrnrrpnq ,Tnrrnnn'li_:::_::i:i_:q

:- .-;'i, ", uonceÐLual-
l'r¡m Tilnnnnm'ì ¡q

L.
of

I{oCeIs
VoI.

ol CaniLal F,at,ioning Àrrrong

ILLII, i't¿, !Y,a:l IYrlU, pp" )¿>.
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rr¡h¿' liFc+ frr^o i.5 one ÌÀrhere lhe firrn uSeS an iní}a'r,eC ClisCOUnt rate ihat¡ ¡¡9 r

ìs ,a hiøhcn,liscounl rale than i,he cost, of capital .'a In lhis situ¡rt,ion*"J

a farner, because of the aversj-on 1,o risk., m&y require thaf investments

nust have a Ðresent value of I0 per cent, even fhough his cost of canital

is only six Der cent. lfith a,ìefj-ni|e cut-off rafe available this rate

can be used to discounl cash fl-ov¡s" An invesfment of a dollar nor^l ¡¡ielrl-

ing less Nhan 10 Þer cent wiU- not be unclertaken.

A coä,narison of the r:ndiscountecl and discounlecì inconre for'r,hcorninp

fron a ¡arlícular investrnent ís illus'r,rated in figure Ç.25 Äf an int,e::est

raNe (the cost o.[ boi'rowerL canital) of OR, the f.rr¡iler would invest to the

poinl 0B if the income was not discounted. hhen bhe income is discouni;ed

because of risk assocj-ated r,¡ifh an investmen'r,, lhe f¿rrner migìrt invesi

only to t,he point 04.

The second tyne of infernal canital rat,íoning, rlenicts a siiua-

Lion r^¡here the cut-off ra-r,e is not s¡ecified. The farmer has in his n'únd

the maximum amount that he Ís'.¡illing to invesi. This amount will clenend
''' i,.. 

.

uDon his atlitucle towarcl ,irncerfairrty.
,.,,:.

External carrital rationing is the lenderrs reacfion to unceriainty,

jusi; as internal cali-t,al rationin,g is the r^¡oulci-be-borrorverrs reaction

to uncertainty"

The exisi;ing theory on capifal rafioning is basecl on Lhe unattain-

able assum¡tion of perfect knowleclge, i.e. nerfect .foresight and accuracy

2L^.-*Bierman, H.
.)É
'/Gilson, J.

ìVfr nrr q nri nf 17 1 n
l oLt ã

and Snidt, S., op. cit., 10, lp. l-6S,

(1 h -*j ^"1+.'-^'l /ì-*.i'|..rl ^-^ ^-^-l-i+ 
.i* ñ^-^¡^v r . s5lj:.uffi u:.|] ! u* éllrt vL u( II u -L:l Ucl;].r' I-:"
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Discounied return to invesfment

Undiscounted return to
investment

Copitol Investment

FIGURE 9

Undiscounted Versus Discountecl Income Fort'hcoming

from a Particular Investment'
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^/
in measurement of nrocluctivity and apnraisal of risk"¿o Alihough such

theory allorvs ennirical esfimates of unce;:lainfy and encourages in¡4enuii;y

in overconing imnerfections. t,he theory is of limiied value.: in the sub-

secluent analysis. The essence of the theory of ralioning ís to project,,

under assumecl conditions- the rate of return al nhich a fii'mrs caoital

denr¡nd and sunnlrr nrrrwer rnri I I intersect. This cut-of f rate is cleterrninecLuvt¡ra¡¡\a cr¡\¿ vq\ vrJ

hrr l.hc f¡rmnr in one n;¡se and hv the lender in the other"v J v¡¡v I vt¡vv e¡¡q v./

Thus, the cash flov¡ analysis is complicated by the lact that

farmers react differently t,o condilions of uncerLain|y" Because oî the

time ¡eriod involvect in farring, decisions nust be rnade in an environment

of uncertainty or lack of knowlerìge concerning future nrices, yiel-rls and

other variables which affect i;rcome" The risk-takers, the .ganbler tynes,

strive to naximize profits t^¡hile the more conservative elements attemnt

to mi-nirnize losses" A continuum exisfs for farnersr various reactions

to uncerfaint,y with the risk-takers at, one ex'brerne and the conservatives

at the other end with all nossible combinafions in hetween" In the credit

field an attempt must be macle fo estimate the rliscount rate rvhich each

individ.ual farrner possesses for all,ernative ínvestmenN rlecisions since

f armerst actions in the credit market are a funcLion of their reac'r,ions

to uncertainty,

'oDean, Joel, on' cit" 1.4, especially Chapter 4"
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A LINE OF CRü TT ÏN AGF,ÏCULTUF.E

Cash ancl capital buclgeting faciiitated by tìre cash fl.orv Lechnioue

nrorride.q a t.oo'l nrìrcrehv t.hc nl.crì.if i.nslitu'bi.ons can nake avail-able an¡/¡ v v ¿uvs

onen Ìine of cre'ìit to the farmer. Line of crerìit, npackaqe creditrr, or

ttcomprehensive creclit service'r are al-I nhrases which may he internreted

to mean a comnlete and well-balanced financial servicing arranged between

banker and cl.ient for Nhe nrorluction Ðeriod at hancl. Ii sugeests that

t,he farner shoulcl coordinate all his financing wiLh one institutj-on.

Unùil recenLì-y (tiay 1, f967) con-rrnercia.l banì<s werc forbidden by law to

l-encl fr.rncls for l,he nurchase of farm real-esfafe on Lh" security of saine.

Hor^rever, with this obstacle removed, line-of-creclit financin¡; by the

banlçs is:feasible, Diess]in suggesLs lhat a line of creditrrcan be Dro-

videcl aL best in flinancing the farm as a sing).e unit of oneration and not

by breaking if 4o,,¡n int,o shorL-, interr.erìiate-, and long-Lern seqmenLs."27

Although he does not suggest how Lhis r^¡ould be done, ii would seem that

cash and capitaì- burlgeting techniqries Ðreviously ou',,Iined, nrovíc1e Nhe

answer. There is no longer any neecì. to be concerned abotrt the tradit,ional

loan classification. I1, is on1-y necessarx¡ to gear the l-oan na¡¡ments to

the expected cash flow fronr the particular item fi,nancecl, whether it be

a canit,al exlenditure or an onerating exnencliture.

ad* 
' ril.€ SSII[I,

Â r.ni nrr'l *rrna Tn','ng,i rvq 9 *-tr'a

Howarci G., CapiNaI and
State Univcrsit.y Press,

Needs in a Chanqinq
Iowa U.S.A" , L9É,I, n'rr. 224.

Creclit
ru¡,ç ù ,



CI{APTER V

FIìJAÌJCT]JG THE FAiì,Ì,i N,ITIIP,FRISES

A Cetailed analysis of fhe records of individual members in tlte

carman DistricÌ; l'arm Business Association (c.r.l.B.A.) is nresenlerl

in tÌris chapler" 0n the basis of üvo or Lhree years of farm recorcls,

ii is.¡ossible to make projections of incoä",e a.nd exnenditures for the

coniing nroduction neriod. An analysis of a feecler-caftle operation r.ril1

be concìuctecl inj-Lially, f olloweC by an analysis of a grai_n croonin.q

enlerti'ise. However, before proceecling furlher, if is necessarlr to

discuss the snecific stens in prenaring a rrfarm management loanil plan

Íor the indiviciual farm borrower"

Thg_Lqng-Run Pro je ct j.on

The long-run nlan for the borrowcrrs farm oneration must n::ecede

or set the stage for his short-run fj-nancÍal progran-r" It reflects t,he

farmerrs anticioated rate of gro'arLh over the next mrmber o[ coming J¡ears.

Pertinent ouestions nust be asked to deternrine:

I. The indiviclualrs nlans lor replacement and increase in
onrri nmon'i- krri'l rli nac of n, v uv. , geareci to exnansion of '"he
present ,:ooerâtion

I I r. -t , r .

,:.. . :

2. His attitudeitoryard risk and unccrtainiy v¡hich is later
to be reflecteri in the d.iscount rate nlacerì. on capital
exnenditures "

3. The aclvisability of a restric't,ion to be pl.acecl on the
size of lhe enternrÍse as a consequence of the nrincinle
of increasing risk,
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Tiie long-run plan rLust incluCe a comnlefe invenlory and evaluaLion

n f f.he f ol I owi ng farm, 
"u"o,l"""", 

Ì

1" The amount of capit,al anrl creflit available to the farnring
oDeraf j"on.

2. An inventorlr of the incliviCual ,farrler himselfl as a nana.ger.
i,J"nat kincl of farrning does he prefer? For rvhat kincl of
operation cìoes he have the gi'eatest skill ?

3" Àn invcntory of soil resources, including topogranhy, cirai-n-
âger soil ¡nanagement, yielcl hisl,ory, soil samnles, brrildinfis
ar.d fences, ancì r,rater sunnl-¡r. This is par-ticul-arly inirorLani
for a cominercial feecler who is in an area v¡here ii Ís economi-
cal for him fo qro''¡ his ov¡n feed-grain.

L" Long-range cronning plarrs, rolati_ons, yield estinates¡ !ro-
jected annual incor,e, ancl crop expenses' This is oi rel-
e!änce to the cron enl,erPrise.

5 " Long-range l_ívestock nrogram ancl feed requirenents, exÐected
hercl br.rilcl-ur ancl expansion, and annual livestock exÐenses.
Thus, by taking thi_s aprroach, the farmerts current neeos can

be analyze¿ ín view of his llufure ob jectives " Suitable fornrs

coul-cl easily be selected for lhis purnose.

The Financial SLatement,

Prior to the Ínitiafion of the cash-florv analysis, a financial

statemenL giving the farmerts entire financial picture must be made

available. The financial sLatement relating fo the analysis ofl in-

divicluai farm enterprises inc.l-udes a bal-ance sheef and s*r,afenent of

profit and loss" The balance sheei is an instantaneous nicture of lhe

business at, a given date. In contrast,, a nrofit and loss statenent is

recorded over a periorl ofl time"

rHeady, E. 0.r Jensen,
Hall, Inc., Englewood Cliffs,

Il. R. n Fann ìlanagencnl ìicq¡iqn!çs, Pren'"ice
New Jersey¡ pn. 94-114.
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The balance shee| to be used later in our analysis can be

senarai:eci inLo assets, liabilities ancl nel worth' Asse|s and U-abiij-

ties can be c]assifiecl inlo ft^¡o cal,egoi'ies--currenL and íj,xecl" The ne'¿

worth is the book value of ihe ohrìerrs eo,ui'uy in the business" Current

assets are those assets that can be converted into cash wit,hin tv¡elve

monfhs " Similarly, currenl liabilitj-es are those that must be ¡aid

within the year. Long-term liabilities are debts of a rnuch longer term

(".g" rnortgage). The ol^/nerts equiL¡' is t,he cÌifference betv¡een tot,al as-

sets and total- liabilities"

Current assc:ts inclucìe the following itenrs:

1. Cash (on ìrancl and on cìenosii)

2" Accounts receivable--resull, when goocls are sold for oLher
than cash 

"

3. Inventory--will be sniall or large rìepencling uoon lhe nature
of Nhe enternrj.se and the Lime o[ the year.

t'. I'farl<eLable securities--ÍnciuCe investments in stocks and
bonds, gror.rbh funds, etc"

5" Cash Surr.encler Va}ue of Liie'Insurance--inclucles l'[re anount
of ihe poìicy that can be redeenecl for cash,

6" Prenairl exnenses--incÌurle any paynents for items not yet
nurchasecl .

Currenf liabiU-1,ies include the following:

t" Loans due--incl-ude bank loans which are nayabÏe one ¡'e¿¡
fron the date of the ba]-ance sheet. RepayrnenL con"nnitments
for the nurchase of rnachj-nery anC equiDment are cliscloseci
as seÐarat,e long-lerm liabil.ities r,,rith the na¡rn.ent cìue

durj.ng the year segregatec'l and jncluderl i-n crlrreni liabi]ilies.

2, Bill-s payable--include items rvhich have been purchased but
not yet naicl. These bills arise from the granfing of seasonal
^þôlìi+ }lrr ñôrchants ancl dealers.v ¡ v\rr v vJ ¡¡rv
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The difference between Notal current asset,s anrì .r,otal cui,reni
liat)ilities is net, cash incone from'r,he onerat-ion or v¡orking canit,al"

Fixed assets renresent a minor or major oorLion of ihe Ì.esources

of the business, deoencring unon the enternrise involverr.. A grain-
cronning enlerÞrÍse ma}¡ have un to 85 per cent of its resources in fixed
assets wlrile a feerrer.-cattre operation may have as rittle as r! ¡er cenl
of ifs resources in fixeci assets. Fixed assets may be acquirecì for cash

or by creafi¡g long-term liabilities" Such assels inclurle machinery and

equinnenb, bu'irdin-gs ancl improvemen|s, ancl farm lancl . rl is generaì_lv
na¡na-.id^J ^^ ^r'çL:u8IIr-zeQ. as a gooci accounting pracLice 1,o deduct, the accr¡nulatecl cle-

preciat-ion from each class of fixed asset. The onry exceplion to this
technique is.farm lancl r+hich is not C.epreciable.

In sumnary, a balance sheet is a sfate,tent shor.ai¡g a,u one noint
in time what you own" lnrhat you or\¡e, and the clifference or whar l¡ou are

worth "

The statement of profit and loss is a re¡orL of a busi.ness sum-

marizing lhe revenues, incomes, exÐenses ancl. losses for a staletì ¡ei.iod.
This statemenL may also be anpropriately described as the rrinco¡re sfa-r,e-

menfrr or statemenf of revenue and exoenses. The neriod generally covered

by t,he slatement is the fj-scal Jrearr although for closer confrol a nonthly
peu'iocì shoulcl be seriously consi-iierecl , especiaì-ly for a cor0nercial feecins
ooerabion.

The statement may be ctivided into sections which reveal net cash

income, net onerating profit ancl neù nrofit from the ooeraiion"

Net profit is determinecL after naking a suitable allolr,ance for
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inventor¡r anci clepreciation acl justments.

It l-ras been suggested that artsLate;nent of Source aricì Apnlicat,ion
of Funcisrrbe emr¡Ioyecì alonq r^¡ith the balance sheet an<j stateirent of
profit ancl loss. such a sLatement is usefur in summarizing the cash

flows fror, different sources to different uses" Fiowever, if v¡as agreed

it wouic dunlicate informaLion suppried by a casrr floiv anarysis"

THE CASH FI,O'/ü ANALYSIS

The cash flo¡^¡ analysis of tlre inclivirìua1 farmer selectecl fron Nhe

Ca:"nan District Farm BusÍness Association is carried out in fhe follow-
ing manner:

r' A corrnr-eLe examination of three nrece<ìing years of .farmrecords was carri,ed oui bo estabr-isrr a schecJule of esfi_rìatecr exrienses f or the coming production oeriod. i; acrdi-tion, for the grain-cropping enterprise tñe estimafecl cash.fror^¡s for rhe L9A6 crop years weï'e comnared ¡rit,h the acrualcash ilor,¡s for ihis perioC.

2. Basecr on a sirnj-rar Nechnioue, an esLimaùe of .bhe arnount, andtiming oi farn incone vras prenared. credit is requirec tothe exr_ent, thaf exnenses exceed. incone i,eceipts for anyparficular time neriod.

3 " A renaynent nrogram is ini|iated to fit, fhe cash fl_or*s intothe business. rnt,eresf is naicr onr;r on the arnount to beborrov¡ed. ;4.ulhoriz.afion fròm the crecir c,ecartnent oi theparLicular credit insiituiion involvecl is obt,ainecl ior tiretotal amounr anti c:ina.tedr--i.e. a l-ine-of-creriit, is set up"

The narticurar cash frorv form emproyed was nrepar.ed by serecrin,q

what was consiclered to be the best from frow forns insneciecl.
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Planni.nc Feriocl Used

The nlanning periocl will cle¡end unon ihe nar'¿i'cular enfernrise

being consiclererì, The annual cash fllow was rejected because jt is too

general for the farm management loan nlan uncler consideration' If v¡as

not teject,ecl because it was too simple, since the less complicaLed the

nlan t,he beLter"

The grain-farming enterprise can best utilize a cash flow analysis

seL uÐ on a seasonal or quarterly basis' In this lvay expenses for lhe

varj-ous opei.ations can be grouped. together' For example, lrlanLing ex-

Ðenses, (seed, fertilizer, fuel, repairs, Iabor, etc.) could be grouned

together. Loans coulcl bè made prececìing each stage in the nroduction

Fr^ñô<quI vvvuv o

The feecler-calLle, dairy ancl hog enternrises would require the

more cleLailecj cash flow statement. A monthly cash flow v¡oulrl bes'L suj't

the farmer involved in any one of these operations' SuCh an analysi's

will be developed for the feecler-cattÌe enterÞrise, Þrececlecì by a brief
,':

analysis of the indristrY.

THE CATTLE INDUSTRY

ligÞure of lrhe Enþrnri se

The nroriuclion of beef cat,tle in canacla has an excellenL noten-

tial, due fo an increasing demancl for high protein foocls by canacìi'ans'

reflecting a rising stanrìard of living, The per canita clemancl for beef

and veal is exoecled to rise by 22 per cent beLween 1963-1975 in Canada"
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Consequenfly beef produclion is expeci,ecl to increase by 60 per cent over

the 19ó3 leve} of proriuction. of 1,his overall increase 80 per cen| Ís
a

expeciecl to originate in the Prairie Provinces''

The cattle industry may T'ie separated into trvo nrincinal nhases"

The first of these is the'rcow-calf operationrr, while the second is t'he

rrfeecJ.ingil or ilfinishingtr phase, originally these phases were infegraied

iuith one another. liowever, gradually a tendency has cLeveloneci for'

cana,Lian cattlemen to specialize in either one phase or fhe other " Àl--

though crerlit is sornetimes reqr.tired j-n both prociuction stages, it can

beoariicularlyimnortanttot,hecìeveloprneniofthesecond.ohase"

The Cow-calf Operation

The cow-calf enferprise is fhe fundamental operation in the pro-

duction of beef caLtle. The breeding hercls are the source of calves

which are ul!inately usecl as stockers and feeclers by t'he feeder-cattle

enternrise. The najor source of revenue real-izecl from the cow-calf

operafion arises from t,he sal'e of weaned beef calves"

Thevastsemi.aricpasturelandsofAlberta,Sout,h.r^lestern

saskalchewan, along with isolatecj. areas in Britjsh colurnbia a¡id l/anitoba

(ìnlestlake ancl Interlake areas), consti'r,ut,e the nrinclnal breecting grouncls

f or beef ca'uf1e in Cana:la,

2cilron, J' C., Ackerman, G' E', Anderson, G" -d'" Hudson' 'J' F'r
Sealer l,i. E.r-u'loocl, l. i+., and Íeh, 11' H", De-ve19-nine-qt oll Lhe LiYesÌ;ock

In,lustry in Ganarla'by,L975 anrì Imnlic?fions cor the l'feat Processinq

Tnd..,st,ry ñ mñr65f ïÉ116;ffi tr.," coo*lF.'eJñ-iiãñffiba's
f""r"ñffi ruture, ffiy L962, i'^linnipeg, Ivianitoba"
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rndivicÌuars engaged in Lhis tyne of oneration berong in tr.¡o

eeneral cÌ¿rssifj_cations. The first grouÐ r,¡hich precìorri-inates in tlie j_n_

dusLr;r are the ranchers who snecializ,e in rai.sing cattle" The second

grourr are the nixea farrners who co¡rLrríne catrre raising wi'h -r,he iee<Jer.

caftre rrhase" Both phases usuarly consfitute a seconcLary enNernrise

in ihe nixed farming ereas of the prairies.

rn regions such as Albert,a ancl soufh 'riesiern saskatchewan r.,,hich

are sub-marginar for cerear crop producfion, expansion in co,¡¡ herc
nunbers ancÌ total cat',,re popur;;tion seems probabr-e. I,fore accura.r,eì.rr,

it rdght be saicl' that any exnansion i.n coiq hercls ¡¡il-I occur in lhese
r*gions"3 The abiliiy of mixecl farmers on ilre pra.iries to serr iheir
cerear grains in armosr rurrinlterr quanLities wour-cj suggest that any

increase in ¡riixecl farm hercis is irnprobabre, esneciairy where catLle
and cereals are comneùit,ive for lanri use.

In financing this operation, a farrn_managenìent loan, compleie
with a long-run projection, financiar statement ¿rnrJ a cash lrow anah,sis
courd be acloofecl . The repa;ynient scheclule courrl be consid.ered. concur-
renlly with ilre loan plan

The need [or this lyoe of credit service t,o the ncolv-calfr oner-
ation has been cxpressed by Tlie commi-Ltee on Mranitobars Econoric Fufure.4

.)/Seale, i'f. 8., & Huclson, J. p., Cor.¡_Calf gner"afions, Zth .{nnualconference, ì,ianitoba Livesl,ock anrl p"úrffiffiition councir,December 1{, 1965, University of }rranitoba
t,*GovernmenL of .ugni!9þ1., Renort of the conmrittee on 

'rani.tobars
Econo;r.ic Future, liani toba Lg62:rg7 5, Winnipeg,- Lg';;"r";;-lrü*-ä_;:
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Ït,suggeslst,hattherelsalackoffntermediate-termcreditin,¿his

area"Ïfthereislobetheexpansioninthecattleindustrythatthe

ConmitteeíndÍcates'moraadequateSourcesofintermed.iate-terncredit,

should be made avallable for the Purnose of expanding the basl-c cattle

herd " The farm management loan would provide a means whereby cornnrercl-â'l

banks could' fulfill lhis need'

TI€ };eder-Cattle Operation

The feeder-cattle lndustr¡r has been expanding steadily over the

pastdecade'It,isestimatedthat,ofthecattlereceivedatnublic

stockyardsadecadeago,nearly20OgOO0werereturnedtofarmersand.

feedlots for further finishing.5 rn 1966 over !0orooo r'¡ere returned

for further feedlng. This would be a rninj'num estl-mate of the actual

sizeoft,heindustryasthereisa]-soasubstantialvolumeoffeeder.-

ca'r,tle which are movec lo feed,I0t,s wÍthout passing through the nublic

yards"Simi-Iar1y¡:,anoutsideosiirnatecanbeobtainedfromthetotal

numberoffeeder.caltleonfarmg"rnLgS6uapproximatelyonemillion

feederswereonCanaaianfarmsanclfeedlots.ThJ,sfigureincreasedto

},2oo,OO0in1966.Thefeeder-cattlelndustryhasbeenincreasingrel-a-

tive to the cattle industrY"

Modernmethotìsoffeedj-ngarebeingdeveloped'today.Localfeed-

lot onerators ln Manitoba have utilized by-products from the potat'o and

5Do**on Bureau of Sbatisbics, LivestogF Market Eg!g' Otfa''+a'
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,pou].tryenterprises'asprlncipalsourgesofprotelnener8^yfortheír

livestock.

As the two phases in the cattle inc.ustry become segregateo, 'ohe

conrnereial producer must lake advanì;age of the various sources for

feeder-catt,le, The principal- source of supply is the public stockyarcls"

The manager of the feedlot pirrchases the eattle through a cominission

firm localed l-n the stockyard,e, ruhich sorts out the animals by size anrl

quality. This source is of particular advantage to the manager in that:

}.HeisabletopurchasefeedersatallgeasonsoftheYear"
This is an asset 'co him because he can nor,¡ receive an incone

during all months of the year. Ïn adriition, it provides a

builtlín Ìrhedge'r agaínst a sudcìen nrice change.

2" He is nrotected against disease infestail-ons in his herd'
The animals must be tested and vaccinated before they are

allowed to }eave the stockYards"

3.Heislegallyprotected.síncetheanimalsmust,befreeof
".,y en"u*brance before leaving the rryard¡r"

Other sourcee of sunnly inclucle nurchases of feeders direct from

ranchers and farmers, from local auction sales, and from Local- dealers"

FaIl sales of feeder-cattle through local auctions have become quite

nopular during the nast several years, partlcularly in l'{anitoba" For

examnle, large centralized aucilon sales are conclucted annually at

St. Rose and Ashern, at which time ranchers in the Tnterlake and l"testlake

areas of Manitoba transrrort their feeder-stock to the available markets'

cattle offered for sale, primarily spring calves, are sorted out accord-

ing to sex and. size, and are usually auctioned on arrlotrrbasis'

Inthefeed-].otoÏ]eratj.on,cattlefeedersbuy,feedanclse}].

cattle, usually onerating on a rnargin. Frequently they feed tire animal's
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for a specific number of days and then dispose of them. The longeli;he

feeding rreriod the greater the rlsk of price variation. However, as

indicated in the next, chapter, a futures market would renove this source

of uncerlalnty. Insurance is available at, a nominal nrice for acciclental

loss of animals, Mortality insurance is also available, although it is

af a ¡rohibitive cosí,

SomerEcono{lc Considerations of j;-he Cattle Industry

The basic principles discussed ln Chanter IV aonl-y when rnaking

livestock nanagement decislons" The manager must consÍder such pr.in-

ciples as the facLor-factor, product-product and factor-product irelation-

shi-ps. It is also necessary to consíderLime in relating any lives'bock

enterprise to the rest of the farm busíness, The latter i-s parLicuiarly

imporLant, as it is essential that the decision maker recognize and in-

ternreb certain characteristics of the lfvestock input-output ratios.

Buildlngs and s¡recial equi¡men',, domÍnate the fixed costs in the

feeder-cattle enterprise, The only land eosts charged to livestock are

those incurred for the buildings, enclosures and an allotment for the

storage of adequat,e roughage. The size of the fÍxed costs for any par-

ticular feeder-cattle enterprÍse wÍll vary according to its size, the

age of the st,eers, rnanagemenb system, geogranhical location and various

oi;her factors,

The more important items in regard to a feeder-cattle enterprise

include feed, Iabor, n"aterials and servj-ces. Each of these maJor in-uts

may be further broken down j-nto their constituent, eLements, Feod" for
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examnle, includes two major tynes of materials, concentrates and rough-

ages, in acldition to coarse grains" Ït generall-y accounts fot 75 lo

85 per cent of total cost of the feeder-cattle enternriser6 excluding
:

the originai outl"ayu,,fgf.. br)"ng feecler animals. It is clear ihat if

maxi¡rw ¡rofi-ts are to Èt"reaÏlzed from finishing catlle the feeci costs

per nound gain have to be as low as nossible. Ït follows that, farmers

should strive for maximum efficiency of feecl utilization and ernnloy a

least-cost ration.

Labor is the second most, lmportant it,em among the variable costs"

Iù will become obvious, upon examination of the indivÍdual firm selected

in the Carman Farm Business Associatlon, that feeder livestock mana,eers

should give i;he closest attention t,o feed and labor in making their

decísions,

The manager o,f the feeder-cat{r1e enLernrise is faced wit'h dif-

flculi nroblems ff he hones to maximize profits, It is essential that

the manager deterrnine and annly the most profitable feeding nracLices

if he hopes to obtain maximum earnlngs from hj.s feeder-cattIe. He must

analyse input-output relationshins ln his area accurately, in ordei' to

select the ontimum. The physical oroblem of the kinds, nropor|ion and

total amount of nutrlents to empi-oy is almost as important as Nhe economic

nroblems, and anneârs not to be unrelat,ed"

/
"Honkins, J"

Prentice-liall ïnc,,
4., Murray, ]if" G., Elements of Farm Manag:çmsgt,

New York, /+bh Edition, 1!!/a, pn" 251+.
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Creclit Consiclerations in Financing a F-eeder-Cattle Enterprise

The snecialized feeder-cattle enternrise is almosí icieatly sui*ued

*,,o the r,rocedure of cash budgeting, facllit,at,erì by a cash flovr analysis

of the busfness. ïn thls way a llne-of-credit, can be established for

the manager to finance his comnlete oÐeraLion"

The capital-intensive nature of the feeder-cattle operalion fre-

quently niakes it dependent upon credit to sustain its gror.dh" In order

to sunnly the necessary crecì.it to each individual producer in ihe busi-

ness of feerling cattle it is fmportant tha'o an anpropriaLe cash flo'¡¡

be estimated, Table XïV shows a tyoical monthly cash floiv, taken from

an actual farmerfs record.s in the Carman District Farm Business Associa-

tÍon. Hís records were analysed over the neriods L963-L961+, L96l+-L965,

and 1965-1966, r¡ith a proJection made for the current production neriod.

Provision has been made for all expenses in relation to the feeder-catble

lncluding purchases of feeders, equipment,, etc" It 1s suggesterl tha'u

f'art of the duties of an agricultural officer with any ì-ending institu-

tion would be to assist the farm manager in the preparation of such a

cash flow st,at,ement"

An excellent source of informatl-on for such a statement would be

the Prairie Provinces Farm Account Book prepared by the University of

Mani|oba in co-operation with the Departments of Agriculture in trfanítoba

and Alberta" This could be used as a principaÌ source of data in addi-

tion 'r,o discussing the nroJections w"ith the individual farmer involved.

The income tax reLurn could be utilized as an alternative solrrce " there

is no question thab lndivídual farms should be visited perioclically by
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ùhe agricultural offlcer in order to obtaj-n a nroper understancling of

the situation and to enable a betier administration of the loan" A

visit also allows the officer to assess the accuracy of the fínancial

sLatement in terms of his exnerience"

Anal[sing 
-a Feedlot, Operation

the Balance Sheel: The first step Nowards analysing the three

year records of the feedlot oneratorls business was to comnose a balance

sheet" The analysis of the balance sheets shown in Table VII will be

ini'i;iated by carrying out an item by item exar¿ination of its contents "

Accounts Receivab.ì-e: An account receivable ís an amount claimecl

agalns'o a dobtor, generally money rights arÍsing from the sale of goods

or services" This lteni l"s usually of libtle significance to a feeder-

cattle oneration as cash is received for the animals uDon deliver to

the market"

ï.lventory; Inventory items such as lÍvestock held for sale, feed

and supplles, are valued at cost price or market price, r¡hichever is

lowe¡:- This is a major item l-n a feedlot enterprise since large numbers

of feeders may be held from one flscal year to the nexL"

Ifarketable Securities: Stocks and bonds may be hel-d under the

category of marketable socurities" Although the farmer under exanrina-

tion does not have any securities, they are a valued addition to the

assets of any oneration.

Cash Surrender Value of Llfe Insurance: This ltem in the balance

sheet is self-explanatory" ft is the amount of cash that a nolicy holder
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would receive if he surrendered hls l1fe lnsuranee poÌ1cy.

pre$Lid hçnenses: Prenaid expenses occtlr in the feeder-cattle

business" A feeder may have determined that, it ls not economieal for

hinl lo grow feecl grain on hls farm. In this case he would attempt to

purchase his feed by contract from neighboring farmers. The present

nolicy in most areas is to prenay a portlon of the feed costs in the

spring before the croP is nlanted"

Co-on Equitrl F4uity in local cons¡mer co-operatives ihat has

been accumulated by their patrons can be withdrawn for cash or merchandise"

Machinery and Equtpment: Machinery and equipment s'pnear on the

balance sheet at full cost less accumulated deoreciabion" The meihod

of depreciation employed is noù signJ-ficant so long as one is consj-sL-

ent" Sfraight,*1f-ne depreciation has been used as oncosed to deprecia-

tion calculated on a rerlucing balance"

Buildinss and Imnrovements: Buildings have l-ittle salvage value

in the event of liquidation and are disregarded for purposes of analysis'

.Any new build,ings or inprovements to exísting buiklings <iuring the year

are ad.ded to fíxerl asset,s tn the balance sheet for that year' This

total is entered, less accurmrlated d.epreciation on the buildings" This

accounting technique ls rather severe for Nhe feeder-cattle operat'or

rsho has a substantial investment in his housing facilities for feed and

livestock.

Loans Due: The J-temu ttl-oans duerr, includes all short-term l-oans.

Thís is perhaos the single most important item on the balance sheet for

the f eed-lot, operatlon und.er analysis " The cash fl-orv analysis reveals
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t,hat t,he farmer in question serls his aninars every eight, months. This

means that he requires credit of a short-term nature. Hence, his cur*

rent liabilities wiII be hfgh rel-ative to his non-current liabitities.
This phenonenon will adversely affect the qualttative study of key items

using ratfos 
"

Term Debt Maturin& Within, One Yeal; This item found. under cur-
rent liabilities lnclucles that nortlon of intermediate-ter¡n crediL and

long-term mortgages which fs due w'ithín tr,velve months of the clate on

the balance sheet"

LoJrg-Term Liabil-ities: This item includes al-l obligations of the

feeder-cattle onerator which are due beyond one year" For examole, a

loan for the purchase of machinery and equtpment, etc., belongs in long-
'term liabÍl-ities and only the port,Íon due withln twelve months is shornn
. : ..

under current liabil-ities,

since each item òn the balance sheets has been oxplained, the

next procedure is lo make a eomoaratlve sturiy of each year. The quan-

titatíve relationships of the batanee sheot ltems ean best be shown for
such a Ðurpose by presenting them in a summarj-zed form as in Table VIIT"

This table tllustrates where money has been invested and how i,u has been

financed. It shows how liquid or tight is the cash positÍon of this opei.-

ation. A comparative analysÍs serves to reveal weaknesses not easil-v

recognizable from an individuat balance sheet.

The current assets have been increasing steadily over the three

years under conslderation. This lncrease has been reflected by corre-

epondingly higher inventories" The higher inventorios result from a
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L4ö

bulld-up in the number of aninals being fed'

The current Liabilities can be analyzed in a similar rnanner'

Bank loans are higher at the end of each succeeding year refleciing a

heavier Slventory of feeders "

A weakness is revealed ln the comparative balance sheet by the

net worth or ovrnerts equity" It has decreasecl' sharply since I96U" This

has been caused by a proportionatly greafer Íncrease in current liabili-

ties as o.pposed to current assets" The farmer has lost money somewhere-*

this is the only way to reduce net worth excent by capital losses, the

giving away of assets, or the re-evaluatlon of asset,s. This loss could

be the result of an unfavorable price deeline in feeder-cattle ai some

earlíer nerlod. It ís apparent from tho comparative balance sheet that

the enternrise has been refinancing 'che resultíng debt with short-berm

credit. This would exolain why the cattle inventory does not offset the

current loans payable. The above conclusjon hras drawn after examining

the alternative noesibility, namely, that the farmer had marketed his

animals at a neriod of decline 1n the market (faUfe fX). However, this

hypothesis vras ruled out when it was d.iscovered that the market had

remained relabively stable during bhe years under consideration'

In ad.dition to polnting out the above weaknesses, the compaï'ative

balance sheet facilitates the calculation of ra|ios. A ratio anal.ysis

r+i11 be qndertaken following an examination of the statement of nrofii;

and loss,
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L3o

?he Profit anct loss st,atement: The second step in anaJ-ysing the

feeder-cattle records over t,he ¡iast, three years was to dral,¿ un a s"rate-

ment of profit and loss (faUfe X) " An iì;em by iiem examínaLion of thÍs
statement, r'¡as also conducted. I¿ helps to reveal Ímoorbant amounts"

such as net nrofits, etc.

Receipte: In t,he feeder-cattle enternrise receipts include

returns from the 
""13.of, 

fivestock. The value of the manure associated
I . .'with the enter¡rise:is the cost of disoosing of it" In olhe:. r+ords, iL

is given away to anyone who is willing to remove it from ihe oueraLorrs

premises 
"

Sxnenses:

-Feeder Cat,Lle Purchaserl: This {t,em located on an individuai pro-

fit and loss statement 1s self-exnlanat,ory" However, und.er a comnaraiive

analysis of statements for three succeeding years, valuable inforr¿lat,ion

can be revealed about the farmerts buying behavior"

Hlred Labor: The feeder-cattle enterprise und.er analysis .rÂ¡as one

of two ent,ernrises on the farm, Therefore, only that portion of the

hj.red labor directly annlicable t,o the feecler-caltle enter¡rise was

taken into accoun|" Durjng the nerjod }4ay l-st to OcLober 3Is'" inclusive,

only one-third of the hlreci labor was directly annlicabl-e i;o the feecLer-

cattle enternrise " However, all the hireci labor was charged to the enter-

prise during the remalning months (Table XXVT).

Sup.llements" Salt" Mineral: Since no o|her llvestock enterprise

existed on the farm excent the feed.er-catt,Ie operation, all expenditures

for suporements, sarL and mlnerar were charged t,o this entornrj_se,



é

Receints

Gross from sale
and livestock

January
Anril
July
Sentember

Subiotal

(1)
(ez)
/e\
(r38)

Feeder Cattle

h /^ \ |t o¿"r4
1 0 42.7 E, (\L/9\)-r o/v

529 "55
õA A'A ñA
J)e:¿_rotv.

$38,2r7.5t+
^r^õóô¿.e4V(,ì')¿
2,37Iv,b3

28L"57
22,5L5 "LL+
1, 6i+1" À9

327 "39
1, 616.80

:; ."z-4 " LL

tll

"$51+1057 

"97

5l+'O57 "97

^9,!t3l+"29
(ts,3lt.3z)

TABLE X

FBEDER-CATTLB N'JTBRPRISE

Proflt and Loss Statement
For Year Ending December 3I, l-966

of livestock
nroducts (describe)

Other, from feeder cattle enternrise

Subtotal, other

Gross receints from feeder catt,le
enternrise

Qnerating Ex¡enses

Feeder Livestock Purchased
Hired Labor
Sunnlements, SaIt, Mineral
Veterinary & Medicine
Grain, Foclder, Straw, etc.
Other, (lncl. grinding feed)
Utilities (ent,er.rlse share)
I nterest
f trsurance (enternrise share)
Car, Truck (enternrise share)

Toùal Cash Operating Expenses

Not Cash Income From Enberprise



i ?.)

?able X (con,cinuecl)

Ad.jusLnents For Change In Invenrory

s'piriies ËtrË
PeaScrecniqg" ( _ ) ìii;

OaL&PeaHay (_) 
;¡

Ta;'ne ilay (reer¡ 2,5oo"oo

sileage (r¡ar) 2,31o.oo

strar^¡ (¿,Boo baJ-es) ¿'go,oo

Compl-e1,e Ration

ii5,35O.OO t,l;6zo.oo Í)zi, roo. oo

( ro7¡
Inding i¡rveniory ( _l

PeaScreenings (_) {)

Oat&PeaHay (_) ii

Tame LIay ( g/rr) gr,4ro.oo

silage ( zoor) ,;)3, óoo. oo

Strar,¡ J8OO bales ;;ji 57O,OO

Conplct,eRation ( _ )

: : , ;. ;, ;,;;,, 1::,, , r {i5r 5Bo 
" 
oo i)3go 

" 
oo ,,i37 

rL25 .ç1_ :tt1,...:,.. 
ì

, .,,:'1,.'.,.., 
r,: (zgl)

ì'le'r, changu (Á" -) / ;,i, 21lo "oc (,;e3o"oo, ,,:)t(,,025,cn

(ró,025.96¡
i'Jet, Operar.: rig P ro fiÌ; $ú,!S . óS

'¡lll-owance For Ðepreciation i,i 1r74s.oo
i"íach inery S¿ E.ruipmenir 

1, Oliii , CCEuilcÌings & Oiire¡ Improvements 
65/+.CO

iíe'b (Loss) From operation ( r-rogiì,32)



Ta'ble )i (conl,irrued) FOR ilLÆ ElÐIiiG DECEI,$'['Þ.

,t'l ec ei ¡:b s

G'ross froni sal-e of livesLocl<
ancl livesloclt prod,rcts (describe)

3L, Lg65

L27,AO

5, 56c .ac¡

'6,339.oa

12,'.i32.0A

I otq ¡¡v9)Ll cv'.)

L9 ,7 52,OA

6,3t,,L "aa

\1 211 Ò¡/t 9-'tLør'v

57"271-"0:l

3L,3gi.L6
2 Õi,;', )1'et'.../o-.1

f r,É. )^I / / .¡_ V/.\, /^c5 
" c.¿

lQ,1¡(Q Ê(*/t'-//ø.-t

170,00
1^!, -' n¡-jPaLi

I ?,:-ô nôL2))v o\.t''
a 'A ^.-I9ð . LrrJ

,!A.y)

-^ ^^ 
r , /-'i '-/a\ /¡\

/ ç,:-!? ø .v

irebruary

iipril

l,l ¡r.

June

July

;\uqusN

Sep'cenber

Si:bLof a-l

t,ther, fron feeder

Ireeder Cai;tle

caltle Enierprise

.tjni 
t, s

lr I

\<))

| /\ I

\ )4/

\¿oi

\1( )

Subtot aJ-, ofher

Gross lìeceilts fron f eeder cattle e:rterprise

Operaling Ex¡:ens es

Feeder Cattle Purchased
lìirecÌ L¿rbo r
Supirls¡xsn¡., Salt, Ì,iineral
Vef erin¡r.i' i- iiedicine
Graia, 

. 
Fodder¡ 

-Ç brartr, ef c 
"Oi;her (inct. grinding f eecÌ)

Utilities ( enLerpris e sÌiare)
fnt er est
Insura.nce ( ent, erprise sirare)
Ce.r, Truck ( enberprise share)

Total- Ca.sh Operabing .r:ìrqtenses

: . '.iiet, Cash Incone i¡rgn &rterprise



a. / ,\

r aúIe À \ con L:]. nueo,/

li et Ca sir

.\cijusi,menl¡ Ì"or Cirange In Invenbory

ìreeCer
w ., ir L/ -L(--

-:i-

iìo:i n-ì'ro T-r¡nn l ^^,

il^. q^-^^*.i*-^
I çO vVt çV¡l-Llt<ù
¡1..-ì- ¡'. ,)^^ ll^--L. .1 U tt ¡ çc., l¡dJ

? ".- a I-l prr
q-;t..^^
ul!cl.:) ç

S'brar.¡
\/Lr^!ri_'IL: (,9 1Lc) t,I Lll I

ln.'i i n- Tnr¡pnf.^rrr

Ð^^ e^-^^-..i*^^r çé ..fçr EvlrrlIüù
r -+ r. -)^^ II^--v.LU ç ¡ ço rld.Y
T.a;-., e Ì{¡.¡
urtoDg

St,raw
Conplete il,ation

I+
i¡(rfrr¡ 61,7.o)(rc'r) 4so"oo

( irzl.r) Ir 7IO.OC(I55r) 2,j2j.a.
(óooo ba-tes) óoc,oo
(z.j t) Ioc.oo

'j "'è'(¡?.. 
aQ

:
ró6 T 2,500,oo
r5B T 2,370 "C0

&800 bales 480"00

5" 350.00

85,0C T5,g6A.A.)
(u3)t5,9óc.oo

lt\
i'{e't uilÐnge ( É, - )

I :êi. I ):tñrri.ì n,r t-'-'9 fifr¡v4¡ro ¡ f

.-'ùlor,¡ance r¡or Deurecio.tion on

l'Íachinery,& ftuipment
;ì.,.ì'l ¡i -^^ ¡--ì T*^-^..^'-^-* ^! l4l\.u rtóù orlU atitrwl (J V (:{ll.C tì UÐ

lüet r'r'oiif Fron Operabion

65 ,00 I ^- íl,{^ 
^^rr,.¡çv.wv

ózo 
" 
co 2:i . too . cf)
(ti',,7 2_], Lc;"cc

fi5 "AO 5,LL+O.OA

F a/^ 
^^)e LD).V'¿

? /,aÊ q/,
¿-t-:u-=J.Lr

I- 11n-cl

1 
^/^ ^^I, UOU .UU

550 "Oc

a d,\.{ r¡

'=L:-_i--4=

5L2. "O0

\/O1VIUil TUU¡]IÞ.



'lliLble )i (continue¿) l'O;t rl,l Ei'ÐI¡.t DECìü.tEÌìit ll, L95L

,,"/,,r'l J-5 "CC
5, 577 "AO
5,',i3L"OC

].r.,3ts.0c
15r ó0ó . oo

t+3,030 "00

lrl 
^1 

l ai-,i+)tw) rov-'

lii,:,_.-.-..-rì

Gi'o sss .lr',--;:i sale
¡rci livesüock

oí Ìivest.ocl<
-,r-rrrl rrnl... ( ¿r'.n¡iìr^)vv \uv¡_,v¿rvv,l

Àu.'atsi
S eirt e;lb er
0ciober
ilove;lber
,J eC C;ILL' ef

,S'-rbtotal- Feeder C a1,LIe

Oiiier i¡roiü Ieecler Catfle (cìescribe)

',1

t¡

Sul:io'i,a.I OLirei-

fìn^ q c Tì ¡a ai 'r* - ìi¡6n I,'eeClef Cabt,] e *jnfiernrì 
e cv¡¡l ¡ vvugf vf,UrJ¿U JI¡UÇf ,Jr IÞç

Opera'cing .Erq:enses

Feeder LivesLocl< PrÌrchased.

Iiired Labor
Sn¡:,'lcnen'r,s, Sa1L, iiinera^l-
Veb erin¿ir)' & i,ed.icine
Gr¿.in Focider, Sl,ravr, e1,c.
0iÌrer ( inc 1. qr.in,ìing f eed)
Utilit,ies ( eni,er.prì.se share)
I:ri erest
ins-rra.lic e ( enl,erprise sher-e)
Ca.r, i'r"uck (enter^crise sh are)

?o1,al û ash O'oerat,in¡ ll:ctre;rs es

lief Cash Incoile Fro¡r ,lrL erpri se

Liniis

/ ^/ \\ ''io '//îol\'-. /
( cc:\\'-/ /
í <r)\/t /
/ ñ/ \\ /o/

( ct,t\
\,-4¡,/

llnt ar nr-i c rr

¡ ¡ ,r,/ r a¡r
I_1 rt/C.!..¿/

) 
^!:,/ 

a),-, \, ) I ê,¡_

)?). i a
".)). L i

260.1j.1_

2.0,t39.)Q
l-,i/j ,i0
)):-' t 1

I al¡ Êô-Èt /4v. - v

1t / a1J.;.J, :,J

:l_2.4.i

';î (l l. ? i, <l
t()v9Lftv..)-

,:, L i{î 1î:¡t.i'//)..f'



îabl e Ji ( conii nued)

;\djusL¡nenf s For Cilange In Tñ1rôh+ ^rr¡.4r¡v ?¡¡uvr J.

3 eginring
InvenLo r¡'

Oab e Pea iia.y (26T) }LZ,OO
Ta:ne iiay (gOr)I,2OO.OO
silage ( u?T) I, /+oli "ooS'Lr¡.r.¡ ( IOOO bal es ) 5OO 

" 
OO

Ending
fnvenfory

Pea Screenin,3s(IóT) 6117 "O:,
Oai; & i)ea Flay (4,Of ) 48O.OO
Îa::e ila;. ( f r4r ¡ 1, ?lO " 

OOsiLage (r¡ 5T)2.,325 .Oo
strar+ (óoOr ba:-es) 6Oo.Oo
Conpl e be

ration (2" 5T) IOO "oo

Ì'ietCha.nge (/, -)

Net Opårabing Loss

Allo',+anc e For Deprecia.'bion

ìlachinery & Equj-fnent
tsuildin5s & Oiher fnprovernenLs

Ì'Iet Loss FrorL Operetion

3,t-t.Lii.0o ?< ôn

5,852.ao B 5.0c

2,1+t+6 "00 50. oo
(ó,8¿*4" )

irlet, Ca-sil incoire

?7S .00
2-83 

"OO

IJr;

-ì/, r.<') /otr'Èr, ///) Þi./

ÌrceCer !r ir-.-j

2.5 JoA.AO

I j. QÁô fîr- ) J /v J þ vrJ

,'r¡c\ i - ^/1 ^^\L)) ) L), i)) ,t,' ;

( 9,3l,o.oc)

i,,)2,290.5L

Ir ZCI. L) .i

_i jì\ | \ |
¿t 2/¿o /L

Feed Sunl-lj-es

",



1arl

Veterinary Services and Medicine: Again, sl-nce rro other live-

stock enterprise exlsted on the farm, this permitted an easy allocation

of these expenses0

Grain-Fodder. Straw, et,c.: Grain, fodder and straw v¡hich was

ob'r,ained from the grain-farming enter¡'rrise rras purchased fro,n tha'c en'cer.-

prise" The purchase price was deLermined by the cost of sinilar feed on

the market" Since the feeder-cattle onerator nurchased a significant

amounb of his feed, these prices were readily avaitable (Table XI),

Othqr Feed Efnenses (inclurling grin,ling): This item ref ers to

costs Íncurred by the feed-lot operator for the processinE of hÍs feed-

grain,

Utilities (entgrnrlse share): An all-ocation of one-third of ,¿he

value shown perLaÍns to the far¡n house, During the months of Novenber,

December, January, February, l4ay and JuIy t,he remaining ,cwo-thirds of

the utill|y bills were allocated to the feeder'cattle enternrise" Hydro

r,¡as empl-oyed for lighting the feedlot and heating the water facilit,ies

during the i+-lnter months. The telephone was used for numerous calls

involved ln ordering feed, veterinary suppi-ies etc" There hfas an allo-

cation of two-thirds of the non-personal portion of the bills during

llarch, April and June, duo to a portion of the hydro expenses being used

up by the grain-farming enterpri-se for augering grain. This allocation

decreased to one-third of the non-personal porlion during August, SepN-

ember and October when the harvest l,¡as taking nlace (taUte XXW)"

Interest (elbernrise share): A portion of the interesi, charges

for the year are directly appllcablo to the feeder-cattle enter¡rise.
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TABLN XI

i.-I]ÌDF,R-C ¡lTTitI EI\TER.P iìi S
GnAI¡Ì, FODDER, ETC" ItrÐ T0 FEEDIIR_CATTLE

P UIC I{ ASED F¡ù] ì í GR AI NT-TT AP,],.,JÌ\]G EÌ,] TER.IÐR] SE

196L

I'heat - I4O9 @ t,lg/bus.
Oats - llil
Oat & Pea l{ay 2óT O :t,iI2"OO/,Î

Ta'ie Ila¡r 100T, i'ì i)15 ,OO/T
Silage Lg5T " e {Ère "OO/T1n000 baJes O 20d
Straw luOTons ij ;)5.C0

fyo¡

','rheat 4841 0) ,$1"50
ua,rs - 1!I1
Oat Ct Pea Hay 4OT rj:;;;12"00
Tame IIay I2O;5T, e {it5.OOIT
Sila.se I55T uiiLZ"oO /T
Straw óCOO gêIes:,:O, 20{

, . .' .1, : l

ì

i'iheat 5/8I,r,|i;-,33
Oâ_ts ólrgl a ,55
Oaf & Pea Hay - Àtil
fame Ha¡r 2O5i @ t}15.OO/t
Silage LLTT " a)t i,iy2"ç6¡y
Strar^¡ óI54 bales O 2Op

)il

Lr9Lïl+.1i2
1\].I

rg2,"a)
I, 5Co 

" 
00

2,]LP "oo
80i,.00
203.00

7,276"1,2

d 
^.1( ,4oL" )U

t\lr I

i+80 
" 
00

I óa? (^
Lgev ¡ ø,)\)

^ 
a^r ^^<s )¿) "VV'l 2ilrl ôll

-*{?v-' 

¿v\/

'l t /-rrd .\/-\+4, VVQ o'JV

'7 ?o? ô2| 9¿vr øvJ

^ 
F/ |

) s )c4, ))
i,jiI

3,O7 5 "OO2,205 "0o
1"230"60

L7 ,378,38



This is a result of short-term credit for the purchase of '¿he cattle êflrj

inte¡:inediate-term credit, for the nurchase of lives{:ock, machinery and

equipment. The mortgage and intermediaLe-te¡:¡'n credlt applicable to t,he

grain-farming enterprise was excluded.

Insurance (enterprise qþaqqL The figures ehovrn relate to ihe

insurance taken out on the cattle purchased and on buildings rìirectl-y

related to the feeder-cattle enterprise"

Car and Truck (enterprlj¡e share): In this instance the {:ruck

expenses were not allocated to the feeder-cattle enternrise. The farmer

reoorted t,hat the cattle and feed were custom-hauled, He esti¡-nated thai

approxímately 1O per cent of the non-personal car expenses could be

attributed to the enternrise (fa¡te XXW)

Depreciatiç+,*1Lp-r,,çÊnce: Depreciation on buildings used for the

housing of feeder-cattle, and their feed supplies v¡as calculai;ed on a

straåght }lne basis allowed for tax purposes" The clepreciation of the

lÍvestock machinery and equipment was reckoned in a sirnllar manner,

Â comparatlve proflt and loss statement enables one to make a

meaníngful interpretaion of the quantitatlve relationships on the s'¿ate-

ment" In addltion, it provides ratios for subsequent analysis

Along røith the oÐerating or profi| and loss figures for ihe cur-

rent year the corresnonding figures for the previous two years have been

shov¿n (fa¡le XII) " It is questionable v¡hether one can justify the ex-

fstence of an operation which shorvs a net Ioss, in tr¿o of three years,

The farmer feele his feeder-cattle oÐeration is justified for the



TABI,E

FEEDER.CATTLE

COMPARATIVE STATEMENT

1964 r0 1966

XÏT

ENTERPRÏSE

OF PROFÏT AND

Till^ r tfQTrrÉ.!\vluur v!

ìr^
J.¿JV

5t+ro58,AC

69,l*3L"co

(v Jrd.co)

L6,A25,Ao

649 ' 00

1,748" oo

I t nnn an\
\ l¡ v7Y ' vv/

T 
^Ce

Receipts

Gross Receints From
Sale of Livestock

Exnenditures

Nel Cash Income

Adjustnent For Net
Change ln Inventory

Net Operating Profib

Allowance For Denreciatlon

Net Proflt

rg6t+-r-

43, o3o,oo

3Brl+77 "OO

t+,553.4O

( 6, e¿'l*, oo)

(z,egr"oo)

n 
^/t ^^rr ¿Or 

" vu

ç3,55z"oo)

]-965
-F

57,27L.A0

58,935 "OO

( r, 66¿ . oo)

5,163 "CA

3 rl+98 "AO

ì /l 
^ ^^re oru, uu

1e888" 00

\e6^--ii-



"ì,1
J-¿¿L

f oIlow5lg reasons 3

1" rt permit's him to emol0y a hired man on a yearly basis. Tirisis imporLanf because seasonar farm labor is difficurt tofind. Hls Ìucrative grå5.n-farming enternrise reflects acapable hired man.

2" rt arlows him a market for hÍs feed grain" "rhis is particu_larly lmporbant in years of huge surpluses whtch were experi-enced in the 1950¡s.

Ratios are sil-rr another usefur_ t,oor- of anarysis, i+hich courd be
used, esnecially when they are comÐared v¡ibh those of other years, and
other feeder-cat,t,1e enternrises. The danger of using ratios is tha"i:
they tend t,o be inflexÍbIe. Further internretation than a ooor ratj_o
should be made before terrring a business situation as rr'nfavo::ab'e*.

The most co¡nmon ratio used Ís the current ratio which gives
some indication of the current credit strengih of the busÍness. The

curren| ratio for the feeder-cattle enterprise being analysed was only
slightly better than 1 : I ratio (taU1e XIfï)" The accep.cerl standard
among financiar circres is a 2 : I ratio, A ratio of z: 1 gives the
credit institution a margin of safety if current assets were r-iquidated
'in order to meet current liabilities"

Another raLio that, is usefur in determining t,he condition of the
business is the debt t,o net ç¡orth ratio. rn effect it is a ratio of
t'otal liabflities to t,anglble net worth. idhen the relationship exeeeds
100 per cent or the ratio rs greater than I : r, the equity of the cre_
ditors ln the assets of the farm exeeeds that, of t,he obrner" This sftu_
ation is not too critical as rong as the credit inst,itution has confi-
dence in the farmer¡s managerÍaI ability.
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r43

The ratio of current liabLllties to net vrorth showe the cwrent

debt bwden and índicates the exbent t,o whlch the feeder-cattle enter-

pri,se de-ends uron the credlt lnstitutlone to earry on oÌleratlong.

Ordinarily, a farm businese i-ø havlng difficulty when thls relationshin

exceeds 80 per cent. A ratlo of 2 z 3 is considered to be t'he point at

whlch most credltors vrII1 use exLreme caution.

The ratios whlch have been dlseussed represent three of numerous

useful ratios, OLher ratlos whlch could be ompl-oyed lnclude:

1, Ratlo of profit to total assets.

2" Ratlo of livestock sales to net worth" ThÍs ratlo glves a
measure of the relatfve turnover of invested capl-tal.

3, Ratio of net nrofit to net livestock Baleg"

l+. Ratlo of net proflt to net v¡orth.

The Cash Flow AnalysÍs

The nonthly cash flow analyals of the feeder-cattle enternrise

allows the farmer and the banker to assees when funde are needed to

finanee the enterorise and to deternlne r+hen income ls available to

repay the borrowl-ngs (taUle XIV). 0n the basís of a eash flow anal-ysls

of past records, the farner l-e now f-n a position to nake proJections of

cagh inflo,øs and outfLows for the eoming productlon poriod (tatte XIV).

In additlon, the monthly eash fl-ow forces the farmer to give close

attention to hls buslness, facllltatlng better control and directlon of

hle ooeration, It engures mlnlnrum waste and maxf-rm¡m efflciency,

For example, from t'he 1964 cash flov* aheet, 1t 1s observed that
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,

he purchased his feedere in November. TiTe 1965 cash flo'ø sheet i.eveal_s
. '''' :

that he sol-d this lot in June of that year. sj¡rilarIy, he nurchased.

new feeders in January of ]-965 which he sold in August of the same year.

The indlcation ls that he keeps hls animals on feed for eight months"

This type of lnformation is invaluable to the banker and is typicai- of

what can be learned from such an analysis"

This concludes the analysls of the feeder-cattle enterprise.

However, before leaving the subJect of financing feeder-cattle, tt is

necessary to examine how the conmTercial feedlot could be financerl 1n the

future. A close study of the method whereby today¡s grain trade is

financed r,qill reveal interesting stmltarities between it and the busi-

noss of feeder-cattle"

FINANCnIG OF THE GRAÏN TRADE

An examination is made of the fl-nancing of wheat, oatso and bar-

J-ey which are under the control of the Canadian Wheat Board.

Unon delivery of grain to the line olevator, producers are naid

by the elevator company the initial rate set by the Board. The agree-

ment between the Board and the comoanies authorizes the latter to pleoge

the graln as securlty for bank loans to finance the pa¡rments made to

producers, At this stage all bank borrowlngs with respect to the fore-

goíng are secured under section 88 of t:he Bank Act"

The grain ís shinned by the elevator companies from the Prairie

Provínces by rail to terminals at the lakehead, Churchíl-l or the Pacific

Coast" l{hile the grain is in transit it is secured by rail bills of
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lading. The banks¡ poslt,ion in this stage is covered by t,he security

provided for under Section 88"

Unon delivery of the grain to the Lekehead termfnal t,he bankst

legal basís for security shifts from Sect,ion 88 to Section 86 under the

Bank Act" The grain comnany surrenders the raÍl btll-s for termlnal-

r+arehouse recelnts.

In the lakehead termi-nal position, the Canadian Wheat Board ac-

quires physieal control of the grain. The grain eomDany that has deli-

vered the grain has three days after dellvery to present the relative

warehouse receiots (fufty registered) to the Canadían tlhoat Board"

Funds received from the Board are available for repa¡rment or reduction

of Sectlon 88 bank loans. The Canadian l¡lheat Board wiÌl endorse Lhe

v¡arehouse receipt,s over to the nurchasing grain comrrany (ir an immediate

sale is possible) unon receiving pa¡nnent for the gnafn, The purehasing

grain comnany will in turn deposit the rvarehouse receipts with t,he iake

Shippers Clearance,Association, providing the company does not resell-
, .._...;_,r'i..,_..,.

the grain" upon loâdin¿,,the grain at the Lakehead, the warehouse re-

eeipte are turned over to the t,erminals, ïn return for the ï¿"kehead

Terminal i¡Iarehouse Recei¡ts the shipping greiin comÐany recoives i-ake

bills of lading" The banks, ín order to remain i¡ a secured nosition

throughout, obtain the lake bi1ls of ladlng and hynothecate them as

security under Section 86 of the Bank Act" Lake bl1J-s hynothecated to

the banks are usually foruarded to their Montreal offices to be avail-

abre for delÍvery unon sale of the grain. when the grain is sold out

of the Eastern tern-inars, the lake bills musL be swrendered to the



terminals to get deLivery of the grain.

Ocean BiIIs of Lading which he surrend.ers

ment, The nayment is usually a Lett,er of

purchaser r'¡ith a Canadlan Bank.

! ts^
L)v

ïn return the seller obtains

to the purchaser against pay-

Credit, establlshed by the

FÏELD WARMÌOUSING

Under the nresent system of financing ib is conceivable that the

commercial banks fn Canada would be u¡iIling to lend up to 65 per cent of

the value of the cattrer nothing on feed. However, b¡r the techníque of

warehousing we would estimate a line of creclit eould be esLablisherl t,o

80 to 90 ner cent of the value of the cattle, ZO to B0 per ceni of the

value of the feed, This tyne of financing would be oarticularíJ-y imnorf-

ant, to the large conmercial feeder who has linriteo vrorì<ing caoital, is
expanding rapldly and does not have sufficient financial strength to

sunnort the large credit accommodations necessary for his o',erations,

It u¡ould an¡ear the banks could ad.vance to these managers more credli;

on their inventories if they were warehousing.

Field warehousing consists of securing collaterat for additional

financing by means of warehouse recej-Þts" Canadian banks would be abl-e

to hypothecate security under Section 86 of the Bank Act, rather than take

a chattel mortgage, In feedl-ot financing the chief advantages of ware-

housing are bhe following:

1" Borrowing Ìrower is usuarry much greaùer when warehouse
receinte are used,
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2. Fielcl warehousing ni-ovides an orderly, syslematic, and con-
iinuous financing nrograrl. In addltion it has more flexi-
bility, since a nayment against t,he loan J-s requirecì when
warehoused merchancìise is released, so tha'u the loan is
rerluced at the same rate as the inventory. r,'Jlien stocks are
built un, the r,¡arohouse receipts issued bo cover this in-
crease nrovide the addltional working canital at the same
time it is neecled to nrocess the larser ínventory"

3" ifarehouse receipts can also be issued to cover nroducts used
in the manufacture of feecI" ThÍs enables the feedlot oper-
ator to take advantage of large lot discounts and make
advantageous nurchases at lol'¡er nrices. fn addition, field
warehousing relieves the burden which feed inveniories, f;ha';
are tennorari-Iy high, i¡r¡'-rose on oç'erators " It can even be
usecl to cover manure, accurmrlated during winter months and
held for sal-e lo nearby farmers"

The warehoüsp îec€ipt has five nrincipal advantages over the
'':

eonventional chattel'mortgage 
"

a) Wlth warehouse recelpts, acknowledgernent before a notary

public and recording J-s not necessary. in contrast, with chattel mort-

gages slgnatures must be sworn to before a noi;ary and documents mrst be

recorded for nrotectlon agai-nst other creditors"

b) Possesslon and control of gooCs eovered by a warehouse receint

l1e in a dlsinterested third party--the warehousemen, Alternatively,

goods covered by a chattol mortgage renain ín the possession of the bor-

rower, He may not have the legal right to misuse the goods, but he does

have the power to do so.

c) Any nroperty covered by a warehouse receipt and und.er nledge

can be sold without reference to bankruntcy court" Sale of it cannot be

restrained except by showing that the sale would dissipate ""he equity ln

the goorls, However, in banÌ<ruptey, goods secured by a chattel mortgage

aut,omat,lcaIly eome uxder the Jurisdiction of the bankruptcy court, and
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sone delay may result from such aet,ion"

d) l{arehouse recelpts can be rediscounted,

ehatter mortgages are not erigibre for recriscount

financlal statement ancl proof t,hat funds are to be

or commercial_ ouroosesô

Loans secured by

unless sunForteri by a

used for agriculturaL

e) 'l'{arehouse receipts are negotiab]-e an¡nvhere and non-negotiable

warehouse receiots may be transferred by assj-gnment, Chatt,el mortgages

lack the quality of being negotl_abIe,

From an operati-ng standpoint, field warehousing for cattle feed-
lots would be lnstalled ln much the same manner as they r+ould be for
other commodltfes, of which grain is an excellent exampre,

HOIf CANADTAN FNEDTOT OPERATIONS COULD BE F'TNANCED TN THB FUTURE

The commodÍties futures market has been exLendeci to include a

beef futures market in chicago. After inr,,ensive research it anpears

that t,his develonment wirr be the Frecedent of a more consequential

innovat,ion in the feeder cattle enternrise, namely field warehousing,

Under the technique of field warehousing the lender has the secur-

lty of (r) tire colraterar covered by the receipts issued; (z) a"integ-
.rity and flnancíaL worth of the field warehouse company involved; and

(3) the bond and ínsurance coverage maintained by the field warehouse

c ompaniee 
"

Essent,ially, three parties would be involved l-n fiekl v¡arehous-

ing: the banker, the feeder and the warehouso comnany" The warohouse



company could be one that 1s already in existence or a Canariian comnany

could establish such a business ln thts area. For examole, a feed com-

pany woulci be 1n an excellent nosiLíon to eNnanci in this manner. Most

feed comnanl-es ¡ossess ¡ersonner trained in agricurture.

The nrocedure for setting un a fierd warehouse would be as

follows:

lu The first sten for the nroducer fn setting un a fielci rsare-
house on hÍs nroperty wourd be to annly for a line of credit
through a rrfarm management roan, wit,h the bank, rt is ,chen

i:,::.il;"oiiuol"'ff:"ån:*liHi :3J'åf 'l;*l,3îi'ålå'f 
"'lå*the rate of inLerest to be charged. rt is conceivable that

with a warehouse comnany securing the roan, a bank could in-
crease the lirnit on a customer¡s line of credif . They coul_dloan a greater percentage of t,he inventory value o

The Lawrence warehouse comnany, chicago, rlrinois, renori: a
l-ack of narticÍnation by canadian puuÍió warehouses in field
warehousing' However, the iormer enJoy a smarl volume of
canadian business and oirerate a number of fierd warehouse
l-ocat,ions in canada. rt anþears anxious to exnanri their or-
erations by assisting t,he financing of rlvestock throush the
use of Lawrence warehouse receiots.

2' A lease is orepared between the feecìrot oneration and the
warehouse company coverÍng the corral area and/or feed
storage facj-lit'ies v¡hich r¡¡ill contain the comrnocjities to be
covered by a warehouse receint rater on. This lease woul-d
be nrepared on a month-to-month basis, and may be cancerled
by either party unon gívÍng 30 claysr notice, providing there
are no outstanding warehouse receínts at the momont,

3. some meLhod nust be devised by the warehouse ssmnân$ to serve
notice to the nubric of the est,ablishment of a warehouse and.
h¡ntot,hecation of the inventory confained therein"

14' watchmen must, be hired by the warehouse comÐany to comnlv
wlth the regulation of a twenty-four hour bonded service tha.r
the ¡uarehouse rm¡st have 

"

5" A warehouse manager wourd be resnonsibre flor matters relatinsto the recel-ving of commodities into or making derivery from
the warehouse"
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6, l'Ja¡"ehouse receints are issued by the manager as request,ed
by t,he owner of Lhe fleecìIot covering catt,fe and/or feecl which
has been received into the leased warehouse area. The v¡are-
house receints should contain all- nert,inent ínformation
necessary for the cont-Lnuous nositive iden'r,iflicatíon of bhe
cattle or feed bei.ng wa:"ehoused. This v¡ould normally in-
clude number of hearì, full description of comnodiLy, nurnber
assi-gned to lot, average weight of each animal in the Iot,
number of corral into which they have been denosited, value
ner hearl (based on average weight and price naid) ancl total-
extended value of Iot"

7, The warehouse receípt is then slgned by the warehouse man-
eger. Thereunon it is rlelivered to the bank to be hyoolhe-
cated as security under Section 86 of the Bank Acf" Sub-
sequenfÌy, the feeder is granted a loan on the basis of this
collateral "

8" Once the warehouse receint has been issuecì, the v¡arehouse
comnany nrust deal- with the bank as to when and how deliveries
are rnade.

There is an excellent potential for growth in the size of the

feeder cattle industry" The financial advantages of warehousing make it

an &rea of great notential for any enlerprísing Canadian comnany"

Changes taki-ng nlace in the livestock industry--the development

of the conrnercial feecìlot, etc.--make it imnerative for banks to t'ailor

thetr credit to the needs of the inrlustry. The Itfarm managemen! loantl

outlined is suitable for adontion by such a commercial oneratj"on"

Belng secured by warehouse receints, it aÐDears to be a hlghty Ðrofit-

able loan, e&sy to adninister and one whl-ch would be welcome Lo a bankîs

loan portfolioo In addition, it is secured by self-Iiquidating

c ollat,eral 
"



THE GRAT\ -FARMÏNG ENTBR.PRISE

NaLure of the Inri$¡tly

Study of the location of grain producing areas in Canada indí-

cates ihat certain regions tend to specialize in ceCcain crops, The

wheat producing area of the vast Western Prairies, the specialty crops

of the Pembina Triangle ln l,fanitoba, the tobacco erops in Ontario and

t,he dairy farms of Quebec and the þfaritimes are all exanrples of this

regional specÍalization. However, within each region, a variety of croJ''s

are growrl, Although the Prairie region Ís famous for growing vrheat, such

crops as barley, oats, rye, and rapesood are also produced on a coffrflercíal-

UöÐIð ô

The principal physical factors affecting the }ocation of production

include the soil, the cU-mate and the tonography" Biological- fact,ors such

as insects, plant díseases and weeds also affect the locai;ion of grain

crops 
"

Economic conslderations influence the location of grain crops, A

denand must exist so that the cron will be taken from the market. Ïn

this connection, the huge wheat sales to the Communist Countries have

played a maJor role 1n expanding wheat, nroduction on the Prairj.es in re-

cent years (taUte I'V), Relative prices and costs reflect economic forces

at play"

ïn nlanning his croppÍng prog?"am, the indiviclual farmer is Ínter-

ested ín the trends of national- oroductÍon, only as they a fect the nrices

he is likely to receive for his crons" More snecifically, he is inter-

e sted in the amount of labor and other cost factors needed by different

cropß under conditions prevailtng in hís locality" The principles of
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production discussed in Chapter IV annly when making cropni-npç decisi_ons,

Land and equipnent dominate the fixed costs in t,he grain-farnring

enternrise. The only building coets are those incurred for grain stor-
age facilities and the housÍng of cropoing machinery. Equipment costs

ínclude depreciat,ion and. an Ínvestment outlay,

The fmportant variabre costs associated wi,r,h thís enterprise

ÍncLude fertJ.lizer, seed, herbicides, nesticides, labor repairs, fuel,
o11o gas, and electricity"

As prerriously stated, the grain-farming enterprise can best u,¿ii_

lze a cash flow anaÌysis whfch emnloys a seasona} planning neriod. How-

ever, before proceedJ-ng wlth this analysis, incìividual attention v,rill be

given t'o the financing of farm equipment. It warrants this snecial con-

sideration because farmers e total investment in machinery has been seconci

only to the value of thelr real estate" Mechanized farms are the con-

sequence of rapid increaseg in agrJ_cul-tural_ technology,

Farm Equipment FÍnancing

The nature of farm equípment ìndicates that 1t involves inler-
mediate-term credit. In Canada, inLermedl-ate and shorb-term financing
Ís supplied by the banks to farmers mainly und.er two prans, the Farm

Ïmprovement loans Act and ordinary bank loans" The Far¡r Imrrrovemen¡

Loans have been usod by farmers orimarily for the purchase of farm

machinery (Annendix c), The amoun credit outstanding under this
Act lncreased from åi34rro0o,o0o in 1g64 to #45g,ooorooo in 1g65 (raure tv),



Over 75 per cent of all l9ans v¡ere for.farm machinery' equipment' and

trucks. In the neriod L9h5 to 1Ç61, B/e per cent of the amount loaned

under the Farm Imnrovement Loans Act was used for Lhe purchase of farm

machinery, Farm equÍ-oment financing should be attractive to the banks,

for machlnery is an income-producing asset' Moreover, |t is relaiively

standard in character, is repossessible, and resaleable"

The principal comnlaint r^¡'ith existing sources of farm equil-.'menL

financing is that, they fail to meet farmers¡ requirements in regard to

the method by which equipnenb is financed. since farm machínery is an

income-producing asset, farmers wish to relay a loan for its ourchase

as this income is forthcoming. For example, it is undesirable to have

a credÍb instÍtution granL short ternn credit for the purchase of cani'cal

equipment. In addition, a repaymenl perloci of five years is unrealistic

when the equipmenb purchased has an estimated l-ife of fifteen ]/€âI'S;

Credit nract,ices of this nature reflect a fallure of publlc and private

flnancial institutions to intorpret the needs of agriculture"

Inthenurchaseoffarmmachinery,thefarmerisfacedwiLh

deciding rshether his investment is worthwhile in terms of benefibs to

be expected" This is com¡Iicated because the expected benefits accrue

over several years. Hence, he must, emnloy capital budgeting to deter-

mlne whether his anticipated investment will prove profitable"

The discounted. cash flow nrethod can be used to facilit'ate canital

budgeting, It is necessary to take inLo conslderation the cash gain

from the use of the machine over its estimated life and discount the

gain for each year back to the t,resenb' Upon the comnletion of such

net



160

cash florÉre the farmer should take it to his banker. The banker can

deterndne from the cash flor^r sheet the debt-pafing capacity of the

borrower toward the nurchase of the machíne. Loan amorLization schedules

have been esTablished to reflect annual "oayments designed to extend over

the nroductive life of the asset (taUte XVI). Ideatly, the annual loan

payment, for the purchase of a machine should be the depreciation on the

machine plus interest. Howevor, since the financial instltutions Þrefer

equal annual payinents the loan was amortized over ten years ' This re-

payment schedul-e is realistic ln that t,he val-ue of ihe machine is greater

than the outstanding value of the loan at every period" Security for the

loan is established bhrough a chattel mortgage on the machine t'o be

nurchased^" However, although the matter of security is important, orim-

ary emohasis for the loan should be on the productivity of its nroceed,s,

that is, bhe add.itionaÌ lncome that the new asset wtII add to the business.

ånal[sinÂ a Graín-Farnring E'nterprj-se

The grain-farnlng operation which was analysed is the maJor enter-

prise of a member in the Carman District Farn Business Association" Ïn

addition to this enternrise, he hacl a cattle and hog oÐeration" An

analysis of his business consisted of an item by item analysis, a com-

paratlve statement analysis and a ratio analysis of his financial s't'at'e-

ment" The financlal statement which was drafted consisted of a balance

sheet and a statement of profit and loss" Ä cash flow analysis of his

records ror 1963 - lg()5 inclusively, was comoleted. A projection of *"he

cash flows for the 1966 prod'uction period vras made on the basis of this
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analysis" Finally, the actual figures for this periocì were obtained and

a comparison l{as made 
"

The Bal-ance Sheet: The initial sten in analysin6ç a grain-faririing

enterprise was to comnose a balance sheet, (taUte XVII). The technlques

of analysis in this enberprise are sinrilar in many ways to methods used

in the anâlysis of Lhe feeder-catile operation, Therefore, only the

dissimilarities among the content of items will be indicated"

Farm Land: The value placed on the farm land will have a signifi-

cant effeet on the financial g|atements of the busi-ness. It is imoortant

that a consefl¡ative estimate be nlaced on the land to guard against in-

flated land orices" The farm under analysis was valued at s54.00 per

acre in 1963 and thfs figure was reãssessed at $100"00 per acre in L964g

1965 and 1966" The land was signlficantly under-valued at the former

price. The new price of $100.00 an acre 1s a conservative estimate of

Èhe land value in this area of þlanitoba" Simílar land in the area has

been eold for $150 to $200 per acree

The cornparatl-ve analysis of the balance sheets for the produeLion

perlods in questlon all-ows one bo make certain observations (taUte XVIIÍ),

The current assets have been increasing steadily over the three

years examlned" This was mainly attributed to an increasing inventory

of grain.

The farmerrs investment in fixed assets far exeeed the amouni

financed by long term sources of money. This is a desirable situation

from the lender¡s Doint of view" The total value of the fixed assets
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has been lncreasing. The cause of the increase is the value of machinery

r¡hich more than offset the depreciation. The value of the land which

almost doubled between 1963 and L96l+o can be at,tributed to capi'ua1 gain'

Il is particularly large due to an extreme under-evaluation of Lhe land

prior to 1963"

Current assets have lncreased. relative to current liabíIities.

This situation can be int,erpreted to mean that t,he farner is moving into

a more liquld cash position. Another excellent sign of the business¡

health is the net worth. It Ttas increased ín amount every year'

The Profit and Loss Statern"ent: The second step in analysíng the

grain-farming records was to contruct a statement of profif and loss"

(raute xrx)

An item by iten examination of the statement will be carried out"

gnly items not clescribed under the feeder-cattle analysis will be dls-

cussed 
"

,t .

. ,:.1.',:,' ,,, :

Recei¡ts: Miêcel-laneous crop receipts include any pa¡'inen'" such
I ...

as v¡heat board paly'mentse patronage payments, etc,, received by the

operator.

Car and. Truck (enierÌrr5e shars): All of ihe truck expenses were

attributed to the grain-farming enterprise" 0f the non-personal car

exÐenses, ninety per cent r{ere attribufed to this enternrise (Tabte ffiIX) 
"

Insl:rance: This item includes fire, casualtSr, hail, and crop in-

surance" The inclusion of the latter in 1965 caused this exr€nditure

ibem lo j¡rcrease sharply"



TABLE XIX

GRATN.FARMTNG ENTERPRISE

STATEMMJT OF' PROFTT A\iD I,OSS

. FOR rEAR ENDTNG DECEìßER 31, 1963

Receípts

Gross frdm sale of crons (descrtbe)

March

ApriI

June

. JuIy

August

September

0ct'ober

N ovember

December

Subtotal Crops

QuaLters

#Lg5hlv"77 #lr5tutr"7l

/+?.00 ) ¿15 .00
)

368.00 )

5S0.92 )
)

357.L8 ) 2,862"94
)

L,gzt+.S4 )

r,o2r.05 ì
)

915.3? ) 2uh18.02
)

/+91"60 )

l-Q $ 904"69
2a
3a 421.00
4a _208"Ê2

Other from enternrise (describe)

Mlsc. croo receints
C.V¡,8, payments, etc.

fi7 ,2b0.93

{ii, 534.51-

';i8,775 '21+Gross Receípbs from Grain-farming enternrise



lfìU

Table XIX (contÍnued)

bcnenses

lllred ï.abor
Feriilizer & herbicides
Seed Purchased
Machine hire
Gasoline, fuel, oil
Re nairs--machinery
Renairs--buil dings
Car. truck, etco
uti-iitl-es (enternrise share)
Taxes
ïnsurance
ï ntere st
Small tools
0ther

Tota} Cash Exnenses

Net Cash Income from 0peration

AdJustments For Change in

Beginning ïnventory:

$7,268.10

Í$1, 5 07_" 14

Imor. Fert.
SmalI
Tools

$55.00 $¡¡ir {i4o"oo

Tntron* nmr¿¡¡v v¡¡vv¡ J

Gra.in Suprrlíes

4l't t7tr 
^tllLt t )v6

700"
F ?u,

L¿V"

, 700'

#3r32o. $l"5o"oo

$ 8t*3 "50
r,355 "26

387.00
9"00

8]..2"35
| ^/ / |
47o "44
586 "9o
¿LY ø)V

37 .68
l-, 0l+0. t7

65.80
1,I15.0¿'

299 "26Nil

Wheat
U4UÕ
Seed'Flax
Forage Seed

( rloo bus,)
( rioo bus.)( lo Þ'".)( ¿o bus")
(r4ooo rbs.)

Ending Inventory

llheat
0 ats
F1ax
Sweet
Forage

( zzrg bus")
( nSo bus. )( too bus.)
/ "r.r \ulover \ --r\1f-- )

seed ( fooo lbs,)

fi3,550.
2rL70
1r200,

)v "-)ffi rF 
^^{}6,970, 15 "00

¿,1^ | F^ //rr ar nr1\ìlJrrr)u" \ìÞrJ).uu/
¿tô /r d ^^ìÞreorö"vu

$10c"00 ffivil

{i 45 "00

*ìçe"co

{ô58 " 00Net Chang. ( l, - )



Table XIX (continued)

Net Oneratlng Profit

Ällowance for Depreciation

Machinery & Equipment
Buildings & Other ïmprovements

Net Profit Frorn Operation

{i1,520"00
60" 00

ff5 'I25.LI+

1"580;00

¿r4 FrF al

''2JJ u¿:-'+



i-70

TabIe lil{ (continued) i¡CR YEAR EÌ'ÐIi'lG DECEì,UIR 3L, L96t+

Ð ^^ ^l ^.f ^Sva.i.:-9!

Gross fro;r sale of crops (describe)

January
ii'ebnlary
ì'iarch
April
"Tuly
Àu,3usl
Set'l,enber
0ctober
November
D cc enber

Subbotal Crops

O1,he r f rorn en'b er,r: ri s e ( cì.esc rib e )

Gross Receipfs fron grain-farming enterprise

'It..^^- 
^ ^ -lfÃvgrlÐçù

Hired Labor
Fertilizer & Herhicides
Seed Purchased
llachine Hire
Gasoline, Friel, Oil
Iìepairs - l'.acÌrineri'
Repairs - tjuildings
Car, Truck, eLc. ( ¡'a"T Share)
Utilil,ies (Fa.r:n Share)
Taxes
Inswance
lì'arn Inl erest

¡F -5na.Il lools
0fher

Total Ç¿sþ E¡penses

i'let Cash Income irron Operation

i¡r, 671" 50
L,Ot8 "63
L,oag.65

)2.1 | , ).
'- )+ o Lr+

3c5.32-
1,0f9 " 20
4,L29.73

92.67
.-t )L) èea

302,"3r

1-?-"L.1,7 =_3:

39E " 50
) t.)1 1)..,9Lt'-tota

5e5.35
)vLo /-)

/-a2. oî.
v/-,rD /t)

7 50 "88ô,iA 1fttJ I vóru
/tñ 

^^Ol¡ | "öz-
t/

4) " Lço

r n/,n 2l!9 vrfv o, !

1r^ | trI \ a /. 1¿J r a ti/

1 ô/,1 ôt^r

3!0 "63i{i1

:,ìL2,LL7.33

9,zLr"r3

i! 2" ql6 
" zc



Table XIX (continued)

AdJustments Por Change fn ïnventory:

171

Ne't Cash f ncome {$2,9a6 ,2O

Imnrove-
Beginning Inventory

Wheat , (ZZt9 bus")
oats (lgSo bus" )Fla^:< ( .¡*Oo bus,)
Sweet Clover ( -¡¡if- )
Forage Seed (fOOO lbs")

Gral-B

$3,550.00
2, 170 " 00
Ir 200 

" 
o0

f," .t.t
------zvl::

$6,9zo"oo

Supplíes menLs
Feri:i-
lizer

Sma11
TooIs

{þ15 .00 {|100. 00 I\ l- l_ {i98" 00

Ending InvenLory

tr{heat (¿o¿OO bus, )Oat,s ( ¡tOO bus. )FIax ( -un- )
Sv¿eet Clover (¡OOO 1bs,)

NetChanee(1,*)

Net, Ooeratlng Profit

Al-lowance For Depreciation

Machinery & F,quipment
Buildlngs & Obher Equinment

Net ProfÍt From Oneration

, , -:. :r¡:,

s5, 688" oo
2,700,00

150"00

",*-
$2, 068. oo

$15 .00 $115,00 {11+86,00 $1/,6.00

$ t5 
" 
oo {i4e6 " oO $ ¿,S. OO

l,:\2 Ai.t Õ,^I--J"*'.1YY

#,c Ë,la cai_4:l /*/_:::L

qil,678 
" oo

_ 35.00 di'l ?l ? n¡

.:i^ a. ^ ^^,,TrefJru"zu



i¡OR I:EAP" EÑDIIiG DECf;i.3iirù ?l l0l.(
J-t L.'v /

i¡
tt\tÊ.,1LtL)Lø /e

2,A70 3A
F/ r 4r)')) "'-)
:l_/r..00

595.70
506.30
79t "1.7

^aLe))c"tt)
J¿"O)

Ir 00'ì.lfI
!+tQ./5I
o?( ôô
/)/a\/v

272 "6/oNiI

Q'-r¡.:''t-,ers

I tô" ÁoLtLv¿)ov/

L,3LL,.7L

5,509.40

3,L83,5L

1rv;)

R^cni nl-.e;:::::5:::1

Gross Ìlrom Sa]-e

"Ta-nuilf y
FebrrarJr
i'la,rch
i';a;'
June
JUI¡r
hu,gust
Sep [, ei,ber
October
äovsnber
Decenber

of Crof,s (clescrj-be)

-/ / r ^)oo ' J-'r-

2"tA ?)
) | vo/'-

1/1
tôt /\LeL o '-' /

lÊ 2/.ru 
" '-+

t cel, t,lLr-- /vo,tl
2 ô71 AO
'-t v I Lõ\J /

I, 240,00
?]o7 (l
t-g L / I c /L

r,286"A5
gr4. 80
OçC 'I A

)
)
)
)
)
)
)
)
)
)
)

Subt,ofal Crops

Other Fror, ünLerprise (describe)

llisc, Crop
I'tec eitts lQ

-c"ii,B. 2Q

Pa;.nent s, 3A'
elc. 4a

Gross Iìeceipts iìron
Tl-+^--.-{ ^^ÐLLV=L lJr tùç

Iro?-l+.36
67 "ao

3Lß.70
/1A A^oIrJ 

" 
tlu

r:--; - l?.--i --vl cu r 1-¡ c¡,¡ rrrrr rli

L2"165.H-

Dr.ll¡rSES

iiired. l-abor
Fertiliz.er & Iierbicides
Seed Purchased
lia,chi re ' iìi re
Ga.soline, Fuel, OiI
Itepairs - ì'Íachine::;r
Iìepairs - l,uiì-dings
C ar, 'lnrck, eLc.
Ubiìities (l¡amr Shale )
Taxes
Insur a.nc e

Intereçt,
SnaII Toc',1-s

0iher
T0TAi, CÀSì:lr nliPlli'JSIIS

...'''
..i::

I'iet Casli Incone. :I?''9t,..Opgration

9,961¡"78

3rzCA,)+9



I.lheat (¿¿oo bus") $ 5u868"oo
Oats ( 5i*OO Uus . ) 2, ZOO, 00
FIax ( -NiI-',,¡,
srqeet Clover (3000' tus;) ' l-50.00

Tab1e XIX (continued)

Beginning ïnvenLory

NeL Operating Profit,

All-owance For Denreclation

Machinery & Equinment
BuÍldings & Other Improvements

Net, Profit From Operatlons

a ñ-'I t1

,\3,2A0.49

ï¡r,nrove- Ferti- Snal-l-
Graín Sunnlies ments Tizer Tools

1i? È-/r 
^^\,,)1)t)ovv_

{06,7ls .trç

{i1,606.00
<ô nn 1 t-'
/ v. ev *" rì)î. L/U

qã*u%49

1 ' $ 8,738"00 $U.OO $rr5"OO {þ¿S6.OO {|r¿6"OO

Ending ïnventory

wheat (¡0oo bus") g Á"?2o.oo
l{heat (seea) ( zo bus") 77"ooOats (6ooo bus.) 3,OOO"OOFIax ( ee¿ bus,) 2,381."00
Rapeseed ( ZgZ bus,) 5S4"00
Sweet Clover ( 6OO lbs") 30.00

-t-tr"r {þ 20"oo {¡1oo"oo Nir ilt63.o0

Ner change ( /, - ) g 4,054"00 $ 5.00 ($ r¡"oo)($i¿g¿.oo) {¡ t?"oo



L7t,

A comnarative statement of profit and loss facilit,at,es i;he calcu-

labion of raTios which wil} subsequently be examined. A meaningful inter-

nretatfon of the quantltative relationships on tho stat,ement, 'o¡ilI nov¡ be

provlded,

The comoarative flgures for 1963-1965 have been provided along

witht,he figures for 1966 (taute XX)' The business aÐnears to be in an

excellent ffnancial nosltion, The net nrofit grew from L963-I965 and

declíned slightly ín 1966' This decline was refl-sct,ed by an Íncreased

denreciation allowance resulting from addii;ional canital nurchases.

The projected statement of profit and loss indica'¿es that ihe nei

profit vras over-estimated (taUte XXI) " The most significant error i+as

made in estinrating, thu, adjustment f or change in inventory" The l-ikeli-

hood of this error,would have been subsLantially reduced if the farmer
. : : .1.':,,1.:':.:,,':

had marle the estimates 'himself ,
, .. ]'

The limitations of the ratios included in the discussion of the

feeder-cattle enternrise a.nly to the grain-farnring oneration, The three

ratios Ðrove to be favorable from a lendlng ins|itution¡s ooint of view

(taute xxrr).

The current asset to current liability ratio is better than 2 : 1,

This allowe any credlt institution an adequate margin of safety if cur-

rent assets were liq':idated to meet current liabilities.

The total liablI1ty to net worth ratio indicates that the farmer

has a substantial interest ín his business"

The ratio of current llab1lit,y to net wor'"h is better than 2 : Ju

generall-y consirl,cred the danger point by creditors" Fina1ly, the net
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profit to equit'y ratio which refl-ects the return on ou.ner¡s v¡orth Ís

excelrenL " Generarry, a relationship of at least len per cen,r, is re-

garded Ls an adequaLe obJective, Thus, on the basis of '¿he anarysis to

thís point, tho grain-farming enternrise serected appears to be in a

good flnancial nosition.

The Cash Flow Analysis: The quarterly eash flov¡ analysis of the

grain-farming enterprise allorvs the farner to detennine when cash exÐenses

will exceed. income so that he can estimate the financing required (Table

r''r+-: \xxrrr)" The cash flow analysis reveals that a {}33rooo rine-of-creriit

shourd be ostabllshed" This arlows a ten per cent margin for error,

The farmer is able to narket his grain evenly throughout the year facilí-

tating a sbeady income from hÍs enterprise,

The nroJected cásh flow for 1966 was determined on the basis of

actual comoarative fi-gures for the three nroceding years (taU1e )CKIV).

The accuracy of the estimates was tested by obtaining the actual figures

for that year. The largest error was made on fertilizer purchases in the

t'hird quarter" The fertíi-izer obviously had been purchased for applica-

tion in the pecond quarter and the account naid at this time" However,

the large increase ín its use was not entirery anticipated" rt was

indirectly rmderstoocl that the farmer would be .nurchasing anproximai,ely

$61000 worth of machinery. The ,error in estimating cash flows should be

less ff bhe operator did it himself. This ls the recon"¡nended procedure"

The cash flow analysis all-ows Lhe financial- institut,ions to

assess the total capÍta1 requÍrements of the operation they.are financ-

1ng, The knowledge of the requirernents of lhe business togebher wiih
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an estimation of when rena¡¡nents wil-l be forthcoming should be of value

to the banker,

This concludes the analysis of the grain-farmi-ng enternrise" The

introductj-on of a balance sheet, st,at,enent of profi_t and loss and a cash

flolv analysís into all'farm management accounting nrocedures, where it,

is practical, would allow the financial community to serve rnore adequate3-¡¡

the needs of agriculture. rf they were adoot,ed, both farmers and most

rurar bankers would have to bo assisted in internretine thenì.



CI-IAPTER VI

THE CONTRIBUTION OF GOVI]RNI'1E}ùT POLTCY PIE.A,SURES

AND THOSE OF PRTVATE BUSTNESS
TO THE REDUCTTCN OF RISK AND I.N{CBRTATNTY TÌ\T AGR,TCULTURE

It has been established thab the agrlculiural inciustry is char-

acterized by a high level of risk ancÌ uncertainty" Traditionaliy,

farmers and bankers alike havo been influenced in their decision-making
,

by the mutually disastrous events of the 1930,s, !tuch of the canital

rationing by both lenders:and nroducers may be due to trmernories of the

L!10¡s". Since the assessment of the credit worthiness of a client is

related to the risk and uncertainty invol-ved in making the 1oan, i'¿ ie

important, that bankers are adare of all the measwes introduced since

t,he llJQts Lo reduce this. OLherrp'ise, they w'ilI '¿end. to be conservative

in their assessment of a farmerrs credit needs. If the banks orovi-de a

specialized credit service for farmers through t,he Farm Itfanagernent Loan,

it is important that credit be exbended until the net returns fro¡n the

addltional caoital are equal to the costs of borrowing, To do this 1f

ls imperative that they become aware of the measures which have been

establíshed and hor+ sueh nrograms serve to red.uce risk and uncertain'cy

ín agriculture"

Present-day físca1 and monetary stabllizBre of Governrnent t,end

to offset the re-occurrence of events which 1ed to the rlcrashr¡. Agri-

culture also has similar stabillzing innovations, which serv6 t,o stabitize

price and,/or yleld fluctuations,
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FORì',ÍA], INSURÂNCE

There are at least four t¡rnes of formal l-nsurance avai-lable to

agricultural nrociucers " ?hey lncluc]e an all--risk cron insurance nï.ogra',î,

hail insurance, IÍvestock fnsurance, and the insurance relíef nrogram

set up under the ausnl-ces of t,he PrairÍe Farm Assistance Äct.

Crop_Insurangg

Crop insurance was introduced bo prairie agricul'r,ure to deal with

the unpredictable nature of crop yields" Essential-ly, it was conceived.

as a scheme whereby an organizaLion woul.d use the years of nlen-r,y to

cerry agriculture over the years of scarcity. The object,ive of croo

insurance was to give t,he farmer a predictable and stable j-ncone,

Before the introduction of crop Ínsurance, agriculf;ure was notor-

ious among lenders for its insbability, This belief has a basís in fac,u

as indÍcated below;

For the Prairie Provinces, for example, the long-run teim
(1930 to 19ó0) average wheat yield amounted to 16.4 bushels Ðer
acre, It wilt be noted, holvever, that t,he year.-t,o-year r+heat
yiel-d varÍed tremenclously around 'che average yield--a varÍation
over which the individual had little confrol. For example, the
wheat yield dropped from an average of 23"7 bushels .Der acre Ín
L953 to 12 bushels per acre ín L95l+" During the sane neriod,
however, the operating expenses, taxes and paymen,rs on the nort-
gage were anproximately bhe same for both croos.

For the same periocl there ldas a nrecinitous dron in farrn
income, Net farm income per farm tumbled fron Ë,3,652 in L953
to $11713 in I95l+. It jumned again t,o $2,5tQ in Ig55, The
long-term average wheat yield of 16"{ bushels per acre is of
littre consoration to the farmer who knov¡s futl v¡err that, once
several thousand dollars are invested in'his croÞ, the yiçId for
that year may dron to half that of the long-term average"r

. ¿Gilson, J" C,,
( paper presented to lhe
March, L962) 

"

"htaÞilil..y in- Ai4g-]!t." anci Cron Ïtsu-¡¡,qcerÌ,
Farm Conference Week, University of Þlanitoba,
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Tt is imporbant that lenders in agriculture keep abreast of icvelonments,

such as the introrluctíon of crop insurance into their localities, so tha'L

they are able to nronerly assess the risks involved in exLending creriii;"

Tn Maniboba, the feasibillty of cro'Jr insurance had been a subJee'r,

of study for over Nhirby years before its actual introcluction. this

included two Royal Comnrissions reports to the I'tanlLoba Legíslature on

íts feasibility"

The Establlshment of The CIon Insurance Test Area ,Ac'¿ on Aug:st l+,

L959 by the l4anitoba Provincial government closely follor.¡eci Federal

Government cost-sharing legislation in this area, This legislation took

the form of The Crop Insu.rance Act_ which au'chorized contribution and

loans out of the Consolldated Revenue Fund in respect 'co lhe oneration

of provincial cron insurance programs. A, Iong al'Jaited croo insurance

program became operative in Manitoba in 1960.

The initial legislation provided for three tesi areas " This v¡as

extended to include five Provincial Test Areas in 1961. Starting this

year, farmers may select coverage at ó0, J0 anrl 8M of i:heir lon¿ç-term

yields" In an effort to make this as meaningful- as possible, their J-on,q-

term yields were baserl on different soil prorluctivity classifications in

the Test Areas involved" As the grade of grain varies a1-ong wit'h ihe

price received, coverage leve1s vary for indlvidual crops, Since soveral-

productivity classifieations exist for each arear 'che crop insurance

preml-ums and coverage ner acre vary vrith ihe indÍvidual- croo and the oar-

ticular nroductivfty lndex (P,T.) rating of the soj-I uoon v¡hich the crop

Ë ;" ol¡IS '
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It ls evídent that any insiitu'¿ion extending credit to farrners

should be fanriliar nol only wi'r,h crop insurance but also v¡ith the soils

and theír potential nroductivity, ThÍs r'rould allow them to assess nore

accurately the risk and uncertainLy involved in making a loan. A proper

interest rate can subsequenbly be introduced"

Cron insurance can be assi-gned lo the bank as security for a loan"

This allov¡s the farmer to obtain the required operating credit needecl for

the crop yearø The bank is nrotected in that in event of a croo failure

lt has first claim against the proceeds of the insurance conbract.

The Prairie Farm Á,ssistance AcL (P"F"ê".4' )

The bountiful harvest on the prairies in 1p28 was follor.¡ed by an

unpreced,ented period of drought. The decade to follor+ (tçZç to 1939)

was an incredibly devastating one for farmers in Western Canacla" Farin

famiLies who did manage to endure, did so at great personal sacrifice.

ln 1939 Parliament enacted the Prairie Farm Assistance Act, intro-

duced primarily as a relief measure. Tt was becoming obvious that if the

agricultural industry was to nerpetuate itself in the western Ði'ovinces,

some form of assistance must be forthcoming. Payments uncler the Prairie

Farm Assistance Act were to be based upon the average r¡-heat yield in a

tolønshin. They were to be awarded und.er the following regulaLions:2

1. If the average yield of wheat in the townshi¡ is founcì by
the Board to be more t,han eieht and nof more fhan ii'¡eive

¿Gilson, J.C., Ibld,
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bushers per acre, the aivard sharl be tru-o dorlars Ðer acre:of i;he cul-tivat,ed lanri of the farrner for each ceni, or frac-tiorr thereof, not exceeciing Nen, by which the averáge .rice
Ís less than eighly cents ner bushel"

2. If the average yÍeld of r.¡heat in the townshio is founcl bythe Board to be more Lhan five and not more Nhan eighÌ; bush-els oer acre, the award sira1l be two dollars ou".a"u.
3" rf the average yierrì of wheat in Lhe tor.¡nshin is found bythe Board to be more than lhree and not more than five bush-ers ner acre, the award sharl be three cìollars ner acre"

4" rf the averaÉle yield of wheat in the Tovmshirr is noi; morethan three bushels per acree t,he award shall be four dollarsper acre 
"

The maximum total ar¡ard cannot exceed fhe awarcl Nirnes one-half of the cultivated land, or the aruard tines i:1.¡o hunrìreC
acres of culfivated lancl , whichever is ihe lesser of the iir¡o

. sums,

The assistance offered uncler this act is financed by the farmers

themselves. Ono percent of the value of all grain sold to elevaiors is
placed into the Prairie Farm Assistance Act fund" Assistance to far¡ners

from this fund under this legis)-ation ceases when a farmer takes out,

crop insurance,

Hail- Tnsurance

ItHair insurance ís sold to canadian Farmers by nrivate comnanies,

co-oneratlves, municinal hail associations and nrovincial government

agencies" Cereal crons eonstitute the bulk of the acreage insured, bu.;

specialty croÞs such as tobaccou canning crops and tree fruits are also

c overed " 
rr3

'Vlare, D "W, ,
Annalíst, Vo1ume 10,ï-x-Â"-.r7ôur pp, fu¿"

rrcrop and Livestock rnsurance ín canadar u The Economi_c
No" I, Ottawa: DenartnenL of Agricutt,ureFeffi
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Farmers ínsure their crops agafnst loss from hail danage on the

basis of a cert,ain amount ner âciên Coverage taken usually varies be'cv¡een

five dollars and twenty dollars ner acre, Unlike cron insurance, hail

insurance does not vary w-ith the value of the narticular crop being in-

sured. For examnle, high value special Crops such as onions, notai;oes,

et,c., are not insured dlfferently from cereal crops" Suppose a wheat

crop was insured for fifteen dollars Þer acre and v¿as subsequently dan-

aged by hall. If the hail loss r^ras adJusted at 25 ner cent the farmer

r.¿ou1d be compensated for the loss to the exLent of $\3 '75 peT acre'

In most nrovinces, nremiuns charged vary according to historical

incidences of hail damage, An area with a hlgh incidence of hail damage

urill be exposed to a substantially higher premium rate than one 'r¡ith a

low incidence" According to a local co-operative haÍl insurance comÐany,

premium rates may vary from three to fifteen per cent of the coverage"

The general procedure to receive indemnifícation for losses is to

report, Immediately any hail damage to the particular compâny rvith which

the lnsurance ls carried" The company will then send out an insurance

adjuster to determine the extent of t,he damage.

Livestock Ïnsgrance

The crop.rlng enterprise has not been alone in receiving assis'c-

ance in the way of formal insurance schemes, Today there are at least

five eonipanies offering general livestock insurance'

ùre type of livestock l-nsurance is available to cover loss by

d,eath from such nain perils as fire, lightening, wind, collision and
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overburn, smoke, theft,, tyne of falring object, corranse, fr_ood ancl an

earthquake. The contract exclurles any comnensation for dealh from disease

or i-mnrooer management. An extension nray be addert to this poiic¡¡,¿o in-
cfucie death from artificial electricity and drowníng. prernium rates are

calculated on a flat rat,e basis and are in t,he rrioivri*¡r nr -^",enty-five

cents per one hundred pounds for three yearso

A second type of insurance, generarry known as mortarity insur-

.ance, is avallable. However, the premiums for insurance of this nature

are usually prohibiùive. A local insurance company handling this ,r,yne of
policy reports that the oremiums are a straight, five per cent of ,¿he value
list'ed for each animal". The comnany also requÍres evidence fron a veter-
inary suf8eon that the aninals involved are in good health ai; the tine the

insurance i-s t,aken out 
"

A third type of insurance, generally known as transit insurance, is
also available. It is frequently carried by trucl<ers of livestock" An

additional tyne of insurance coverage avail-able in the way of transi,r in-
surance is provided by railway companies. Livestock may be shipped by

rail either rrunder ownerrs riskr¡ or r¡und.er carrierss riskrr. under the

forner noì-icy the producer receives a minimal compensation if hj.s animals

are destroyed, whereas under the latter policy the railr+ay assumes full
responsibility as d.eclared on the biII of laciing"

The ab'ove discussion of formal insurance now available No agricul-
ture from prÍvate and public sourees gives some indication of how condi-

tions of modern agriculture differ from conditions v¡hich existecl in the
rrdepression yearsrtu credit institutions must keen uo to daie on Þrogra¡is

of this natwe anrl revise their attitudes accordingly,
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In addltion to uncertainty arísing from accidental death of hj s

animals, the l-Ívestock producer has traclitionally cont,endeci wíth nrice

uncerùainiy. The livestock industry has long been lacking the mechanism

for an onen and centrally est,ablished price" A centra] oricing mechanisrn

that would allow all legitimate pricing factors to be considered would

provide a base nrice for the calculation of price spreads" In grain i;he

rrfuturestt market at, nresent nrovides such an open cenLral pricing rnech-

anism for oalls, barley, f1ax, ranesee.l and rye, all the forces Lhat v¡oulrl

tend to influence nrice can onenly inNernlay t,o establish ciay to oay

value s.

The first futures marìret in live beef began operation in Chicago

on ihe 30bh of November, 196l+" It has provecÌ'co be a satisfactory method

of hedging, thaL is, shifting the financial risk from those who do not

r+ish to carry i.t to those who are willing risk carriers. The feecler is

now able to perform his feeding function without, rislt of orice decline.

This ner,¡ development has allowed him an equitable retr:rn for feeding ihe

cattle without invenLory loss through rri-ce change. 0n ihe other hand.,

if the feeder feels he j-s in a financiaÌ position to carry his ov¡n risk

he need not, hedge on the futures market,

At the 19ó5 annual meeting of the Winnipeg Grain Exchange the

suggestion of adciing futures lrading in live beef cattle ruas exanrined"

This development was follorrred by the anpointment by the Board of Governors

o.f a commitLee to study the Chicago operaLion and to cieternrine v¡hether a
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si¡nilar onerat,lon m:ighl be anplicable to Canariian agriculture" Follow-

ing their favorable repor| the Board an!'roved a proposal to es'cablish a

live beef futures market as soon as necessary arï'angements coulci be com-

pteted" However, on May 2l¡, L967, the Board announoed that it, hacl decideC

bo clefer the onening of a beef fuLures market ín Canada unLil L968. There

were two nrj-ncioal reasons for the delay:

Iu The nroducers were not en'r,husiastic in regard to i:he irrinediat,e
esbabÌishment of such a market, This is believed 'ùo arise
from their exnerience with grain trading during the 1930rs.

2, It would allow the Exchange to comnlet,e adequat,e plans ancì
arrangements Lo ensure that the market will operate effec-
tively when it is onened.

The Nature of a Futures Marke'c

In any futures market there are normalJ-y buying hedgers on one

side, selling hedgers on the other, and specula|ors in the markeL to give

flexibility and depth"a

An efficient futures market is one where the interest in the open

market tencìs to equal the amount of inventory t,hat is in a hedgeable

position. For example, in grains such as rye or flax, the onen interesi,

varies in accord with the inventories. In hedging the saecul-ators rvho

are in a long nosÍtion gain effective orvnershin of the inventor;r. However,

they prefer not to deal in physical comrnoclities buL rather in pro¡rises io

receive (or deliver) a commoclity at some future tj-me" lfnen they hedge in

the futures market it is to offset a cash market transaction by takíng an

I4Clarke, James 't¡I'

Winnipeg Grain Exchange
An address by Lfr. Cl-arke as Presidenl: of the

annual meeting, Septernber 22, L965u hrinnipeg"
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opposite position in the futures market. The hedger may be either a

buyer or a seller.

The function of a futures market in l-ive beef cattle v¡ou1cì in-

cÌucle the following:

1. To nrovide a convenient heclging onnortuniLy for livesiock
feecLers so that the risk of price change can be shifted or
cancelled out of a particufar oÐerafion"

2, To provide an oÌlenly operated price setting mechanisn which
allôws the broadest oossÍble factors 'üo bear on prices ra'¿he::

than have ihem set by present short-ter¡o factoi's "

), To ensure a continuous :narket so thai heavy delive¡'íes can

be made without farmers¡ suffering heavy losses thz"ough f¿11-
ing nrices, assurn-ing that the farmers have hedgeo their
nosition on t,he futures r¡arket'

In the precedlng:chapter we separaied the livesiock industry into
: ' . ; r.,.r i. ,

ihe trcor¡¡-calf r¡ and the trfeeder-cattlerr operations. There aÐnears to be

Iittle nossibillty of prorlucers using the futures market in bhe ttcow-caifrr

operation" unl-lke the manager of the rrfeeder-cattfer¡ operation the rnan-

ager in this stage of oroduction usually has full equity in his lívestock"

Thus, there is no risk lo offset,"

The nature of the rtfeeder-cattlert opera|i-on v¡ould inclicate that

the ov¡ner of the feed lot is the logicat incliviclual to hedge on a fuiui'es

market. 0f primary concern to the lrê.nager and his banker is the final

price he will receive for his cattle when they are reacì.y for market.

If the risk attached to detrimental nrice fluctuatiorls \Y€rê re-

movecl from the industry it i-s conceivable that more funCs to fi nance it

gould be fortheonring from the financial institutions. It }ogically

lication of Futures Trading to Financing the Livestock Ïnc'ust
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folLows lhat with less risk a rnore at,tractive interest rate wou],cl also

be available. At nresent, most feed-IoL managers assume the doubie roie

of feeders ancì sneculators, although some are herìging on the chicago

fu|ures market. In financing an oneration lenciers âssess the managerts

abitÍly as an efficient feeder. They do not flinance an operation to

facilibate sneculation in cattle nrices by the Þroducere uniess he is

in the finaneial nosition Lo do so"

SOIvÍE FURTHER I'ÉASURES WHICH HELP TO REDUCE RTSK AND
UNCERTAINTY IN AGRICULTURE

The forrnal insurance schemes discussed, counled wiih the fuNures

market, make un the measures introduced to reduce uncertainty in agri-

culture' However, under cl-oser observations more indirect nublic devel-

opments have taken n1ace, They include federal regislation under t,he

Prairie Farm Rehabilitat,ion Act and the Canadian l¡Iheat Board Act in t935;

International l,'lheat Agreements; the Federal Price Suonort Progr"am in l-94+

with its further exnansion under the Agricultural St,abilization Act of

1958; and the Agricultural Rehabilitat,ion and Develonment Act nassed

. - ^/-l-n ryôI"

The Prairie Farrn Rehabilitation Act of 1935 was imolemented to

correct inapproppiate land use on the prairies. During the settlement, of

the nrairies, semi-aricl land suited for grazing nurnoses was cul.t,ivaied

in an attem¡L to diverl lt to grain cronning uses, Hov;ever, once the

initial organic matierbecame usecl un, the lanrì r¡Jas Ðrone t,o soil clrift-

ing and drought,. Thus, it is not too surnrisi¡g that, an extenrìed neriod
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of drought which existed in the r93ots wourd cause subst,antial erosÍon"
since i;he initiation of the Prarie Farm Rehabiritaiion Ac.i regislaiion,
some seven mirÌion acres of marglnal ancl sub-marginai croprand were

shifted lnto comrm-¡nity 'nastures. In acldit,ion to soir conser^va.LÍon this
nrogram was designed t,o irnnrove existing culfurar pract,ices and nromote

water conservation. Alt,hough iù began as emergency legislation the
Prairie Farm Rehabilitation Act has since become established as one of
several nublic measures designed No reduce the risk of yield unceri;ainiy.

Historically, farm spokesmen have rong been campaigning for a

more stabre íncome for agricurture" As a result, the canadian llheat
Board was est'ablished ín 1935. The J-egislat,ion was designed to es"ca-blish

greaLer nrÍce certainty and thereby stabilize income. Tnii:Íarly the Boar.d

received r',¡heat, on a voruntary basis from Lhe producers. Hov,¡ever, i,c found
that for a marketing board to funcLion efficient,ry, alr proijucers mus,¿

belong. Hence, in 1943 the Canadianrifheat Board was given comÞursory

contror over all whoat market,ecl in'l,Jestern canada. The noi.¡er of *,he

Board was exbended ín 1949 Lo include all marketings of oats and barley,
The princÍpal ways in which Nhe r¡Jheat Board has served to reduce nrice
risks are as follows:

1" Ii provides an assured price t,o the nroducer before thecron is pl-anted"

2" It has main'cained effective
an orderly marketing of the
been increased st,ability in
'Lwo decades"

narket control and facilitates
producei.sr grain. There has
grain prices cluring the oast

The federal price supporL program established

served to reduce ¡rice uncertainty in Canada. Ir was

in 1944 has also

cìesigned to
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guarantee the oroducer a nninimur"n ¡rrice by rr'ay of deficiency nayrnents foz"

certain farm products. It has served to stabilize p::ices and hence aid

producers in their decision-making" The Agricultural S'cabiiiza|ion Act

of 1958, which succeed.ed this prograrrl vras ciesigned r^rith similar objec',,iveg

in mind"

Qther federal- legislation designecl to reduce price uncerLain';y
. ; .:,:.

includes the In|ernational 1¡Iheat Agreemenis" The predecessor of the
.:.... -I .t.: .,... ;-,:

International lVheat Agreements for Canadian producers was the Unii:ed

Kingdom Wheat Agreement following Nhe Second trrlo::Id i^iar" this and la'r,er

agreements were designed to províde ninimum prices for expo'i't wheat"

RecenLly, (in June, L967) a new Iniernational Wheai Agreement ¡,"¡as cirai,¡n

u,o in Geneva where al} major exporters of wheat I¡Iere represented.5

The privai:e and public measures introcluced to reduce uncertainty

in agriculture helo to prevent a recurrence of the disasters t'¡hi.ch befel-i

agriculture in the 1930ts" They provicie, directly or indirec'cly, insurance

to the producer against price or yield uncertainty, The creclit institu-

tions which service the industry must keep up-to-da'ce on the developments

in ihis area, Otherwise, their assessment, of the credit r^¡orihiness of

a client may be more conservative than warranted.

5Th" n"* ¡rice
from {it .955 t'o #2.355

No. 1 Manitoba hard spring wheat r'¡as increased

bushel in U,S" dollars,



CHAPTER, VIÏ

SU}û,!l,RY,ÀND CONCLUSICNS

There is a strong basis for a specializeCr agricultural cred.it

programme, throug h a technique such as the Farrn Ì'fanagement Loan" The

rapid application of new technology in agriculture has resuitecì in îar:r,s

of increased. acreage and larger canit,al inves'cment. The following devel-

opmenls are a consequence of these changes:

L Changing technology has enablecl farmers to increase agri-
cultural nroduction about J0 per cent in the last two de-
cades "

2" The oercentage of the labor force emeloyed in agi'icul'bure i'' r, ''
has cleclined to 7.5 per cent of i:he total. This develop- 

a

ment counled with an Íncreasing agricüItural ouLout sugøes'Ls
a significant substiiubion of capital for labor in the
industry.

3, The declíne in the size of the farm nooulat,ion rela-bive to
the total population is also a consequence of new technology.
During the nerío¿ lpl¡I-l9ól ttre number of occu'oíed farms
d.ecreased. by 23 per cent " This reduci5ion in the nrlnber of
occuoied farms has been associated with a consoiidation of
farm units " The averaqe farm in canada increased. its
acreage by more tnan 5Ó per cent in the period f94f-1961r- ;
the lãrgeàt inct"ase has occure¡l on the Prairiesê *

The foregoing adjustmenls indicate the curren| trend in Canaclian

agriculture" An increasing emphasis is placed on the farm managersr

ability to acquire adequarie amounts of canital'

Com¡lete details on all exist,ing sources of credit to agricuflure

,¿ere not available, llowever it has been estinrated that in 1965 the com-

mercial banks accounted for 60 per cent of the short,-terrn creclil and

l+6 oer cent of the intermediate-'cerm credlt, This amoun'"ed to 2? ner
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cent, of the total outsfancling loans for that year.

The failure of the suo'.Iiers and users of agriculi;ural crerìit to
fully communicate w-ith one another has resul'ced. Ín a ilfi-nanciai service

gap'f to this índustry" The chartered banks have been s1or,¡ t,o change

their lending techniques to meet the needs of the farmer. i{owever, Ín
aII fairness, some lag would be errrecterì, for it woulcì be unrealistic
to expect a crosery reggrated bank indusiry to i¡nmediately adjusì; to
changes 

"

The objectives of this thesi_s, in J_ight of this probiem r,Íere as

f ollov¡s:

i-" To deternine how bankers can base loans to agr"icul.i:ure more
on t,he nroduc|iirit,y of the loan nroceecls rather 'r,han on thesecwity upon which the loan is tasecl

2" To determine the 'oossi.bilities for more intensive involve-
menL of commercial banking institutions in rtline-of-creclitrl
financing in agriculture 

"

In consideration of these objectives, it was hynothesized that, the
rrFarm Mana¡¡ement Loantt coulcl be usecl as a more ad.equate neans of meetine

agricultural credit requirements of the future.

This was a case study, and the varidiLy of the hynoihesis was

examinerl by selecting individ.ual farms -rorom the Carman Districi Farm

Business Association.

Exanination of the hypot,hesis revealed that the Fa.:,-¡a T4anagemenL

Loan could be used as a more adequate means to meet agricul¡ural credit

requiremenLs of the fufure,
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The advantages of Nhe Farn }ianagernen| Loan include the following:

I"ItLendsioirirprovemanagenÌent,ofcapi,calbyfarrners--ihis
is accor.plisheà by forciãg the farrner io develop his nla.ns

indetailfor|hecomingproduction.Italsonrakesiiim-
perative for the farner-t,ä clefinð-rnis iong-run illans' Ï'ìe is
inabe|ternosiLiontoevalua,ceiheopiimumcombinationof
t,hefactorsofproducLion'Thiswouldallov¡himtornaxirnize
his Profits '

2. It rrrovides a nackage-crerlit nlan' As a result' the farmer

isabletode.t,erminethenrecisearnountanrlexacilyvihenthe
cru¿i-t-i"-neeAea'4]f,.9rítallows,hi'".tocorrelatehjsre-
payment scheclule witli his anticinaied lncome '

S"Itfacilitateslherecluc|ionoffarmcosNs.TheFarni4anage-
mentLoanprovidesfortheaclvanceofmoniesonlyastheyare
need"ed.anclnermitsrena¡rmen.buponreceintofincorne"Ïnieresi:
i" 

"r.r*rg;J 
onty f or the" nu¡nber of ciays for which the funds

ârerequirec."sincethisloanisdesignedtoservicea}lof
thecustomer¡screditneeds,,,hefarmerdoesno"bhave"bore-
sorttomore.exnensiveouisid'efinancingthroughfinance

.comnanies.Also,availablecashenables,chefarmertosecure
"o"i.' 

äi""å,rntã'"táa to purchase his supnlies r'¡hen lhe most

favorable orices exist '

t+.Itnroviclesforltline-of.credit'tfinancing--theanplication
anclinterviewfortheloancanbearrangedbeforethepr^o.
duction ¡eriod begins' At this time' the credif requirenenis
can be outlined for t'he coming oeriod' It vrould no longer

ben"""""u'yforthefarmertófinancehisoperalionina
trpiece-mealrr fashion'

The nrincipal objectives of thÍs thesis v¡ere achieved for the Farm

}Íanagement Loan, facilitated by a cash flow ana}ysis of the business, is

atoolwherêbythebarrlcerscanbaseloanstoagriculiureinoreonthenro-

ductivity of the loan nroceeds. ttline-of-credit'r flnancÍng is a <Ìirec*u

result of iis. irnPlementation'

Ingrantingaloantoanrogressivefaimeroftoday,bankersr+iII

require a financial statenent, and a record of ïhe farnerrs operation for

the ]ast, two or three years in order to acquine some id'ea of lhe general
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t¡.end of the operation' On-the-farm ins¡eciion and good' recorcls of

Dast performance give bankers fhe necessary infornalion to evaiuate the

managerial ability of the farme'r " Loans made ¿uo farmers nust l''e based

primårily on the productivity of ihe loan proceeds and managenneni abil-

ity" The tradi'¿ional- concept of collateral securify asswnes a seconci-

ary position--imrrortant but not srifficient'

The bank manager, or sone other qualified member of 'che bank

staff, should anal-yze the orogram tìre farmer has in mind to verify the

effective use of the innuts of landu labor, caoital and managernent. Uoon

considerat,ion of this, a cash flow based on past records and a conseÎva*

tive estimate of future Þrices should be eamied out' Tn this 
"ray 

the

banker can verify the repayment abiliiy and monthly credit need's of the

anolieant". The final step involves estab}ishing'che loan and its ser-

vice needs for the future Period.

The responsibility for the existance of a reliable financiai

structure in agriculture cluring the nexf two clecades lies v¡ith both the

farmer and his source of credit.

Agricultural credit during the balance of 'uhe si:liies and. ""hrough

the seventies will rapidl¡¡ assume the characteristies of a business loan"

credit extensions and repayments will be carefully planned and ""ailored

to fiN the cash flow of the operation" The nrogram will be geared 'uc

the management ability and potential nroductivity of ihe farrn" Credít

will be made available more ín line r,ri'r,h the nurnose for r^'hich the funds

are to be annlied and less on the basis of terms and securii;y' W'e nor'¡

frequenLly refer to shori-, intermediate and. Ion8-term loa;rs' One can
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visualize a trenci toward Ì;rvo basic types of credit--operaì;ing ancl Lerin"

Some recommendations f or furrher" s'cudy are as f oilo','¡s:

1. Further considera'¿ion should be given to the ai'ca of long-
term credit in agricul-tu-re. This should be done because aa
ihe industry contínues t,o change, morLgage-c¡:edii will
become even more critical 'bÌran i"" is ai5 nresent'

2. The Farm lmprovement Loan cl.j-scussed briefly in this t,hesis
^r^^,.rr ,^^ -.irrên â f.hoi.ol:rrh eXantina,iiOn, The in-CefeSi tateùlluuIL¡ ug 6a vsr¡ @ ur¡vr vq¿irr v

being charged to farners uncier the Farm }n¡rrovement Loan
' Act does not appear to be realistic at i;his time. Agricul-
ture requires a credíL policy which is forwar"d-looking to
reflect it,s needs'

? l-ùrpf.hpr nnnsi¡lp-nel-.inn l-.o t.hc CaUSeS and eXLeni Of CaOi'Lal) o 1'Ul V¡¡ç¡ Vv¡io¡uv¿ quÀv¡l

æÅ*i nni no ?rrr íafmefà-Ï.ñ l,tleStefn Canada.r GVIVI¡¡T¡6 VJ
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lable XXVI (continued)
zyl

Iyoo

Jan, Car
Feb.
l,iar.
Apr,
l{ay
Jun"
Ju1.
Aug,
Sept.
0ct.
Nov.
Dec,
TotaJ-

fyo)

Jan"

l,lar"
Apr 

"
14ay

Jìln,
Jul ,
Aug'
Sept.
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TABLE ÐCK

THE MAXIMUM AMOIJNT AND MAXIMUM TERM

FOR VARTOUS CLASSES OF IOANS U}¡DER THE FARM IMPROVEMENIT I,OAIüS ACT

Maxirmrm Amount,
Clase of Loan- And Maximum Term Instalments PaFabIe

Motor truck or statlon wagon 66 2/3% of pur-
chase orlce--
2$ years.

Portable sorlnkler i-rrlgatlon 7596 of eost-- Not less frequentl-y
system 10 Years" than annuallY

Livestock 75* of cost-- Monthly if nracti-
l0 years. cable but not less

frequently than
annually

Agricultural equlnment or a 75% of cost-- Monthly if nractl-
farm electric system 10 years" cable but not less
(nurchase or lnstallation) frequently than

annually

Farm electrl-c system 75f,ot cost-- Monthly if nractj-
(alteratlon or lmnrovement) 10 yearso cable but not less

frequently than
annually

Fencing or drainage 26 of cost-- Not less frequently
10 years" than annually

Farm buildings (construction, 26 or cost-- Not less frequently
re¡air or alteration) 10 years than annually

Tmnrovement or develonment 2Ø of cost-- Not less frequently
of a farm 10 years than annuallY

Beekeeping (stock or equip- ?5% of eost-- Not less frequently
nrent) 5 yeers than annuallY
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Tab1e Xlfl (continued)

SubJect to the foregolng terms and lnstal¡nent payment conditf-onsu

the term of the loan and the amount anrt frequency of lnstal¡s¡l na¡rmenbs

should be flxed ln accordance with the borrowerrs ability to pay. The

following schedule ie a guide and should not be rigidly adhered to'

Aonroxl-mat e Loan Amount Norma1 Repayment Perlod

I$ years

2þ. years

h Years

6! yeare

I years

8$ years

9.f years

10 years

s 500

IeOOO
., :

', ?e5oo

,5r ooo

7 
'5O0

10r 000

]..2r5OO

l_5,000

Source: Farm Inrnrovement Loans Aet,n R.S'C" L952
e" I10 amenaea Sentember 16th, 196/+.


