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ABSTRACT

THE FARM MANAGEMENT LOAN
AS IT RELATES TO COMMERCIAL AGRICULTURE
by
I. D. M. Gibb

The "financial services gap" presents a major problem to farm
overators. This gan exists to the extent that the sunnliers and the
users of credit do not fully communicate with one another.

In light of the problem, a case study of two farms in the
Carman District Farm Business Association was conducted with the fol-
lowing objectives in mind:

1. To determine how bankers can base loans to agriculture more
on the productivity of the loan proceeds rather than on the
security uovon which the loan is based.

2, To determine the nossibilities for more intensive involve-
ment of commercial banking institutions in "line-of-credit"
financing in agriculture.

In consideration of these objectives, it was hypothesized that

the "Farm Management Loan" could be used as a more adequate means of

meetiﬁg agricultural credit requirements of the future.
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CHAPTER I

INTRODUCTION

THE NATURE OF THE PROBLEM

The cumulative effects of the technological revolution in agri-
culture during the past one hundred and fifty years have caused dramatic
changes in the economic and financial requirements of agriculture in

the post-war neriod. A recognition of some of the imvmortant changes
taking nlace in agriculture in the 1940's forms an imvortant backdrop
for the following research in the field of agriculture. There is a
problem that has arisen from the "financial services gan"., This gan
exists to tﬂé extent that the sun-liers and the users of credit do not
. fully communicate with each other., A Canadian agricultural economist
has described the situation as follows:

The vproblems associated with credit for farmers can be

due to the fact that the needs have not been stated exrlicitly

by farm onerators and have not been exnlored fully by the

su~nliers. The result is that vrimary agriculture has more.
limited access than do other industries to the general fund

of savings in the community to finance its o~erations. This

situation noses a bhasic question why the gan exists between

need and availability.

The technological changes that have taken nlace have affected all

the surply industries which serve the agricultural sector. For examnle,

lpnderson, W. J., Fundamentals of Sound Credit., Parer presented
to the Agricultural Institute of Canada, 45th Annual Convention,
Vanccuver, June 21 - 24, 1945, n. 1,




the major feed commanies have been forced to adiust to these changes by
offering additional scervices. They have hired men who are trained in
agriculture to meet their needs. The fieldmen for these commanies en-
counter problems which range from recommending feed rations to servicing
the credit involved in the transaction. Other institutions which have
had to adjust are the co-omeratives. The banks are one of many such
organizations which have been affected by dramatic changes in the agri-
cultural industry.

The purpose of this thesis is to determine how the commercial
banking institutions can serve to close the "financial services gap".
The Canadian branch banking system caﬁ do so by offering a comnlete
"package credit" service or a complete "line-of-credit" to farmers,
including short-, intermediate-, and long-term credit. At the vresent
time the system is not adequately equinned to provide the credit services
to farmers that are needed.

The major banks in Canada are becoming aware of the changes that
are taking place in agriculture. Several of the banks have established
. agricultural devartments which are designed to offer specialized ser-

vices in connection with farm loan reques’c,s;.2

OBJECTIVES

The solution to the foregoing oroblem would be for the banks to

provide the kind of specialized credit service farmers need. There

2The.Royal Bank of Canada established a Prairie Agricultural
Department in dJune, 1967.



would be much to be gained by farmers who were able to get a comnlete
credit service from a single source that specializes in farm lending.

From the farmer's point of view, a single source of credit would
provide him with pre-loan counselling from a staff who knew his business
and were trained to give him sound financial advice along with a budget
for advances and repayments. He could benefit from having a single
schedule of revayment worked out in conjunction with his type of farm
operation and a source of credit when additional credit was justified.
On the lender's side, there would be an advantage ih knowing at any
given time what the comnlete debt position of the borrower was and to be
in a position to discourage unnrofitable borrowing or the over or under
utilization of credit. This would tend to strengthen the security of
the lender, in contrast with a system where credit is obtained in a
piecemeal fashion by farmers from several sources. Frequently, these
sources have little knowledge of the farmer's overall debt position.

In light of this, the primary objective of this study is to
introduce a new technique whereby the commercial banks could better
serve the needs of the agricultural industry. This technique would
allow the banks to provide a comnlete credit service to farmers through
their many rural branches.

The need existé for the banks to adopt a broader approach to
farm credit needs. H. G. Halcrow stated the challenge effectively when

'he‘said;
| Clearly the' situation calls for close co-operation between

the banker and the farm borrower. This means careful nlanning
and budgeting, but----in many cases more liberal loaning volicies



which will be required if the farm family is to develop the size
and tyne of unit best suited to modern conditijons----, Loans to
farmers should be based on the productivity potential of entire
unit rather than the security associated with an individual
oneration----. Successful banking requires a credit-line rather
than piecemeal loaning with a series of short-term obligations—---
the objectives (of a farm line of credit) should be to develop

the canital structure of the farm uo to the limit of the opera-
tor's ability consistent with his desire for income.

It is this line of argument that will be exnlored in this thesis,

HYPOTHESIS AND METHODOLOGY

It is proposed that the "Farm Management Loan' can be used as a

more adequate means to meet agricultural credit requirements of the

The svecific objectives are:

1. The determination of how bankers can base loans to agricul-
ture more on the nroductivity of the loan nroceeds rather
than on the security upon which the loan is based.

2. The determination of the vossibilities for more intensive

~involvement of commercial banking institutions in "line-of-
credit! financing in agriculture.

The preliminary_agsumptions are:

1. Agricultural producers aim to maximize profit.

2. Bank loans in a broad sense fall short of meeting farmer's
needs.

3. A significant number of bank loans are based on security
rather than on the productivity of the loan proceeds.

L. There exists a deficiency of "line-of-credit" financing in
agriculture,

3

Halcrow, H. G., A vaner presented to the National Agricultural

Credit Conference, Cincinnati, Ohio, November 10, 1959.




The‘"Case Study" method will be used on individual farms in the
Carman District Farm Bpsiness Association in order to investigate the
third hypothesis. Three years of farm records will be analyzed to de=-
termine the farm léan repayment ability on the basis of modern cash flow
techniques. The cash {low analysis provides a unique method whereby
banks can base loans to agriculture more on the productivity 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
Vrequirements,

It is ‘proposed that a greater emphasis could be placed on the
farmer's skill as a manager, and his expected income rather than on the
éecurity of the loan. This lending technique implies certain immortant
consideratiéns, Firstly, it stresses the importance of farm records
and accounts. Although taken by themselves they yield only a history
of past performance, they do provide a basis for determining potential
income under the present farm organization. .Accurate records permit
bankers to properly assess the overall financial position of the farm.
An analysis of the records may indicate strengths or weaknesses in the
past performance of management. Secondly, increased emphasié on a
farmers managerial‘ability would require them to submit well-conceived
plans for the future (i.e. a budget). A useful tebhnique in this regard
would be the projected cash flow statement.

In line with the first consideration, a balance sheet and state-
ment of profit and loss will be drawn up for three years of farm records.

The financial statement will be examined item by item. A comparative



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

Before the hypotﬁesis can be further examined, however, it is
necessary to explore the extent to which new technology has affected

agriculture.




CHAPTER IT
TECHNOLOGY IN AGRICULTURE

The ranid apnlication of new technology in agriculture has made

. it possible to exvand the size of farms which nossess efficient manage-
ment. Consequently, the larger investment per farm and ver worker has
~made canitél the key factor in farm success. From the view of canital-
ization in agriculture, it should be vointed out that there has been a
definite relationshin between the use of research and education invuts
in agriculture and>other innruts. As research and education inmuts grew
in importance, the tendency was for labor innuts to decrease sharvly,
‘land innuts to decrease moderately, and canrital innuts to increase sub-
staﬁtiallyel In other words, research and education have contributed to
the substitution of cépital innuts for labor inputs in agricultural vro-
| duction. The significance of this development in terms of'banking needs
and ovnortunities can only be comnrehended after examining vertinent

statistics and facts.

Increase in'the Value of Farm Produce

Unprecedented advances in technology have enabled Canadian
farmers to increase agricultural production aboutvfifty ver cent in the
last two decades. The Canada Year Book--1966 takes note of this trend
by reporting the value of all farm produce in 1964 at $3,455,600,000 for

Canada, excluding Newfoundland. This was a record high and exceeded the



demonstrated by the fact that in 1911, 54.5 per cent of our labor force
was needed in agriculture, and in 1961 the percentage had declined to
10.0 per cent.* As at October, 1966, only 7.5 per cent of the labor
force was employed in agriculture,5 The increase in output per man-hour
on the farm is at least as high as in industry. The Royal Commission on
Canada's Economic Prospects reported that "when it is stated--as is true--
that productivity in agriculture is lower than in any other sector of the
Canadian economy, it must be remembered that output per man-hour on many
Canadian farms is probably at least as high as in many manufacturing
concerns., When attentibn is drawn--as it should be--to low average in-
comes in agriculture, it must be remembered that some Canadian farmers
make with fair regularity an income that many of their fellow citizens
would envy",6 A recent thesis completed at the University of Manitoba
reveals that farm outout in Canada has increased continuously during
the period 1931—196197 Mackenzie stated that in the period 1947-1951

agricultural productivity rose 63 per cent°8

Lpominion Bureau of Statistics, Ottawa, Canada Year Book, 1964,
p. 512; 1915, p. 71,

5Economic Surveys, Organization for Lconomic Cooperation and
Development, Paris, 1967.

» 6Royal Commission on Canada's Economic.Prospects, Final Report,
November, 1967, p. 150.

7Kulshreshtha,.s. B., Comparison of Farm and Non-farm Incomes
- in Canada 1926-1961, (Ph. D. Thesis) University of Manitoba.

8Mackenzie, William, Comparative Resource, Productivity, and

‘Income Effects of Canadian and United States Farm Policies, J. F. E.,
Vol. #47, No. 5, Dec. 1965, p. 1137.
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This decline in the size of the population found in the agricul-
tural industry relative to the total population is a positive indication
that Canada has a developing economy, characterized by a growing second-
ary industry. (Table I).

The total farm population has declined rapidly since 1941.
According to the Census, during the period 1941-1941 the number of
occunried farms decreased from 733,000 to 480,293 respectively (23 per
cent). However, while the number of farms has decreased the phyvsical

volume of farm production has risen.,

Increase in the Size of the Farm Unit

The reduction in the number of occupied farms in Canada has been
associated with a consolidation of farm units. As a result, there has
occurred a considerable increase in average number of acres per farm.
(Table 1. Although the average farm has extended its acreage by more
than 50 per cent in the period 1941-1961, the largest increase has
occurred on the Prairies.

This increase in the size of the average farm and the increase
in the efficiency of farmers together with a declining farm labor sunply
has been made possible by the following developments:

| 1. Large-scale mechanization
2. Better farm methods
3. Better crop varieties

L. Greater nroduction per animal due to improvement in breeding
and increased feeding efficiency
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TABLE I

TREND OF THE FARM POPULATION
AND IT'S RELATION TO CANADA'S TOTAL POPULATION

Farm population

Year Rural Rural Urban as per cent Total
farm Non-farm of total

1911 N.A. N.A. 3,272,947 50.58 7,206,613
1921 N.A. N.A. 4,352,122 50.48 8,787,9L9
1931 N.A. N.A. 5,572,058 46.30 10,376,786
1941 N.A. N.A. 6,252,416 L5.66 11,506,655
1951 2,827,732 2,553,L4L 8,628,253 20.18 14,009,429
1941 2,072,785 3,465,072 12,700,390 11.37 18,238,247

Note: Rural population is defined as that part of the total population
which resides outside cities, towns and incornorated villages. Separate
farm and non-farm figures are not available for the period 1911-1941.
The rural population figures were 3,933,696: 4,435,827; L,804,728; and
5,254,239 for the four decades respectively. Here, the rural population

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

tion, whether incorporated or not, for the decade 1951-1961,



TABLE IT

AVERAGE FARM SIZE

IN SELECTED PROVINCES AND CANADA

1931-1961

(in acres)

Province 1931 19,41 1951 1951
Nova Scotia 109 116 135 178
Ontario 119 126 139 153
Manitoba 279 261 339 1,20
Saskatchewan 296 L32 550 686
Alberta 287 L3 527 645
Canada 224 237 279 359

12
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5. Improved non-farm inputs--commercial fertilizers, chemical
pesticides, insecticides, etc. Farmers have res»onded to
these inputs. For example, fertilizer sales on the prairies
increased from $6.3 million in 1956 to $62 million in 1946.

This has resulted in a widespread substitution of capital for farm labor
leading té an agricultural industry which has been transformed from a
labor-intensive to a capital-intensive activity. The average canital
investment was $27,383 per farm in 1961.7 Of the 140,260 farms with
sales of $5,0CO or over, the capital investment per farm was almost
double this amount. (Table III). Specifically, 30 per cent of the
commercial farms produce almost 70 per cent of the total agricultural
output, their average investment being $50,423, as compared to $17,90L
for the "non-commercial" farmer. The average capital investment per
farm in 1961 was almost five times the 1941 investment.

This trend toward fewer farms using more capital and producing

a larger quantity of products has definite implications for all seg-
ments of the Canadian economy. From the viewpoint of the individual
farmer, the ability to acquire sufficient capital is becoming crucial.
The farm manager, in addition to béing confronted with more complex
operation problems, must be flexible enough to reorganize his business
constantly as technigues change. This frequently means that he must
acquire substantial additional amounts of carital..

Thus the commercial farm has changed over the past one hundred

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

FDominion Bureau of Statistics, Ottawa, Canada Census, 1961.
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TABLE IIT
ECONOMIC CLASSIFICATION OF FARMS
CENSUS1941
Type of Farm Number of Farms % of Total Ave. Investment
Sales .Per Farm §
Over $25,000 9,507 2.0 122,570
15,000-24,999 14,411 : 3.0 73,175
'10,000-14,999 25,923 5.4 54,906
5,000~ 9,999 - 90,419 18.8 37,925
3,750~ 4,999 | 49,751L - 10.4 27,782
2,500~ 3,749 69,023 1h.4 22,597
1,200~ 2,499 9Ly, 256 19.6 17,098
A1l Commercial Farms 353,293 73.6 32,908
‘Small Scale Farms
Part—Time Farms 37,645 7.8 12,100
Other Smail
Scale Farms 45,301 9.4 11,3645
Residential and
Other Small Farms 43,850 9.1 10,516
Institutional‘
Farms, etc. 814 - ‘ 139,719
Total Othef Farms 127,610 26,4 12,109
Total - All Farms 180,903 | 100.0 27,383

Source: Dominion Bureau of Statistics Census of Canada, Agriculture, 1941
Ottawa: Queen's Printer.
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specialized enterprise. Whereas the farmer used to produce all his

food and clothing needs and sell little of his produce, now the modern
commercial farm family sells nearly all of its produce. The typical
Canadian farm today may be a grain farm in Saskatchewan with an average
farm size of 825 acres, a tobacco or hog farm in Ontarié; an egg factory.
in Nova Scotia with flocks of 200,000 birds or more, or a fruit farm in
British Columbia. It becomes evident that the commercial farm today is
not merely land, machinery, livestock, and inventory items, along with
enough labor to operate, but a business requiring top-flight management.
The top one=third to one-half of our commercial farms require high level
managerial ability to co-ordinate the resources into a profitable 6per—

ation.

THE CHALLENGE OF A CHANGING AGRICULTURE
TO COMMERCIAL BANKING

Today's comﬁercial farming operation is a business and one that
is challenging agricultural lenders to treat farm credit on a '"business®
basis. It has been estimated that the demand for credit by farmers in-
creased from approximately one billion dollars to 2.9 billion dollars
during the period 1951-1965. (Table IV). It is consistent with the
‘dramatic changes in the economic position and financial requirements
of agriculture that farmers have come‘to depend on credit to an increas-
.ing extent. The nature of the agricultural industry places credit in
a position of varticular imnortance in agricultural finance.

The necessity for farmers to command larger amounts of capital
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has brought about innovations in financing. To illustrate, capital
today is often made ayailable to farm producers through suppliers,
processors and speculators. In many commercial feeding operations, the
operator may finance his land, buildings, and equipment through a finan-

cial institution, but have a large vart of his operating cavital nrovided
by suppliers and proceésors; Such arrangements make it possible for the
individual operator to obtain more capital and, in many instances, to
help spread risks. Various types of vertical integration and contract
arrangements have been deye10ped to enable farm operators to obtain
large amounts of capital that are frequently nécessary for efficient
operation. These deveioDments also have been resvonsible for the use
- of more mefchant,and dealer credit by farmérs°

The changing character of Canadian agriculture indicates that,
in the fuﬁureg management will become the key to successful farming.
Therefore, it becomes imperative that the banking institutions adopt
a lending policy whereby management is emphasised. Such a lending policy
would result from the adoption of the Farm Management Loan. This loan
as illustrated in Chapter V provides a means whereby bankers could lend
to agriculture more on the productivity of the loan proceeds. The tra-
ditional concept of collateral security assumes a secondary position--
important but not sufficient.

The Farm Management Loan was proposed as a means whereby farmers
would receive a single source of credit, which would provide short-,
intermediate-, and long-term financing. Therefore, a thorough examina=-

tion into these three types of financing will be conducted.



CHAPTER III
A REVIEW OF THE EXISTING TYPES OF CREDIT
IN AGRICULTURE

The primary obstacle to the "packaged credit" service or complete
: "line—of-credit" offered under the Farm Management Loan will De reluc-
tance of the chartered banks to re-enter the area of long-term credit.
Consequently a major portion of this chapter will be devoted to an ex-
tensive discussion of this field. The feasibility of the banks moving
into long-term lending will be assessed in view of the credit institu-
tions alread& in this area.

Farm credit is generally classified under the heading of three
categories based on the purpose and méturity of the loan: short-,

intermediate-, and long-term credit.

Short-term Credit

Short-term loans are those which mature in one year or less
from fhe time the loan is granted. They are designed to provide the
funds necessary to pay the operating costs of producing farm crons
and livestock. Bankers have long supplied farmers with operating loans
for seasonal farm production. The maturity dates on these loans run
from simple ninety-day, to six month, or one-year notes. The funds are
transferred to the use of the borrower when a note is approved, and the
note requires a lumn-sum revayment at maturity. Such loans, being pro-
ductive in nature and possessing short maturities, seem to bela welcome
part of the bank's loan portfolio. Loans of this nature service such

items as feed, seed, fertilizer, feeder cattle, hogs, poultry, machine
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operation, repairs, and other current exrenses. There are three general
reasons why short-term funds are required by farmers:

1. To pay current operating expenses,

2. To make intermediate-term capital investments.,

3. To consolidate and pay other debts.
To the extent that there is heavy farm borrowing on short terms for
intermediate-term vurnoses there would appear to be some weakness in
the bank farm lending policies. Loan repayments should be spread over
the productive life of the asset. The maturity of the loan must be
timed with the marketing of the crop ér livestock with which the loan
is associated and repayment should be made with the specific funds from
the venture which was originally financed. For example, the maturity
of a loan to purchase feeder cattle should coincide with the proposed
time the cattle are to be marketed. "Since every loan is for a specific
purpose, the repayment terms should be in line with operating income and
the time when it will be available",t

The principal sources of short-term credit in Agriculture are
shown in Table IV. Along with commercial banks, credit unions, finance
companies, dealers, and private individuals comprise the major sources
for short-term loans. The volume of short-term credit has shown a

continuous increase and reflects the increasing volume of inputs ver

lAmerican Bankers Association, Intermediate-Term Bank Credit
for Farmers, Agricultural Commission, American Bankers Association,
Ne'w YOI‘k, NoYo’ 1957, Pe 230
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producing acre. "The transformation in farming has expanded greatly
the demand for overating credit. A sharp increase in cash operating
capital was inherent in the adontion of technological imrrovements in-
cluding mechanization and specialization. Mechanization involved new
cash requirements for fuel and repairs. The increased use of fertil-
izers, pesticides, antibiotics, and vprepared foods all added to the cash
or credit needed to carry on the year to year operations of modern

farms".2

Intermediate-term Credit

Intermediate~term credit is that extended for purchases of
assets that have a vroductive life in excess of one year (usually Pay=
able within three to ten years). These loans may be made for such pur-
poses as acquiring livestock breeding herds and herd replacements,
machinery and equipment, drainage, pasture restoration, and to provide
for other needs that involve credit for more than one year's duration.

The Federal Government was encouraged to enact legislation which
would induce the chartered banks to enter the intermediate-term credit
field. Preceding the adoption of the Farm Improvements Loan Act, there -
wés a lack of interest in tﬁis area by the banks. The reason for this
.attitude resulted from a lack of qualified personnel on the bank staff
which could properly access the risk in granting loans to agriculture.

This conclusion is supported by the following testimony:

: 2American Bankers Association, Agricultural Production Financing,
Agricultural Commission, New York, N.Y., 1951, p. 1l.
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-=-=~In the nostwar period, these commercial short term lenders

(chartered banks included) had exnanding opportunities in non-

farm lending which anreared more vprofitable and less risky than

farm loans. They tended to give these non-farm loans vriority
in t?eir vostwar exnansionf———bank§ were.uncertain abogt farm

lending as a result of their exmerience in the 1930's.

It should also be pointed out that up until the recent revision
in the Bank Act, the commercial banks were not vermitted to accent farm
real estate as security for a loan. Statutory restrictions of this na-
ture may have resulted in a rationing of intermediate-term credit to
farmers,

The Farm Improvements Loan Act was passed in 1944 to encourage
the commercial banks to extend a greater quantity of intermediate~term
credit to farmers. In 1941, the Industrial Develooment Bank also began
granting this tyne of credit to farmers. The definition of "industrial
enterprise" was broadened to include the agricultural sector. Dr. Gilson
indicates, "in addition, that part of the credit extended under Part IIT
of the Federal Farm Credit Act may be classed as intermediate-term credit
in the sense that the nortion of the loans secured by chattel mortgages
are revnayable within ten years",h

Intermediate-term loans are usually loans secured by a chattel

mortgage, a sales contract, or other form of security agreement. Com~

mercial banks in Canada are vermitted to make loans to agriculture under

3D° W, Carr & Associates, Farm Credit In Canada, Working Paner
prevared for the Royal Commission on Banking and Finance, Ottawa,
November 1962, n. 53-4.

hGilson, J. C., Farm Credit--The Current Situation in Canada,
prevared for presentation to the 5th National Farm and Business Forum
sponsored by the Agriculture Bureau of Winniveg Chamber of Commerce,
March 19, 1964. :
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Section 86 and 88 of the Bank Act. Section 86 permits the bank to
acquire and hold any warehouse receipt or bill of lading as security
for the payment of any debt incurred in its favor, or as security for
any liability incurred by if for any person, in the course of its bank-
“ing business. Section 88 of the Bank Act permits advances to be made

to farmers upon the security of:
Section 88 (I)
(¢c)--crops growing or produced upon the farm
(a)—-to an& farmer

1.--for the purchase of seed grain or seed potatoes,
uvon the security of which the seed grain or the seed
potatoes and any cron to be grown therefrom

2.=-=~for the rurchase of fertilizer, uron the security
of the fertilizer and any crov to be grown from land on
which, in the same season, the fertilizer is to be used, and

3.-~for the nurchase of binder twine and the crov in the
harvesting of which the binder twine is to be used;

(e)~~to any farmer or to any person engaged in livestock
‘raising upon security of livestock, but the security taken under
this paragrarh is not effective in respect of any livestock that
~at the time the security is taken is, by any statutory law that
was in force on the lst day July, 1923, exempt from seizure under
writs of execution;

(f)--to any farmer for the purchase of agricultural imple-
ments, uvnon the security of such agricultural imclements;

(g)=-to any farmer for the purchase or installation of agri-
cultural eguimment or a farm electric sysiem, unon the security
of such agricultural equipment or farm electric system

(h)-~to any farmer for

l.--the repair of an agricultural implement or of
- agricultural equioment, o

2,--the alteration or improvement of a farm electric
system, a
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3.--the erection or construction of fencing or works for
drainage on a farm,

L .--the construction, remair, or alteration of, or making
of additions to, any building or structure on a farm, and

5.--any works for the improvement or develomment of a
farm for which a farm improvement loan as defined in the
Farm Improvement Loans Act may be made, upon the security of
agricultural implements, but security taken under this para-
graph is not effective in resmect of any agricultural imn-
lements, that, at the time the security is taken, are by
any statutory law that was in force on the lst day of
September, 1944, exempt from seizure under writs of execu-
tion",

The availability of credit under these sections of the Bank Act has con=
tributed greatly to the development of the farﬁ entervprise and the farm-
service industries. Along with commercial banks, supply companies,
credit unions, and private individuals furnish the bulk of the credit
necessary to handle these loans. The commercial banks through their
Farm Improvement Loans are the largest source for intermediate-term
credit, loaning approximately 45 ver cent of the total in 1965,
(Table IV). | |

The factor of fpndamental importance in the success of this type
of loan is the correlation of the payment program with the repayment
capacity of the borrower. Loan payments are characteristically made
in annual or seasonal instalments over the term of the loan. It is
degirable that the term be consistent with the life.of the item nur-

chased and remayment completed before the item is no longer serviceable.

SGovernment of Canada, The Bank Act, Chapter 87 assembled to
23rd March, 1967, p. 67-68.




2L

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 and a more extensive size to the farm unit.

More capital is required and to the extent that it has been
forthcoming it has contributed greatly to the mechanization of agriculture.
It allows the farmer to maintain and manage his working capital while
acquiring the capital items needed in his ovneration. The increasing
importance of intermediate-term credit in modern agriculture is described
by R. S. Rust in the following quotation:

Oomortunities for banks to provide better overall farm
finanecial programs are increasing and ranidly changing.

Dynamic develorments in mechanization, expansion of livestock

entervrises; and higher cash operating expenses are clear

evidence that barnks will be charged with the responsibility
© of serving farmers with more cgedit on an intermediate-term
revayment 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 charged 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.

6Rust, R. S., How Much Farm Credit in Canada, The Economic
Annalist, February, 1963.
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This A per cent celling may have precluded the banks from attractive
lending business in agriculture. However, this obstacle has been re-
moved by the recent revision of the Act. Secondly, the maximum rate of
interest banks can charge on loans granted under the Farm Improvements
Loan Act of 1944 is 5 per cent. This Act was introduced as "an Act to
encourage the provision of Intermediate-Term and Short-Term Credit to
farmers for the Improvement and Development of Farms, and for the Imnrove-
ment of Living Conditions thereon",7 Its original purvose was desipned
to encourage a high level of employment and income after World War II.
Many argue that the 5 per ceﬁt interest rate is unrealistic when in
.periods of "tight money policy" the bank rate exceeds the rate of inter-
est the banks can charge their customers. For example, during November
1967, the bank rate was increased to 6 per cent. Hence, it is not too
surprising that the banks are somewhat hesitant to lend money at one ner
cent below the rate whi;h is designed to reflect the financial climate

in the country. In‘periods of "tight-money" the banks have been loaning
to farmers under the farm improvement loan, to maintain goodwill., It is
interesting to note that during the early 1950'3 the 5 per cent interest
rate.was feasible. The bank rate did not exceed 3 per cent until April 4,
1956. It was as low as 1% per cent during 1955. ngever, at presentvin—
‘terest rates in the money market the commercial banks have no particular

incentive to make these guaranteed loans.

7By;Laws, The Canadian Bankers Association, Statutes of Canada,
The Bank Act.and Related Statutes, Chapter 48, p. 42713,
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Long=-term Credit

Long~term credit is usually designated by farm loans secured
by real estate mortgages, the rerayment of which may extend uv to twenty-
five years or longer. Most loans require annual payments which include
payment of interest plus a nortion of the principal.

The most common supvliers of mortgage loans are:

1. The Federal Government, through legislation under the Farm
Credit Act, and the Veteran's Land Act.

2. The Provincial Governments.

3. The life insurance companies.

L. Private individuals.

Table IV shows the amount and proportion of real-estate loans
supplied by each. Long-term credit to farmers by private individuals
(mostly farmer owners of the land) is supplied when the latter sell
their lands under Agreement for Sale, or for some, a down payment nlus

a first mortgage on the land to be purchased.

A BRIEF HISTORY OF LONG~-TERM CREDIT IN CANADA

Historically, farmers in Canada were devendent upron credit
institutions that were specialized mainly in non-farm lending. Long-
term lending was initiated during the latter wart of the 19th century
with the formation of building societies and later the trust and loan
companies. During this early era, any public credit was limited to
land grants and assistance to aid settlement. This period was charac-
terized by high interest rates on mortgages, limited funds and unreason-

able repayment terms.
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The early 20th century marked a change in the attitude of investors
in farm mortgages. Domestic and foreign sources directed ample funds to
the lenders of mortgage funds. By 1914, more than $200,000,000 in farm
mortgages were outstanding in Canada by trust, loan and insurance com-
panies.8 However, the conditions and terms of such credit proved to be
incompatible with the ability of farmers to revay the loans. For example,
any loan funds invested in agriculture came at high interest rates rang-
ing from eight to fifteen ner cent. The best repayment period to be
obtained was five years. As a result, farmers either lost their farms
along with any down payment or were forced to refinance the loan at an
additional cost. Spokemen for the farmers began to urge that the govern-
ment should come to their assistance.

The mortgage and trust companies continued to dominate the mort-
gage lending field in the 1920's. It was not until the farm depression
of the 1930's that their enthusiasm became dampened. Their losses were
indirectly the result of failing to understand the nature of the agri-
cultural industry. The outstanding farm mortgages and agreements for
sale, held by the mortgage companies, declined steadily between 1928 and
1952, falling from $183%,000,000 in 1928 to $35,000,00Q in 1952,

The first intrusion by the government into the commercial lend-
ing field came in 1917. This development was recommended by a Commis-

sion on Agricultural Credit in Saskatchewan. The Province of Manitoba,

8Easterbrook, We Joy & Ho G. J. Aitken, Canadian Economic History,
Toronto, 1958.
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closely followed by Saskatchewan and Alberta, passed legislation designed
to protect farmers from foreclosures. Manitoba and Saskatchewan actually
put the legislation into oneration under Loan Boards, while Alberta never
put it into force. Active loan operations were carried out by these

4two provinces until 1923. After 1923 lending declined until its cesa-
tion at the beginning of the depression., All loans made have since

been liquidated.

In 1927 the federal government passed legislation to create the
Canadian Farm Loan Board but due to the depression it was not estab-
lished until 1929. The purnose of the Board was to make long term morit-
gage loans to farmers on the security of farm land. The operations of
this_agency's successor, ﬁhe Farm Credit Corporation, will be discussed
later,. |

No history of iong-term farm credit would be comnlete without
reference to the Dominion Soldier Settlement Board established after
World War 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 was replaced by the

Veteran's Land Act in 1942,
SOURCES OF LONG-TERM CREDIT

Provincial Farm Credit Program

During the depression the provincial farm credit agencies gradu-
ally ceased operations. By 1940, only the Province of Quebec remained

in the farm lending field. However, it did not enter until 1936 with
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the rassing of the Quebec Farm Credit Act. This late entry allowed the
province to escape the low yields and prices which had characterized
farm income since 1929,

The rapid changes following World War II outlined in Chapter I
put increasing internal pressure on the provinecial governments for
greater participation in the long-term (mortgage) credit field. Conse-
quently, by 1959, nine of the ten provinces were once again actively
engaged in extending mortgage credit to farmers. "New farm credit leg-
islation was passed by Ontario in 1952, Newfoundland in 1953, Nova Scotia
in 1954, Alberta in 1957, Manitoba in 1958, Prince Edward Island and
Saskatchewan in 1959. Amendments to existing farm credit legislation

were made by both New Brunswick and Quebec during this periodu"9

Manitoba

In 1958 the Province of Manitoba enacted legislation which nro-
vided credit to farmers under the Agricultural Credit Act. This act was
subsequently amended in 1959, 1943 and again in 1945. The Act is admin-
istered by the Manitoba Agricultural Credit Corporation and was intended
to serve the following purposes:

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

2. To assist farmers in establishing and developing family
farms as economic units.

3. To aid in the transfer of family farms from father to son.

9Rust, R. 5., Farm Credit Legislation in Canada, The ZEconomic

Annalist, Volume XXXIV, No's. 5-6, Oct. to Dec., 1964,
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L. To assist in the rehabilitation of family farms that are
uneconomic into units that are economic.

5. To consolidate outstanding liabilities incurred for bpro-
ductive agricultural purposes.l s

Loans made by the Corporation to the farmer are extended under Part I
and Part II of the Act. The corporation is not permitted to make loans
of an annual nature (short-term). |

Under Part I, loans may be extended for the purchase of land,
erection, or improvement of farm houses and other buildings, permanent
improvements such as the clearing, breaking, draining or fencing of
land; the discharge of debt; the purchase of livestock and agricultural
imolements. Loans extended under Part I of the Act are of a long-term
nature.

Under this part of the Act, the Cornoration may make loans up to
eighty per cent of the anpraised value of the security to a maximum of
$30,000, The security on the loan is a first mortgage on all the land
in respect of whichlthe loan is made.

The iﬁtefééé}féig;is set by the Corporation and is based on the
rate of.interest at Qﬁiéﬁ‘the Manitoba Government would borrow money

on the security of ité debenturesa12 A special provision is made for

10rpe author is grateful to Mr. Lorne Leggat of Manitoba Agri-
cultural Credit Corvoration, Winnipeg office, for information on the
overation of the Corroration.

Min economic farm may be defined as one or more farms forming a
single unit. The revenue from this new unit is sufficient to enable the
owner to support a family adequately, to maintain the soil productivity,
to provide for the urkeep of the buildings and meet his obligations.

120n. cit., 8
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young farmers (21 - 35 years of age) whereby the rate of interest
charged is one and one-half per cent less than the established rate at
the time the loan is granted. In addition to a lower interest rate of
L per cent, the young farmer is granted an additional five year period
to discharge the debt. At present, the loan is to be repaid in the way
of equal annual instalments of principal plus interest sufficient to
discharge the debt in not more than 30 years.

There are certain conditions under which the loans are granted.
The applicant must be a resident of Manitoba and have resided in Manitoba
for three years preceding the date on which his application was received.
He must have been engaged in farming in the province during three of the
five years preceding the date of the applicatibn. Under exceptional
circumstances the Corporatidn may waive this stipulgtion if it is of
the opinion that the apolicant's knowledge of farming is sufficient.
The directors also consider such qualifications as a verson's past
record, credit rating, long-run nlans, etc.
| In contrast to Part I of the Act, loans under Part II are of an
intermediate-ﬁerm natufea The purpose of such loans is the expansion
and improvement of beef cattle herds in the province. Under this Part,
the Manitoba Agricultural Credit Corporation may make loans up to a
maximum of $10,000 for a reriod of un to ten years; The interest rate
at pfesent is six per cent and is to be paid each year along with a por-
tion of the principal.'.There is no reduction in iﬂterest rate for

farmers between the ages of 21 and 35 years under this part of the Act.
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-Saskatchewan

Long~term credit is available in Saskatchewan under the Family
Farm Credit Act, 1959, whose purnose is to provide a source of credit
for the establishment and develODmént of family farms as economic units.

The Act is administered by the Co-operative Trust Comnany which
finances farm loans by selling securities backed by the Saskatchewan
Government and yielding a L% per cent interest rate.

The maximum loan is established at §25,000 or eighty per cent of
the value of the ésset whichever is greater for the loan is a first
mortgage on the land. These loans are available only to farmers with
assets of less than $35,000. The farmer is given up to thirty years to
repay the loan provided he is less than forty years of age. The inter-
est rate is stipulated at 6% per cent and includes a life insurance
coverage.

Thé provincial government guarantee provides remuneration of up

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

Alberta

Alberté's Farm Purchase Credit Act, passed in 1957, pfovides for
long-term loans to farmers from a revolving fund administered by a Muni-
cinal Purchase Board. The purnose and conditions of the loans are simi-
lar to those of Manitoba and Saskatchewan.

Any loan extended under this Act must provide for an economic
farm unit as judged by the Board. Under the terms of the Act, the ver-

son selling the property must finance at least 30 mer cent of the selling
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orice. Furthermore, the person buying the land must contribute a mini-
mum of 20 per cent of the purchase vrice of the land. The provincial
government advances the remaining 50 per cent or $2.,000, whichever is
the lesser amount. The loan must be repaid within twenty years.

The interest rate to the purchaser is 5 per cent and includes
life insurance for the amount of the liability. No loan can exceed
twenty years duration or until the lender's sixty-sixth birthday, thch-

ever occurs first.

Ontario

Long-term financing is available to qualified young farmers in
Ontario under the Ontario Junior Farmers Establishment Loan Corporation.
This body which became active in 1952, susnended operations in 1959,
but was re-established in 1962 as a measure of surport for the family
farm 

In order to qualify for a loan under the Act an applicant must
be between 21 and 35 years of age and a resident of Ontario for at least
three years vreceding the time of application. He must have at least
three years of farming experience. All loans are secured by a first
mortgage on the lands farmed by the borrower and must not exceed eighty
per cent of the anvraised value of the security, or $40,000 whichever
is the lesser.

The interest rate is 5 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 is also required under the nrovisions of the Act

.on loans over $20,000.

Quebec

Mortgage credit is available to farmers in the Province of
Quebec under the Quebec Farm Credit Act of 1934, administered by the
Qﬁebec Farm Credit Bureau. The Bureau has set uv a rather elaborate
organization including several Branch offices and a large field staff
in order to carry out its functions effectively.

| The Quebec Governmént decided to enter the field of mortgage

credit at a time when the denression was ending. Their objective was
Lo strengthen thevweakened agricultural ecohomy of the province,
Large investment, required to vnurchase modern machinery and other equio-
ment in order'to again make farming a profitable business, was not
forthcbming from the vrivate sector. Hence, the government began ex-
tending long-term loans with very low interest rates and liberal terms
for revayment of wnrincinal,

The_Act provides for two types of loans:

1. Loans to farmers who are already established in farming.13
(Section 8 (d) of the Quebec Farm Credit Act.)

Credit may be obtained for the purchase of, or imnrove-
ment to, farm real estate, to consolidate debts, to construct
and repair essential buildings, and for other necessities.
Loans may be made up to 80 ner cent of the annraised value of
the security or $15,000, whichever is the lesser. Security

Bon. cit., 8, p. 11.
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is gained by taking a first mortgage on the land. The term
is not to exceed thirty-nine and one~half years. Payments
of twenty dollars per one thousand borrowed are made semi-
annually, including vrinciple and interest. The interest
rate is two and one-half per cent, per annum.

2. Loans to young farmers for the purpose of nurchasing an
economic farm unit. (Section 8 (e) of the Quebec Farm
Credit Act)

The apolicant must be between the ages of 21 to 4O years.
The conditions of the loan under this section of the act are
the same as above with the following excentions:

a. The loan is not to exceed 90 per cent of the avpraised
value of the security or $15,000, whichever is the lesser,

b. It is obligatory for the applicant to carry life insur-
ance in an amount equivalent to the size of the loan.

¢. There is a special rebate of one-third of the amount
of the loan, un to a maximum of $3,000, to be granted
to the farmer provided he has lived on his farm for ten
years following the signing of the note,
The value of the farm which is offered as security for the loan,
is determined by means of an on-the-spot anvraisal of the land and build-

ings. The livestock and equipment are not specifically taken into

account.

New Brunswick

Long-term credit is extended to farmers in New Brunswick under
the Farm Settlement Act of 1912, administered by the Farm Settlement
Board. This Act is divided into two parts.

Part I provides for the purchase of farms not exceeding $10,000

in value for one person or $15,000 in the case of a partnership. Not

lessvthan 25 per cent of the purchase price must be paid to the Board
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when the purchaser takes possession of the asset. A farmer who has
purchased real estate after April 1, 1946, may also be granted a loan
for the purchase of livestock and equivment. The amount of the loan
cannot exceed 75 per cent of the anpraised value of the livestock or
$7,500, whichever is the smaller amount. These loans are secured by a
chattel mortgage. The maximum term is not to exceed ten years. The
balance of the purchase price, after deducting the down payment, carries
interest at 4 per cent on loans less than five years and 5 per cent on
loans exceeding five years.

Part II of the Farm Setbtlement Act is designed to assist in the
establishment of young farmers. They must be sons of farmers who have
been residents of the province for at least five vears and must them-
selves have had at least five years of oractical farming experience,

The purpose of such loans is to purchase real estate, livestock and

farm machinery. No loan to any applicant is to exceed $20,000. The
maximum term of any loan is not to exceed thirty years. Interest is to
be charged at a rate of 3 ver cent on contracts up to fifteen years and

5 per cent on those over fifteen years. Legislation under this Part pro-
vides for supervision of the loan. Hence, sach borrower must present a

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

Nova Scotia

Loans of a long-term nature were provided to vrospective farmers

in the province under the Nova Scotia Land Settlement Act before 1939,

In 1939 this legislation was incorporated into the Agriculture and
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Marketing Act as Part XVIIi, Settlement of Farm Lands, and later became
Part XIX of the Agriculture and Marketing Act in 1954. This Part of the
Act is administered by the Land Settlement Board. The purpose of the
Board is not unlike that of similar bodies in other provinces.

The Act makes provision for the purchasing of farms not exceed-
ing %30,000 in value for one person or $50,000 in the case of a partner-
ship. Loans for larger amounts must be ratified by the Lieutenant-
Governor-in-Council. Not less than 25 rer cent of the purchase price
must be vaid by the purchaser in cash or by a chattel mortgage.

Only persons over 21 and under 55 years are eligible for loans.
In the case of a father-and-son partnershiv a loan may be granted to
borrowers aged 19 to 65. Loans over a stipulated amount are supervised,
A borrower whose obligation exceeds $15,000 must agree to supervision,

Group life and total disability insurance is comnulsory but some
of the cost is defrayed by the Board.

The Nova Scotia Land Settlement Board is financed through grants

from the Provincial Government.

Prince Edward Island

Legislation was passed in 1959 providing for the Assistance to
Establish Young Farmers Act. It is administered by the Prince Edward

Island Farm Establishment Board.

The purpose of the Board is to extend loans for the acquisition
of land, for improvements to consolidate outstanding liabilities, to

provide drainage, to purchase livestock, seed, fertilizer, farm machinery
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and the equinment necessary for the proper operation of a farm. ZIand
and buildings are appraised on the basis of their value for farming
puUrposes. |

Undef the Act, and regulations pertaining to the Act, farm loans
may be made up to a maximum of $10,000 or 85 per cent of the appraised
value of the security, whichever is the lesser amount. Security is by
a first mortgage, chattel mortgage, insurance policies 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 to 50 years.

Life insurance is now compulsory for all loans. The farmer's

program is supervised.

Newfoundland

In 1953 the Government of Newfoundland passed legislation pro-
viding for the Farm Develovment Loan Act. The purpose of this Act is
to aid qualified farmers to imnrove or enlarge their farming overations.

The Act is administered by the Farm Development Loan Board which
may make loans up to $3,500 for the purchase of livestock and up to
$3,000 for the nurchase of farm equipment .

All loans under the Act are secured by a first mortgage on the
lands farmed or by means of a chattel mortgage.

The interest rate is three and one-half per cent under an amor-
tization plan. Loans cannot exceed 70 per cent of the appraised value

and are to be repaid in monthly, semi-annual or annual installments over
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& veriod not exceeding twelve years.,
The Farm Develovment Loan Board obtains its funds through the

Provincial Government's contributions to the Farm Development Loan Fund.

It is obvious from the above discussion that each provincial Act
was drafted to meet the svecial conditions prevailing within the vrovince,
While some provinces promoted assistance to the established farmer, some
attempted to emphasis the need for establishing young men on farms.

The terms of several acts facilitated intensification within the farm
‘unit while others aided extensification of the unit. A critical ap-
praisal of the Provincial Credit Legislation will be made following the

examination of other available sources of long-term financing in Canada.

The Growth of the Federal Government Lending Institution

Loan under the Canadian Farm Loan Board were rather restricted
at the beginning. ‘;:n the first five years (1929 to 1933) only $9,400,000
of credit was i%sﬁé&?(iéﬁié_V)a in~the nekt five years, (1934 to 1938),
in the midst of the aéé;é;sion, thé Board expanded its operations to
refinance farmers! oﬁtstanding debts. In five year intervals starting
in 1939, loans disbursed by the Corporation, decreased steadily (1939 to
1943); increased,steadily (1944 to 1948);: and remained relatively con-
stant during the period 1949 to 1953. In the 1950's loans of the Cor-
poration began to expand, reflecting a sharp curtailment of other sources
of farm financing. Another contribution to expansion in the volume of
Corporation loans was the amendments to the Farm Loan Act in 1952 and

again in 1956 which provided for a higher maximum loan limit.




Fiscal Year

1929-30
1930-31
1931-32
1932-33
1933-34
1934-35
1935-36
1936-37
1937-38
1938-39
1939-40
1940-41
1941-42
194243

19434t

19LL-L5
194545
1946-47
194748
194849

TABLE V

LOANS DISBURSED? 1929-66

Nurber
1,270
2,102

168
655
307
352
3,593
5,385
2,523
2,232
2,361
1,425
1,112
L2
590
695
877
1,286
1,218

1,751

FARM LOAN BOARD A&D FARM CRXDIT CORPORATION

2,630,377
3,517,489
1,966,314

1,276,114

558,630
517,207
7,423,779
11,072,156
5,261,308
4,338,843
L,3L2,662
2,727,507
2,133,514
1,320,256
1,334,103
1,441,410
2,121,207
3,273,811
3,185,210

4,595,036

L0



Table V (continued)

Fiscal Year Number
1949-50 , 1,841
1950-51" 1,800
1951-52 : 1,508
195253 | 1,514
19535, 1,908
1954-55 | 2,137
195554 2,087
1954-57 - 2,826
1957-58 - 3,500
1958-59 4,659
1959-40 - 5,149
1960-61 - 5,162
196162 5,885
1062-43 7,428
1963-64, » 8,589
1964-65 10,142
1965-46 | 11,238

Dollars

Ly 942,930
1,693,079
L, 469,091
5,118,559
7,000,540
8,207,003
8,251,323
12,183,992
19,342,560
28,368,245
35,840,882
52,305,244
68,574,850
90, 924,300
108,009,100
154,813,900
208,98L,900

The cumulative total of loans disbursed is $887.3 million

1965-66 loans outstanding, $586.4 million

Source: Annual Report and Financial Statements for the Fiscal

Year 1945-1946, p. 27
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In 1959, the Farm Loan Act was repealed and replaced by the Farm
Credit Act. The lending powers of the new agency, the Farm Credit Cor-
poration, were exnanded and the direction of its activities transferred
from the Department of Finance to the Department of Agriculture. The
Corporation exvanded its long-term lending rapidly. Outstanding at the
end of March, 1944, the Farm Credit Cormoration had $585,300,000 in
mortgage loans to farmers. From 1929 to 1944, the Federal Farm Loan
Board and Farm Credit Corporation together loaned some $887,300,000 to
farmers. Of this total 71.1 per cent was lent out to farmers in the

past five years.

Farm Credit Corporation

Aé indicated the former Canadian Farm Loan Board has been replaced
by the Farm Credit Corporation, which was formed to administer federal
legislation under the Farm Credit Act of July 13, 1959.

The Farm Loan Board (1929 to 1959) made 54,62l loans for a total
amount of $169,000,000. The Farm Credit Corporation took over all exist-
ing assets, liabilities and functions of the Board. All loans formerly
handled by the Farm Loan Board are now made through the Corworation.

Generally, the Act was designed to provide long-term mortgage
credit to assist Canadian farmers to organize viablé family farm busi-
nesses. At the time of its inception, the Minister of Agriéulture, The
Honorable Douglas Harkness, stated that the Corporation would be guided

by the following objectives:
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~~~~~ to assist comnetent farmers in the voluntary re-

organization of their industry into economic Tamily units,

each of which will be of sufficient size to produce, under

the operation of its owner, the farm income necessary to

meet all operating and maintenance costs, nrovide an ade-~

quate livelihood for the owner and his devmendents, and to

retire any required credit, with interest within an aonro-

priate term ——--- b

The authorized capital of the Corporation as subscribed by the
Federal Government was fixed at $14,000,000. However, this was increased
to $40,000,000 by an amendment to Section 12 of the Act on May 12, 1944,
The present paid-up capital of the corvoration is $22,750,000. To fi-
nance its loans to farmers the Corporation was further empowered to bor-
row from the Federal Government additional funds by way of loans uv to
twenty-five times the authorized capital or one billion dollars.

The Corporation borrowed $80,500,000 at 5.25 per cent, $43,000,000
at 5.375 per cent and %37,500,000 at 5.625 per cent interest during 1946
to finance its operations. Outstanding loans from the Minister of
Finance increased from $424,235,880 at an average interest rate of
4.7 per cent as of March 31, 1965 to $5A4,728,5L2 at an average interest
rate of .87 per cent as of March 31, 1966, amounting to $1,029,998. This
was due to an overall inadequate margin between the interest rate on its
borrowings from the Minister of Finance and the interest rate on its

loans to farmers.

The Corporation was originally designed to be self-supporting.

i e Queen's Printer and Controller of Stationery, Bill-A7, The
House of Commons of Canada, Second Session, Twenty-fourth Parliament,
7-8 Elizabeth II, Ottawa, 1959, ’
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Its administration exveii - were to be paid from the margin between its
costs of borrowing an ' : interest received from the frmers. It is
obvious that the marg. 5 no longer adequate.

The Farm Credii Act provided for two types of first mortgage
loans: Part IT and Part III loans. Loans under Part II require no
supervision other than what might be requested by the borrower. Loans
under Part III require suvnervision,

In order to be eligible for a Part II loan, applicants must be
actively engaged in farming or shortly will become engaged in the onera-
tion of the mortgaged farm. Under Part III of the Act, applicants must
be between 21 and L5 years of age and must have had at least five years
of farming experience. The applicant must submit a plan of overations
which must be approved by the Corporation until the amount of the loan
outstanding is reduced to 65 per cent of the avoraised land value. He
’is also required to submit an annual statement of his overations.

Loans under ?érf7liyof the Act areffirst mortgage loans of uo
to $40,000 ér 7Sf§énjceﬁﬁ¢Of the aﬁpraiséd value of the farm landé,
whichever is the:léséef;w“The repayment period is not to exceed thirty
years. Interest is ét 5 per cent per annum on the first $20,000 and
at 62 per cent per annum on the remaining $20,000 of the loan. An

additional one-half of one per cent is payable on payments in arrears.,

The maximum amount of the loan under Part III is $55,000 or 75 per

cent of the appraised value of land, livestock and equivment. Of this

total amount, $35,000 isat 5 per cent while the remaining portion is
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at 62 ver cent interest. The portion of the debt based on the land as
security is remayable within thirty years and the remainder is renay-

able within g meriod of ten years. At least 60 per cent of the security

must be represented in land and buildings, and not more than 25 per cent
 by farm equipment. It is mandatory that the borrower carries 1ife in-
surance up to the amount outstanding on the loan.

A.successful applicant under Part III of the Act is not eligible
for a loan under the Farm Improvement Loan Act unless the principal
amount of the loan outstanding is less than 65 ver cent of the appraised
value of the land or $20,000, whichever is the lesser.

The Farm Credit Corporation is now able to provide almost the
comnlete requirements of‘the farmer at the time the loan is granted,
Long-term loans are being provided for the financing of machinery, live-
stock and working capital as well as land and buildings. (Table VI).
Although, this is gratifying, difficulties will arise ih the future. An

avpraisal of these difficulties is made below.

Insurance, Mortgage, Loan and Trust Comnanies

In 1945, insurance, mortgage, loan and trust companies held
2.4 per cent of the outstanding long-term farm credit in Canada. This
is a sharp contrast to the early twentieth century when they held almost
one hundred per cent of the mortgages. The major commanies are presently
making limited loans to well established farmers living on the more oro-

ductive soils. Activities of these companies on the Prairies were
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concerned, until recently, with recovery of long outstanding loans made
during the devression.

During an interview with a responsible official of the Great West
Life Assurance company, it was indicated that whether or not farm mortgage
lending by their commany was to survive would be entirely demendent unon
the agricultural industry. It would have to compete 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 15 per cent to be com-
parable to available investment opportunities in urban housing and indus-
trial construction where thé interest rates range from 73 to 8% per cent.
The reason advanced was that urban mortgages cost less to service. It
was stated that a substantially higher degree of risk and uncertainty of
loss was involved in making rural mortgage loans. However, at least one
insurance company is actively pursuing farm mortgage business, with loans
at a seven pef cent rage of interest.

The insurance companies have slightly different attitudes among
themselves toward mortgage financing in agriculture. Canadian companies
have adopted a very skeptical attitude as to whether there would be any
subsﬁantial growth in their investment in Canadian agriculture. One
officer interviewed expressed this opinion in spité of the fact that his
‘company was mékihg rather large investments in Uniﬁed States agriculture.
faradoxicallyj American-based insurance companies were interested in
expanding their present investment in Canadian farming. One comrany

in particular has been able to co-ordinate and specialize its farm
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mortgage lending to the degree that it is able to provide funds at an

interest rate which has proven attractive to some farm borrowers,

Private Individuals

Private persons continue to be an important source of long-term

farm financing. They appear to be supplying about half the mortgage

credit extendedlipé19§f7 1(Table'IV); This source reflects transfers
within a single:féﬁiiy;:thé holding of mortgages on sale of a farm, and
investment in farmS'bj idcal residents with surplus funds. Some
$353,000,000 in mortgage debt was held by private individuals in 1965,
Considering the volume of credit sgpplied, private individuals have
played an important role in farm financing in recent years.

This source of farm mortgage credit is g satisfactory one from
the viewpoint of both varties. The lender is generally familiar with the
farm, that is offered as security for the loan. He knows the character
of the borrower and has knowledge of the local farm production and income
conditions. Loans to farmers by such lenders are often more in keeping
with the ability of the farmer and the capacity of the farm to carry the
debt. The lender also may sometimes be influenced by the personal char-
acter of the farmer and extend a larger loan than warranted. This means

generally that in this way borrowers get credit, not available from other

sources and perhaps at lower overall costs.
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Veterans Land Act

The Veterans Land Act of 1942 was designed to assist veterans
of the Second World War who desired to settle on land or engage in full-
time or part—ﬂime farming. It provided an immortant contribution to the
financing of agriculture at a critical stage in post-war history.

The Veterans Land Act is at present divided into three parts.

Under Part I three types of aid are possible:

l. Financial assistance, the amount of which is not to exceed
$6,000 is évailable to any veteran. Loans may be used for the purchase
of land and buildings, building material, livestock and farm equipment.
However, not more than $1,200 can be used for the purchase of livestock
and equipment. The borrower is exvected to make a down payment of 10 per
cent of the amount required for the purchase of the above assets. In
other words, the Veterans Land Act provides 90 per cent of the avnpraised
value up to a maximum of $6,000., Two-thirds of the amount of the loan
is to be repaid by the veteran while he receives a conditional grant of
23 1/3 per cent (233 1/3 ver cent less his 10 per cent down payment) if
he fulfils the terms of his contract for ten years.

2. Assistance is available under Part I whereby loans are
available to a maximum of $5,800, to veterans who have farm rental or
nurchase agreements that are satisfactory to the Difector under the Act.
Under this type of assistance, up to $3,000 of the $5,800 may be used to
purchase livestock and equipment. A twenty per cent down-payment is
required for such a purchase, while a ten per cent down-payment is re-

quired for the purchase of other assets. While forty per cent of the
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livestock and machinery loan must be repaid within ten years, loans
incurred for the purchase of land buildings and building materials must
be repaid within thirty years. The interest rate is to be 3% per cent.

In 1.) and 2.) above, the Director of the Veterans Land Act actu-
ally purchases the assets. A transfer of ownership is carried out by
selling the assets to the veteran under an Agreement of Sale.

3. Qualified veterans who own and operate their own farms
may also obtain loans up to $4,400 at an interest rate of 3% per cent.
The loan must be repaid within 30 years from the time it is granted.,
The purpose of such loans is to discharge existing encumbrances on farm
land, purchase livestock and farm equipment, or to effect other farm
improvements. The security for such loans is a first mortgage on land.
The total amount of loan must no£ exceed sixty per cent of the value of
such land, The borrower obtaining this tyve of loan does not get a
conditional grant.

Under Part II any qualified veteran may receive financial assist-

-ance to build a home. The loan must be acceptable to the National Housing
Act. The borrower is éiven thirty-five years to discharge the debt
incurred.,

Part III of the Act provides for additional fully repayable loans
to full-time farmers already established on commercial farms. The maxi~
mum for loans under this part is $40,000, whicﬁ includes the balance of
the outstanding debt uﬁder Part I. Alternatively, farming veterans can
obtain a loan for seventy-five per cent of the security of the land and

1ivestock, held by the Veterans Land Act as security for repayment.
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The funds must be fully reraid within thirty years and interest at a
pate of five pmer cent is charged on the initial #20,000. The rate of
interest on the remainder in excess of $20,000 is similar to that neri-
'odically established for such loans by the Farm Credit Corporation.

The assistance gnder this Act will continue until all qualifica-
tion certificates issued to eligible veterans have been used. Such
qualification certificates can be issued uv to October 31, 1948. Hence,
after this date the Veterans Land Act will be concerned mainly with the

collection and suvervision of outstanding loans.

Industrial Development Bank

Although the Industrial Develomment Bank was established in 194k,
it did not‘make its first farm loan until 1959. However, its volume of
farm loans did not become significant until 1962,

| Essentially, the Industrial Development Bank rrovides assistance
to those indﬁstries which are unable to find the required amount of
canital from other sources on terms suitable to them. The Bank has some=-
' Limes been referred to as a lender of last resort for small and medium
sized businesses.

In 1961 amsndments to the Industrial Development Bank Act revised
the definition of industrial entervorise to'include'agriculturea The
definition now reads "any industry, trade or other business uﬁdertaking
of any kind". In addition, the authorized capital of the Bank was doubled
to $50,000,000 in order to meet its increased resronsibilities. It is

guided by two stinulations when considering a loan application:
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1. That the required finance for the purpose is not avail-~
able elsewhere at economic rates.

2, That the proposal is sound, management is capable, and
the earning proswmects of the business are reasonable. The Bank is now
able to handle loans that were too large for the limits of other nublic
financial institutions. This is a very significant development as is
pointed out below.

This public credit institution is to function on a business basis
in that the interest rate is not subsidized in any way by the Federal
- Government. Currently, the interest rate charged on farm loans is eight
per cent per annum. Security is usually a first mortgage. It appears
that the Bank is willing to exercise its new lending authority. During
1959 to 1961, it made only 14 farm loans, whereas in 1944 185 were
granted. Since the revision it had expanded its loans to $5,874,000 as
at Sentember 30th, 1966; This amounted to 5.5 per cent of the total
volume of loans granted by the bank in that year.

The Industrial Development Bank obtains its loanable funds from
share capital, the Federal Reserve Fund, and del.)en‘c.uresoll5

This completes the discussion of the principal sources of mortgage

" credit in Canada. There follows an appraisal of the role they are play-

ing in modern agriculture.

15Industrial Development Bank, Report of the President and State-
ment of Accounts Fiscal Year 1966, Ottawa.
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AN APPRAISAL OF EXISTING SOURCES OF IONG~-TERM CREDIT IN CANADA

Public Sources of Mortgage Credit

The main comments on vublic credit, as extended through the
Federal and Provincial Goverhments, are directed to the following areas:
1. The method of appraisal employed by the credit agencies.
2. The loan limits on available credit.
3. The interest rates charged on loans.
The rural appraisers emcloyed by the Manitoba Agricultural Credit Corpor-
ation use the market-comparison approach as their method of determining
the value of farm oroverty. The mechanics of this method are described
by Barlowe as follows:
With this approach the appraiser studies the conditions
and prices associated with the sale of comparable properties
and values the property he is appraising in terms of the nrice
he feels it will bring in the current market. This avproach
has considerable merit when one is seeking the current market
value of a proverty. Its dependence on fluctuating market
trends, however, makes it less useful for the determination of
what some avpraisers regard as ghe longer-term justified or
warranted value of Dromerties,1
One could maintain that the adoption of this appraisal method had led to
inflated land vrices in Western Canada.
Ir rural,appféiyéqs could accurately determine a market-value for

contributions of thé:ndnéland assets in agriculture, the above arproach

to the valuation of land might be acceptable., However, constant returns

16

“Barlowe, R., Land Resource Economics, The Political Economy of
Rural and Urban Land Resource Use, Prentice-Hall, Inc., Englewood Cliffs,

N.J., 1963, p.p. 195.
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to scale would have to exist in the industry.

The assumption being made here is that on most farms in Western
Canada, there exists increasing returns to scale. Under the present
method of land appraisal, arbitrary "market values" are imputed to labor,
capital énd management. The "residual value" is attributed to the land
resource. Therefore, if increasing returns to scale do exist, appraisers
are over-estimating the value of land.

The practice of imputing arbitrary charges to capital assets tends
to have a significant affect on the absolute values of land under the
market-value aporoach. The ﬁwo limitations cited are critical where
credit policy is involved.

The albernative to using the market-comparison approach would be
the income—canitalization method. The logic behind using this avproach
in aporaisal work is that the market value of a property should always
equal the nresént worth.of its future incomes. The future flow of
economic rents are discounted back to the present.

This method of rural land appraisal has been supported by
Dr. J. C. Gilson in a recent speech to the Appraisal Institute of Canada
when'hé stated:

————— From a strictly theoretical point of view, the income=-

canitalization annroach is on much sounder grounds than the

market-sales anproach insofar as the anpraisal of farm nronerty
is concerned,——--- when a farmer demands a factor innut such as
land, he does so, not for the direct nsychological satisfaction
he ho—es to get from the land, but for the nroduction and revenue
which flows from it. The production and revenue flowing from

a factor input can be measured directly by the avpraiser. And,
indeed, the only justification of value placed on the land as a
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oroductive input is the capitalized value of the future
production or income flowing from it.

Under this avnproach the annréiser is concerned with two variables.
He must determine the rent attributable to the land, and he must choose
an appropriate capitalization rate.

Recent upward revision in loan limits on available nublic credit
to agriculture has allowed the Federal and Provincial credit institu-
tions to meet vresent-day needs of farmers. However, the rapidly chang-
ing nature of the industry could soon make the available sources in-
adequate. TFor example, the amount of financing required by new snecial-
ized enternrises, such as egg and poultry feeding overations, hog onera-
tions and commercial feedlots will prove to be too great for the nresent
loan ceilings. There would be no cause for concern here if the limits
on loans continue to be raised as they have in the past. It is question-
able as to whether they will be raised, at least on a subsidized basis
as they are at nresent. The reason for this conclusion is based uvon
the changes in the relative political strength in the rural and urban
sectors. As peonle continue to move off the farms into the urban areas
this grows less and less significant. Historically, government has been
rushed by farmer criticism and pressures toward taking direct action to
provide farm credit. Restriction of farm credit by commercial lending

institutions has been followed by demands of farm spokesmen for government

17Gilson, Jo C., The Income Avproach Revisited, prepared for
presentation to the Appraisal Institute of Canada, Winnipeg Chapter,
January 28, 1965.
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assistance. This assistance was forthcoming, directly or indirectly,
because of the unwillihgﬂessAof the government to jeopardise the "farm
vote", Thus, as the political strength of the urban centres continues
to grow at the expense of the rural areas it is inevitable that this
subsidy to agriculture will receive increasing Opnosition,18
A conclusion, contrary to the one reached in the foregoing is
offered by a prominant American agricultural economist. Although it is
the popular conclusion drawn, based upon similar logic, he begs to differ.
Much--~too much---has been written about the decline in
political power among farmers as their numbers decline. What
is rarely mentioned is that the very forces that bring a decline
in the number of farmers creates new, and perhaps more vower-
ful, political forces in agriculture. These forces are the
large agricultural innut producing and marketing industries
which did not exist when our farm organizations, Department of
Agriculture, or Colleges of Agriculture were formed. These
older institutions bemoan the reduction in the number of farmers
as if farmers were the only ones with economic interests and
political nower in modern commercial agriculture.
This argument provides evidence suprorting the contention that agri-
culture will not lose political power in the future.
- The inevitable result will be an increase in interest rates on
loans to where they will cover all associated costs. This assumes that

the public will continue to tolerate nresent reserves of cavpital alloted

for use by the nublic lending institutions. Thus, it is conceivable

18The subsidy referred to here is interest rates offered below the
cost of making loans. This amounted to over $1,000,000 in 1965 to 1946,

lQHathaway, D. E., The Imolication of Changing Political Power
Structure on Agriculture, American Bankers Association Public Relations
Devartment, National Farm Credit Conference, St. Louis, Missouri,
Nov. 13, 1967, vp. 8-9.
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that interest rates will become more in line with those of commercial
non-farm mortgages.

The yublic lending‘institutions have caused the private lending
commanies to withdraw from long-term financing. As the long-term capital
requirements of agriculture continue to grow the industry may be forced
to look for new sources of funds. Although the government has made new
sources of long-term credit available to farmers, they may have perman-
ently closed-off immortant future private sources. The develonment may
well vrove to be irreversible. If the government did decide to restrict
its aid to agriculture in tﬁis area, the industry would be left in a

_rather unenviable vnosition.

A third comment on existing public credit measures involves the
.relatively low interest rate at which mortgage funds are available to
agriculture. This low interest rate prevents proner resource adjust-
ments in farming. The.income problem in farming is primarily caused by
too many human resdurces in the industry. The five per cent rate of
interest will tend to encourage more people to remain farming longer
than would otherwise be the case. The adjustment process will be hindered.
Furﬁhermore; the subsidized interest rates tend to inflate land values.
Although farmers who vresently own land are permitﬁed to realize a canital
.gain, the new generation are forced to overate in a higher cost structure,

and hence they will realize lower net earnings as a result.
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Insurance, Mortgage, Loan and Trust Companies

As indicated, loans to agriculture extended by insurance, mort-
gage, loan and trust companies have been drastically reduced in the past
three decades. So long as the [ederal and rrovincial governments cone-
tinue offering long-term credit at a subsidized interest rate, it is
doubtful whether these financial institutions will nurchase very many
farm mortgages in the immediate future. While one can appreciate the
attitudes both of the farmer and of the investor, it is immortant that
the latter keep an open mind toward farm mortgages. In the event that a
situation of comwetitive intérest rates arose, one would hope that these
private companies would purchase farm mortgages at interest rates similar
to those on non-farm mortgages. The differential in the interest rates
charged should be equal to the added risk and uncertainty involved in the
farm mortgages. The companies also should be premared to offer snecial-
ized farm loanvprograms; to keep the interest rate as competitive as

possible.

The Industrial Develomment. Bank

The Industrial Development Bank may be the major public source
of long~-term credit for agriculture in the future. 'This is foreseeable
if the limits on loans by the federal and provinciai lending institutions
afe not raised. to meet the needs of agriculture. The federal government
is to be cémmended for enacting visionary legislation of this nature. It
ié hoped that the Bank will develop a specialized agricultural credit

demartment to facilitate expansion in this area.
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THE CHARTERED BANKS AND MORTGAGE CREDIT

The Farm Management Loan has been develoved to facilitate the
greater participation of the chartered banks in agricultural credit.
It was designed so that the banking community could judge the merits
of its farm loans more on the basis of mroductivity of the loan ~roceeds.
Perhaps, even more important, it was conceived as a package-tyne loan
which would include all types of financing to agriculture--short-term,
intermediate~term and long-term. It was pointed out earlier that the
banks are currently involved in short and intermediate-term financing.
Their involvement could be expanded by the adontion of the Farm Manage-
ment Loan. However, to offer "package-credit! the banks must‘become
involved in long-term financing. Until the recent revision of the Bank
Act the banks were forbidden to enter the mortgage-credit field.
The principal obstacles precluding the banks from offering long-

term credit to complete the package are:

1. Their inflexibility in adapting to modern farm conditions.

2. The lack of specialized procedures or versonnel necessary
to appraise'farm lands and assets.

3. Comnetition from the public credit institutions which
nresently offer unrealistic interest rates on long-term credit.

L. A readily accessible market whereby the banks could dis-
count their farm mortgages. The commitment of the banks as established
in the Bank Act, does not allow them to accumulate huge volumes of

mortgages--whether farm or non-farm.
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Recent developments by the major banks in Canada indicate that
there is good reason to believe that they wish to adopt a more flexible
attitude toward férm lending. At least five of the banks have personnel
with some.knoﬁledge of agriculture. The Royal Bank has taken the initia-

tive in this area and have set up an agricultural department under the
direction of ‘an agricultural specialist. The Mercantile and Toronto-
Dominion also. have agricultural staff. The Bank of Montreal, and the
Canadian Imperial Bank of Commerce have indicated a willingness to fol-
low the nrecedent set by the Royal Bank. They indicate that they have
personnel on their staff who are trained in Agricultural Economics, but
they are presently involved in non-farm lendingo_ Thus, there is evidence
that the first obstacle to their involvement in long-term financing has
been overcome,

Bank officials interviewed in regard to available aprraisal facile
ities, indicated that they do not have rersonnel in their employ who have
the training to anpraise farmland. However, they revorted that if they
believed long-term credit to be feasible, appraisal exverts could be
hired. A more practical solution would be to hire them on a fee basis.

The third obstacle to the banks entering the farm mortgage-credit
field is posed by the public credit institutions. As previously indicateq,
the Farm Credit Corporation suffered an orerating ioss of $1,029,998 for
1965-66, orimarily due to an inadequate margin between the interest rate
on its borrowings from the Minister of Finance and the interest rate on
its loans to farmers. It is obvious that no orivate lending institution

could orerate a business in this mammer. It is unlikely it could recover
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its losses through‘a parliamentary vote, Hence, the public credit
institutions offer unfair commetition to the rrivate institutions. TFor
examnle, the commercial banks must attemnt to maximize their nrofits

in order to secure adequate dividends for their shareholders. In order
to do so, their interest rates on long-term credit to agriculture must
reflect their cost of obtaining the loanable funds plus their costs of
administering the loan and tHeir costs in terms of the risk of loss in
lending to particular farmers or on particular enterprises, Therefore,
if the banks were to of fer farn mortgage credit, it would have to he at
substantially higher interest rates than their comretitors in the public
credit institutions.

In ordef to detefmine how serious a problem this posed, prominent
rural managers of two major Canadian banking institutions were interviewed.
They stated that in their exnerience, farmers were not particularly sen-
sitive to interest rates charged to them. This was not considered by
the ﬁanagers'to be irrational behavior. For example, suppose a farmer
- needed $20,000 for opera%ing credit, The managers éuggested that fre-
quently the farmer’would waive the available Farm Improvement Loan under
which the maximum is §15,000 in order to obtain the necessary funds,
Although thé differential between the interest rates was only one per
cent, in this case, they believed that it would be donceivably higher
if the banks could offer the farmer a line-of-credit or credit in the
form of a hackége. Hence, competition from the public credit institu-
‘tions may not be too serious even though the interest rates on the bank

loans would be higher. It is conceivable that the banks could offer s
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realistic interest rate to the farmer under the Farm Management Loan
providing they had in their emnloy personnel who could accurately esti-
mate the risk and uncertainty in agriculture. An inexperienced lender
would tend to raise the interest rate to a level that would ensure him
a wide margin against loss or perhaps he might avoid such lending al-
together. The result would be that the interest rate would tend to be
| excessive on most loans of this nature or that credit would not be
available.

The fourth major obstacle to the chartered banks entering the
farm mortgage-credit field is the lack of available markets for the
mortgages. The practice of a commercial bank making farm mortgage loans
and selling them to other financial institutions is fairly common in the
United States (Table VII). Insurance comnanies vrovide such a market in
the United States. However, some insurance companies vrefer to make
their farm loans directly, disbursing the funds directly to the borrowers.
Insurance company officials, when contacted, indicated an interest in
farm mortgages, although one comvany preferred to lend directly to bor-
rowers., Perhavs, a complementary arrangement could be made to the mutual
satisfaction of the banks and the insurance companies,

The obstacles outlined above do not appear to be insurmountable.
There is good reason to believe that the banks, with more effective
guidance in farm lending techniques, counled with their evident enthusi-

asm, could increase their rarticipation in agricultural finance, with

profit to both the farmers and themselves,



CHAPTER IV
THEORETICAL BACKGROUND

Before Drocéedlng;to the emplrlcai observations of the next
chapter, it will be' benef1c1al to 1nst1tute a theoretical background for
the establishment of the Farm Management Loan. Since it was designed to
provide a complete "package credit! service to the farm unit, it is be=-
fitting that the theory of the firm be discussed. The financial state-
ments of the two farm-enterprises to be examined in Chapter V include a
balance sheet, statement of vrofit and loss and a cash flow analysis.
Since the latter has not traditionally belonged in the farmer's financial
statement, it is appropriate that the theory behind such an analysis be
disclosed. Finally, factors affecting decision-making, such as risk and

uncertainty, will be explored.

Relation of the Theoretical Considerations to the Farm Management Loan

It often helps to gain insight into a complex phenomenon by first
investigating a relatively simnle, if not unrealistic situation. Tﬁeory
necessarily, from time to time, involves oversimplifications and abstrac-
tions, but with its aid it is possible to get as close as possible to
what fhe natural scientist does in setting up a model on which he will
base an experiment to be conducted under artificial laboratory condi-
tions. The elements omitted from a model correspond to the variables
which are held constant in a controlled experiment. The analysis begins
by outlining the theory of the firm in relation to the model of the

perfectly commetitive market economy.
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Definition of the Flrm
The businésééfifﬁ“méy be defined as the economic unit for which
the entrepreneur céléulates his profit and investment; that is, the
unit of financial control.t The entrepreneur is the individual in charge
of production. Generally, the functions may be divided into:
l. Acquiring ownership of the various factors of production.

2. Performing the functions of management by co-ordinating the
activities of the various factor units.

3. Estimating future conditions (prediction) in a situation of

uncertainty and basing his present decisions upon expec-
tations of the future.

Function of the Entrepreneur

The entrepreneur must transform certain resources into products.
The extent to which he is able to perform this task is subject to the
technical rules specified by his production function. It is essentiél
to examine the relationship between the capital resource and product.
This relationship is known formally as the input-output relationship or
the factor-product relationship. The time required for a resource to
be completely transformed into product is known as the production period.
The period will vary according to the specific nature of the capital
expenditure. Frequently, investments and decisions must extend over
several years. This asnect of time and uncertainty is the source of the

complexity found within the production period,

1Carlson, Sune, Pure Theory of Production, Augustus M. Kelley,
Bookseller, New York, 1965, rp. 10,
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The Factor-Product Relationship

The factor-product principle of production is of "fundamental
importance" to all entrepreneurs including the farmer, the entrepreneur
in agriculture, who is attempting to employ additional capital., He
acquires the capital, not because he has any direct desire for it, but
because he needs it to fully exploit his productive ovportunities--in

- other words, it is a derived demand. Thus, the amount of capital em-
vloyed depends entirely unon the production which it makes possible.

Suppose technical possibilities are onren to a rarticular agri-
cultural enterprise which by means of the single factor, capital, can be
converted into a single rroduct Y. We assume the prices of capitai and
output are given on the market. Thus, so long as the total value of the
product is greater than the total value of the factor, production should
be carried out. The objective should be to maximize profit, the difference
between their value.

The foregoing is depicted graphically in Figure I. Suvvose we
measure quantities of capital along the horizontal (¥) axis and guanti-
ties of output along the vertical (Y) axis. A technical relationshin
showing the amount of output ner unit of innut éan now be constructed.
Let the amount of capital emcloyed be OC and the amount of product be OP,
It follows that the surplus product which acecrues té the enterrrise will
be OK. The value of OK is the surplus of receipts over costs, Make OF
equal to AC and let PK represent the quantity of output whose market
value equals the value'of OC of the factor. Hence, OK may be considered

& surplus in that it is the return  to the other factors of nroduction
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which are kept constant at a certain level. Thus, the conditions of

equilibriun can now be set out:
1. The wrice of capital must equal the value of its marginal
product. The slope of the production function must equal

the ratio of the nrice of capital to the vrice of the nroduct.

2. The marginal nroduct must be diminishing. The »nroduction
function is convex at the point of tangency.

3. The average vroduct is diminishing--0K can only be positive
if the slope of OA is greater than that of AK; it follows
therefore that the slope of OA must be diminishing as A moves
to the right. The slope of OP measures the average vroduct.
When prices -are introduced, the price ratio between canital
and output must be tangent to the production function.

Given the technical production function and the assumptions relat-
ing to price, the agricultural producer with the use of the factor-
product orinciple is able to deduce what would be an optimum amount of
capiﬁal to utilize. If this capital is not available internally, the
farmer must seek it externally. The traditional lender's attitude dic-

‘tates that he must have considerable collateral as security before the

required capital can be supplied.

The Factor-Factor Principle of Production

Whereas initial concern has so far centered around the factor=-
~product relationship, the factor-factor principle is of equal interest

for efficient resource allocation. In examining this criterion two

2Hicks, J. R., Value and Capital, 2nd Edition, Oxford University
Press, Amen House, London, p. 79-8l.
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cases are discussed, i.e. several resources considered from the stand-

point of one enternrise and from the standpoint of several enterprises,

CASE I: Several resources will be considered herefrom the stand-
point of one enterpfise on the farm.

Various factors of production can be substituted for one another,
while holding outnut constant at some particular level. Profit maximiza-
“tion involves the determination of the least-cost combination of variable
resources, given the level of output. That resources can be substituted
for one another is an acknowledged fact. Optimum allocation of the lime-
ited resources is obtained when the returns on a particular resource are
equalizedvin various uses,

Althqugh this prinéiple applies to several resources in the pro-
duction process, two resources only will be considered here~-namely labor
‘and capital. This can be represented by the following equation:

(I) Y= £(Xy Xo | Xy == X,)

Where Y is~thé given amount of output which devends jointly upon the in-
puts Xy and X5 in some definite manner when the inputs X3 to X, are held
constant. X3 designates labor and Xp capital. If all the other inouts
are allowed to vary while two are held constant we may calculate the mar-
ginal rate of substitution for these two. The marginal rate of substitu-
tion applied to the factor-factor relationshin is not unrelated to the
meaning of the term marginal product unaer the factor-rroduct relationshinp,

The marginal rate of substitution X2 for Xl in figure 2 can be

denoted by the ratio: (2) dXq
%
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The Factor-Product Principle of Production
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FIGURE 2

The Factor-Factor Princivle of Production
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reduce its use and, hence, the nroduction of Y, However, when the mar-
‘ginal value nroducts of all ihnuts used in production of output are
exactly equal to their resrective vrices (costs), the most profitable
level of input is being used and, hence, the most profitable amount of

output is being produced.

CASE 2: Several resources are being used in more than one alter-
native enterprise on the farm: (Equation I is altered to (Yl Yo=Y,
AqXo=--X, ) = 0).

The criterion of efficient resource use nust also be considered
in terms of the marginal value productivity of the resources. This can

be shown by the following equation:

(6) M.v.P. M.V.P, R
kg g A J—— . XY
Py PYo PX.,

where M°V°P’XnYm is the marginal value product of resource X, in enterprise
Ym>and PXn is the price of the factors £y --- Ko

Equation (6) may be interpreted to mean that any given factor of
production should be so allocated among the alternative farm enterprises
that the last unit of the factor yields the same revenue in all enter-
prises . Similarly, in any given enternrise the last dollar spent on any
of the factors should yield the same revenue.

In a framework of perfect knowledge, capital is unlimited. This
implies that the firm's demand for and use of each resource should extend
to the point where the marginal cost of each resource just equals its

marginal value productivity. This is shown by the following equation:
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(7) M.V.P. M.V.P, M.V.P. M.V.P.
) XYy KoYy ool - Xty - pCh
le PXZ PXn le
M,V¢P.X2Ym> L M,V,P.Xnym .
- i 2
X, | X

If capital is limited the scarce resources should be allocated in such
a way that the marginal value productivity of each of the resources

should be proportional to their respective prices.

The Product-Product Relationship

The typical agricultural business consists of various enterprises
employing a given set of productive resources. For simnlicity, consider
a fifm.that broduces two commodities with a given set of resour‘ces‘X1°
The production functionvmay be written as follows:

(8) (Y1, Y23 X1) = O
where Yy and I, are two alternative enterprises and Xy represents the
fixed factors of production. The production of Yo can be expanded by
- reducing the production of Y3 or vice versa.

Where.enterprises are competitive i.e. comoveting for farmer's
resources, the optimum allocation of given resources between enterprises
| exists when the marginal rate of product substitutibn is inversely pro-

portional to the product‘price ratio. Algebraically, these conditions

can be stated as follows:

(9) MPPe(y  oon X )Y Py,

MoPoPo(Xls ——— Xn)Yz P'Yl



73

This equation is equivalent to the following expression:3

. M.V.P.
X1, == X, LS (Xls o Xn)YZ

= B
X, .- X P

(10) M.V,P.(

This equation may be extended to cover any number of products. The inter-
'pretation of the foregoing eguation is that the ratioc between the value

of the marginal physical vroduct of the variable resources devoted to the
production of one product must bear the same relationshivn to the price

of those resources as exists for all other products oroduced with the

resources if the products are being produced in the proper provortions.

METHOD OF ANALYSIS

Essentially, general economic analysis can be divided into static
~and dynamic theory. The former has the following characteristics:

1. Tt is timeless and assumes instantaneous adjustments to
change in the economy.

2. Tt seeks to define equilibrium positions: Once an eqguili=-
brium vosition is reached it will continue so long as the
determinants of the situation remain unchanged.

On the other hand, dynamic theory introduces the element of time,

i.e. the time required for adjustments following a disequilibrating

movement. The values of the variables at a particular time are devendent

in part uvon their values at vast time periods.

3Transpose equation 9 and divide by"P(Xl —— Xn)° Multioly the

result by the vrices ol the respective products.
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The comparative statics approach used in this thesis is actually

an apnlication of static analysis. This approach describes the differences
between one equilibrium position and another, subsecuent to a shift in the
determinants. The new equilibrium position represents a different time
period from the original. Perhavs, a clearer understanding of economic
" statics and dynamics is reached if two equilibrium positions are considered.
Economic statics involves a discrete movement from one equilibrium vosition
to another, whereas dynamics involves a continuous movement over time.

The following analysis will be confined to the more easily manageable

concept of comparative statics.

DEFINITION AND PROPERTIES OF CAPITAL

There are almost as many definitions of the word capital as there
are articles written on the subject. Fortunately, most of these differ-
ent definitions, while conflicting, all contain elements of truth. They
agree that canital is nroductive, a stock (or fund) of wealth. Capital
is not to be confused with income which is a flow (or stream) of wealth.
The distinction between the two concents was well stated by Professor
Gillman when he observed that "Income is to capital as water is to ice”,l‘L

It is of fundamental importance not to overlook the time distinction

between a stock and a flow.

bprofessor Gillman is presently a teacher of Econometrics in the

Devartment of Agricultural Tconomics at the University of Manitoba.
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"The bridge or link between income and capital is the rate of
interest."”? One of the primary functions of the interest rate is in
computing from present to future values (compounding) and from future
to present values (discountiﬁg)n The latter process is of importance
in this thesis.

J. M. Keynes first related the rate of interest to canpital through
what is reférred to as the marginal efficiency of capital. Kevnes' de-
finition is asvfollows:_

I define the marginal efficiency of capital as being ecual

to the rate of discount which would make the vresent value

of the series of annuities given by the returns expected

from the ?apigal asset during its life just equal to its

supvly price.

This can be interpreted to mean that the marginal efficiency of a var-
ticular asseﬁ is the rate at which the anticipated yield from an addi-
tional unit of that assét must be discounted if it is just to equal the
qust of the asset. Figure_B shows the volume of investment which will be
undertaken in a given period at different rates of interest. The rate of
interest is measured on the vertical axis while the volume Qf investment
is measured along the horizontal axis. If the rate of interest is A,
the correspoﬁding volume of investment will be OD. If the rate of in-

terest rises to B, the volume of investment will fall to OC. Hence, if

farmers wish to maximize profits they will invest in new capital goods

5Fisher, Irving, The Theory of Interest, Macmillan & Co., N.Y.,
1930, pn. 172, : .

6Keynes, J. M., The General Theory of Emrloyment Interést and
Money, The Macmillan Co. of Canada Limited, Toronto, 1941, op. 135,
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un to the vpoint where the rate at which the anticipated yields of such
assets have to be dis;ounted equates the marginal efficiency of cavnital
with the rate of interest. Thus, one could conclude that as the interest
rate rises the amount of canital utilized in the farm unit should decrease,
It is interesting to note the following comment by a prominent U. S.
agricultural economist in this régard, "Interest rates stand to be less
important than uncertainty in restricting use of capital in agriculture."7
There is every indication that this statement anplies to Canadian agri-
culture as well. For this reason an examination is made of both risk and
uncertainty in the latter part of this chapter,

Capital consists of canital-goods and capital-value. The latter
is simply future income discounted, while the former consists of capital-
instruments and proverty. The value attached to capital arises from its
potentialvoroductivity? Hence, it may be computed from the value of its
estimated future net income° The technique of discounting makes it DOS~-
sible to deal with this problem of time valuation. Therefore, from capi-
Atal goods there must be estimated the flow of services forthcoming in
the future to give an“iﬁcome value. TFrom the income value it is possible
to determine a capital-value. Just as the value of land depends on the
expected value of its crops, the value of capital devends on the stream
of future income an item of capital will return to its owner. Thus when

- a farmer invests in a capital asset he does so with the belief that the

7Heady; E. 0. Economics of Agricultural Production and Resource
Use, Prentice-Hall Inc., Englewood Cliffs, N.J., pp.555.




future flow of income from the canital asset will more than offset its
cost over a given veriod of time.

The farm firm is continually faced with the problem of deciding

whether the commitment of canital goods is worthwhile in terms of bene-
fits to be exrected. This rroblem is more comnlex in agriculture because
the expected benefits are likely to accrue over several years while the
owners df the canital goods (machine companies, etc.) must be raid at
the time of nurchase. The commitment of resources, made on the expecta-
tion of realizing benefits expected to occur over a reasonably long fu-
ture period of time, is referred to as investment,8 Economic analysis
employed to determine the profit-potential of investment pronosals is
referred to as capital Budgeting°

Jaedicke and Sprouse describe capital budgeting as follows:

--—- a vrocess of (1) ranking possible investment vnrojects

by means of some criteria of desirability; (2) selecting the

cut-off vwoint (deciding which projects are to be accented

and which rejected); and (3) providing for the financing of

the capital budget which is selected.

The farm manager should be aware that the capital budget should
make up an integral part of the budget and the planning process. It will
affect the cash budget for the coming veriod and will be affected in turn

by the »ricing forecasts. For these reasons it must be incorvorated into

the budgetary process.,

8It is very important that this definition of investment not be
confused with the completely distinct meaning in reference to acguisition
of stocks and bonds.

9Jaedicke, R; K;f& Sprouse, R. T., Accounting Flows: Income,
Funds, and Cash, Prentice-Hall, Inc., Englewood Cliffs, N. J., 1965, pp. 108
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CASH FLOW ANALYSIS

Jaedicke & Sprouse point out that the term "cash flow" has heen
employed in a multiolicity of ways.lo They include the following:
1. To describe historic changes in the cash account.

2. To describe the technigue of cash budgeting. This nurpose is

of significance to those concerned in the agricultural credit
field. It is imrortant that farmers project the cash flow in
their business for some future time period with a view to pre-
dicting the cash balance that is needed at some future date.,

3. To describe "working-capital flow from operations''--used
g & !
primarily in security analysis,

L., 1In capital-budgeting decisions--A projection of "cash-flow"
is useful to calculate the discounted "cash flow" used as a
criterion for selecting certain investments in preference to
others,
In this thesis” the main concern lies in (2) and (L) above, as
they relate to credit in agriculture.
Cash flow is a useful tool in assessing the credit worthiness of
applicants. It is useful in this regard in both cash budgeting and cap-
ital budgeting. They facilitate the determination of debt-paying cavacity

as well as providin criteria through which farmers can Sustif invest-
p oo t.

ments in certain capital goods,

‘CAPITAL BUPGETING DEGTSIONS.

The discounted cash flow method can be emnloyed as a tool in

‘canital budgeting. Generally, the cash flow technique functions by

101p14., pp. 108,
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taking into consideration the cash gain from the use of the canital-
goods over their life and discounting the gain for each year back to the
period in which the investment decision is made. However, as an invest-
ment proposal frequently involves both benefits and expenditures during
one or more time periods, it is convenient to combine the dollar estimates
of these for each time ﬁeriod° The cash flow concept refers to the entire
series of net proceeds and net outlays associated with an investment.
Problems in the measurement of cash flows which often create

difficulty are discussed below.

Depreciation and the Investment Decision

An occasional misunderstanding arises as to the relation of de-
preciation to investment decisions. If the investment in question is a
piece of farm machinery with an estimated useful life of ten years, should
one-tenth of the cost of the equipment be considered as an expense in
estimating the annual cash nroceeds? The answer is no. It is not neceg-
sary to subtract depreciation from gross revenues, since the cost of the
asset is automatically taken into consideration. (e.g., in the nresent

value method the pfesent;yalue of the cash proceeds are commared with the

cost of the aSset)ngUﬁiAg'this process avoids the arbitrary allocation
of the cost of the stegbover its useful life and évoids double counting.
This treatment in no‘way argues against the allocation of depreciation
for accounting purnoses but is useful for the decision-making nrocedures

that annear most helnful to management as guides. Depreciation for tax

purposes does affect the investment decision,
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Accounting for financial purposes is interested in the income of
each accounting period; thus attention is paid to the allocation of the
cost of a long-lived asset over its useful life. The net present value
of the investment is the imvortant consideration when dealing with in-

vestment decisions.

Income Taxes and Cavnital Budgeting

Investment provosals should be evaluated on an after-tax basis.
Since federal and provincial income taxes are based unon net income (and
not "cash proceeds" as defined), it is necessary to consider depreciation

in determining the basis for taxgll

Opportunity Costs

Usually the cash outlays included in the computation of net cash
flows are the outlays incurred because of the investment that would not
be incurred otherwise. Outlays that would be incurred by the firm whether
or not the investment is accepted should be charged to a particular in-
vestment project.

On the other hand, in some instances an investment project may
require the use of some scarce resource available to the firm, although
the explicit cash outlays associated with using that resource may be non-
existent or may not adeguately reflect the value of the resources to the

firm.

11 R . . :
lote: Book devreciation does not enter into computation of cash

proceeds at all, but depreciation for tax purposes influences the income
tax and thus indirectly affects the proceeds of an investment.
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It may anrear that the practice of charging oprortunity costs
against an investment nroject when no corresronding cash outlay can be
identified is s violation of, or exception to, the nrocedure of evalu-

"ﬁS'Of acﬁual cash-flows. Including opportunity

ating investmeﬁtsvi'ul
costs is not séihuéﬁlan;ékception to the cash flow nrocedure as an ex-
tension of it. The'opportunity costs charged should measure net cash
flows that could have been earned if the project under discussion had
been rejected. Supnose a farm could be rented out at $15.00 per acre or
used by the farmer to vroduce a crov of wheat in the coming year. After
an initial outlay to cover oroduction costs, the wheat crop could produce
an absolute net cash inflow of $20.00 per acre before an allowance has
been made for the oprortunity of renting. The figure of $20.00 per acre
overstates the benefits to be derived from working the land oneself,
since the land could otherwise have returned $15.00 per acre. By charg-
ing a rental opnortunity cost of $15.00 per acre against the benefits
received when working the land, a more meaningful measure of its actual

value to the farmer is obtained.

Salvage Values and Removal Costs

The salvage and removal costs introduce no real problem if it is
kept in mind that the periods when cash outlays are made or when cash
flows into the firm are of interest. In the following discussion the
term salvage refers to 'net salvage'; removal costs have been subtracted.

First consider the salvage value of the new investment. Any funds

expected to be obtained from the price of the new investment when it is
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retired will increase the flow of cash in the last period. Thus, the
salvage value of the new investment will increase the cash flow of the
last period of use.

Errors in the forccasting of disposal values usually are not ser-
ious because the actual value will be typically "small' five to ten years
hence. However, possible salvage values should be considered.

When the investment is being made to replace an item of eduinment
in current use, there are two additional salvage values to be considered.
One is the salvage value now of the old eguipment, and the other is the
salvage value at the end of its physical or useful life (whichever comes
first). Il the asset is renlaced now, the vresent salvage will have the
effect of increasing the cash flow of this neriod (or decreasing the re-
guired cash outlay for the new equiovment). However, if the old equivpment
is being retired now, the salvage that would have been obtained at the end
of its life will not be realized then, and there is a decrease in the rela-
tive cash flows of the last vneriod. In summation, the salvage value of
ﬁhe new equipment tends to increase the cash flow of the last year of use,
while the presént salvaée value of the old equipment tends to increase
the cash flow for this vear (decrease the cash outlay). The salvage value
of the 0ld equinment at time of normal retirement decreases the cash flow
of that year (since the salvage value would be obtained if the rerlace-
ment did not take nlace and would not be obtainéd if the replacement did

take place).
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CASH BUDGETING DECTSION

In addition to the capital budget being facilitated by the cash
flow technique, the cash budget is able to make use of it as well, It
is concerned with predicting changes in the farmer's cash balance. The
function of the cash budget is well stated by Jaedicke & Sorouse:

The cash budget,ias a financial management tool, has its

orimary usefulness.as an aid in making short-term credit

decisions. “Sincé these kinds of decisions are recurring,

the cash budget is usually nrepared as part of the over-

all annual firm budget. ----a cash budget may be nrepared

to show the level of bank loans which are necessary to

support the nrofit plan. In addition, the budget may indi-

cate when bank loans can be repaid. Such a forecast makes it

possible to determining short-term credit needs well in

advance of their actual occurrence. Also, the amount of

credit needed and the time reriod involved can be established

by this procedure. This type of cash analysis is especially

important in a seasonal business.

Agriculture, being seasonal in nature can utilize this tyne of budget to
great advantage. A cash bui =t for a typical farm in the Carman District
Farm Business Association, emnloying the cash flow analysis will be

applied in the following chapter.

CASH FLOW AS A BASIS FOR CRZDIT ALLOCATION

Whereas credit has been traditionally allocated to individualifar—
mers, in most cases, directly on the value of assets used as security,

the cash flow technique allows the financial institutions to lend directly

1
20p. cit. 8, pp. 109.
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on the basis of productivity or economic efficiency criteria. It is
suggested that the credit institutions which initially employ agricul-
ﬁural economists, trained in farm management, to appraise the wnroductiv-
ity of the capital stock to be purchased with the acquired credit could
“conceivably dominate the farm credit market in the future. Such anprai-
sal work would include cash flows. Farmers who are borrowing money are
making investﬁents which have one or more periods of cash outlays inter-
sversed with periods of nositive cash flows. A farmer should always
determine whether the investment he is about to make in farm capital
goods, etc., will be vroductive. Will it enable him to increase his
income or otherwise improve his level of living? Capital that will
accomplish either or both of these objeptives is the only basis for
credita.

The timing of cash flows resulting from capital expenditures is
extremely immortant to both the farm managér and his banker in attempt-
ing to vplan the cash needs of the firm. It is necessary to make reason-
able estimates as to the specific days on which the notes will have to
be paid and when cash will begin to be generated by the investment.

In applying a cash flow to the farm‘business, one of two methods

could be used.

1. The Yield Aporoach--This particular method utilizes the dis-

count concept, but avoids the arbitrary choice of a rate of interest in
the attemnt to evaluate an investment nronosal. It ascertains the ver-
centage figure which will make the rresent market value of the expected

proceeds from the use of the canital goods (i.e. the sum of the proceeds
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of figures for each year discounted back to the rresent ) equal to the
outlay of funds for such an investment. The percentage figure, rate of
interest, or yield of the investment, must be found by trial and error.

The following formula can facilitate this process:

I _
RyD £ Ry 4 emem 2 272

where R or Rl is the estimated annual return or net cash proceeds; i

is the interest rate and A is the canital outlay required or the amount

of investment.

2, The Net Present Value Avproach--This method reaquires the cal-

culation of the present value of the expected proceeds determined with
an assumed discount rate, and comparison of this with the figure of out-
lay on the capital goods, etc., the difference being the net present
value. Investments would be placed in an order of priority and those
with the highest net present value figures would be given top priority.

In comvaring the two anmproaches, the latter is said to be superior.
Bierman & Smidt comment that:

It is easy to use the present-value methed correctly.

Tt is much more difficult to use the yield method cor-

rectly--more difficult to describe what comparisons

are anoropriate for a given decision, aE? more 4difficult
to carry out the required calculations.

Hence, the cash flow analysis will be developed around the net vresent

value approach. The cash flow technigue is believed to have a suveriority

n

13Bierman, Harold & Smidt, Seymour, The Capital Budgeting Iecision,
- The Macmillan Company, N.Y., 1940, »p. 32-3.

lthid,, Do 3k

P
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over the traditional accounting method (that is, it is felt that the
- advantages outweigh the disadvantages).
The disadvantages of the technigue are as follows:

1. The apnlication of this technique to measure the nroductivity
of individual canital-exnmenditure vrojects 1s relatively new.
Hence, accounting personnel must be trained to a new method
of accounting.

2. Because it does not correspond to accounting concepts about
the recording of costs and revenues, it entails tedious work
in reviewing nast farm records.

Generally speaking, the advantages of the cash flow analysis are
as follows:

1. For farmers, the cash flow statement is a valuable control
device which they have long needed. With rising costs threat-
ening profitable operation, such a statement prrovides the
farmer an ovnortunity to commare his expense estimates with
actual exverience, thus exposing danger voints and alerting
him to the need for remedial action.

2. From the banker's point of view the cash flow statement is
useful since, by showing actual cash repayment ability, it
provides a much truer picture of the soundness of the loan.

3. In addition, the farmer can easily adapt the cash flow data
to the profit and loss statement he needs for tax ourroses
by including non-cash income and expenses (mainly depreciation)
and deductions for his family.

The advantages are stated in a more specific manner by Joel Dean
as follows:l5

1. The discountsd~cash~flow method is economically realistic in
confining the analysis to cash flows and forgetting about
customary book allocations. The books, although very val-

~uable for other nurvoses, are irrelevant for the task of
measuring investment worth.

15Dean, Joel,-Méasuring the Productivity of Capital, Harvard
Business Review, Volume 32, Jan. - Feb., 1954, pp. 129,
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2. The use of this method forces guided thinking about the
whole life of the nroject and concentration on the life-
time earnings.

3. It weights the time pattern of the investment outlay and
the cash earnings from the outlay in such a way as to
reflect real and important differences in the value of near
and distant cash flows.

L. Tt reflects accurately and without ambiguity the timing of
tax savings, either from expensing nart of the investment
outlay or from writing off canitalized costs over the life
of the investment--something quite difficult to do by the
accounting method.

5, Tt vermits simnle allowances for risks and uncertainties
and can be adapted readily to increasing risk allowance
over time.

6. It is strictly commarable to cost-of-canital ratios so that
decisions can be made quickly and safely on the hasis of
the relationship between indicated rate of return and the
value of money to the company (or single provprietorshin,
as the case may be, in agriculture)a

As will be demonstrated, the cash flow method of computing the rate of
3 k
return to an investment is superior to existing alternatives in accuracy,

and relevance.

HANDLING RISK AND UNCERTAINTY

Thus far, the problem of risk and uncertainty in investment deci-
sion making has been essentially ignored. Decision making would be simn-
lified if all projects bore the same degree of risk or uncertainty, but
some investménts inherently involve more risk and uncertainty than others.
TEstimates of fubture benefits may not materialize. Situations where actual

income differs from exvected income in the cash flow sheet may occur for

any number of reasons, which include yield uncertainty, technological
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uncertainty, vrice uncertainty, and generally noor business conditions,
In practice allowance must be made for risk and uncertainty in the farm
business. If two projects promise O result in just about the same
benefits or cash flows and one jnvolves more risk, there 1s no problem.
Frequently, however, the one promising the largest return may involve
more risk. Therefore, if sound management decisions are to be made on
the farm the risk and uncertainty connected with the various expenditures
as well as their exmected cash #lows must be considered. This is one of
the serious limitations in budgeting.

Risk, by its nature, tends to be less of a problem than uncer-
tainty. A probability can be attached to a situation involving risk, but
not in the matter of wcertainty. Hence, risk is insurable and can be
incorporated into the cost structure of the business, while uncertainty
cannot be. Empirical probabilities of outcome or loss can be established
for risk.

Tt is obvious that the classical economist's attitude cannot be
adopted, for uncertainty cannot be ignored under the rationale of verfect
knowledge. Uncertainty 1s related to a firm's decision to borrow funds
for capital and current exvenditure.

Suppose two investment oprortunities are open to consideration,
namely investments A and B --for example, increasing usage of fertilizer
versus increasing the number of feed@r cattle. Further, assume both in-

vestments pobentially yield the same positive flows and negative loss.

Figure L indicates that investment B is the more desirable of the two
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investments., Both have the same nrobability of loss (P), although the
maximum possible gains do differ (i.e. R / Q). The probabilities asso-
ciated with investment A are shown to resemble a normal distribution.
Hence, the most probable outcome is shown at M. This can be compared
with N which represents the most vrobable outcome of investment B.

Since the most likely outcome from investment B is greater than the most
probable outcome from A, B is surerior to A.

Unfortunately, firms can never be certain that the exnected cash
flows will be attained. Farmers cannot be certain of their costs, sell-
ing prices and yields in the future, nor can they know the likelihood of
new technological developments that could render their existing machinery
obsolete. Therefore, probability adjustments are necessary.

Various investments in the numerous enterprises on the farm have
different degrees of probability of attaining exnected returns. For var-
ticular investments the range or variance of exnectations decreases as
the production period approaches termination. Heady illustrates this
phenomenon by emnloying two diagrams, which we have reproduced in
figures 5a and 5b.

Initial rlanning is at date tg and marketing is at date t,. The

range of possible outcomes (the lower and urmper iimits within

which the operator might exvect nrices to fall with a nrobability
of 1.0.) is ab when plans are laid at date tp, reduces to cd, ef,
and gh at dates ty, tp, and t3, and falls to zero at the market-
ing date t;. It is entirely vossible, however, that as a date
such as t7 is reached an entirely different set of nrice or
weather conditions come into nrospect and conditions exnectations
accordingly. (drought) As is illustrated in figure 5b the

level and range of exrectations will take on an entirely different

nature as the new information apvears; the range of nossibilities
may narrow from date ty to date tp, but mushroom into an entirely
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different structure. However, unless new revealing information
is obtained (including absence of forces which nrove original
exnectations to be erroneous) the new exrectation Frigework
should again disnlay the convergence characteristic.™
Thus, it is clear that the net effect of uncertainty is to increase the
relative advantage of investments of relatively short duration, and
presumably to reduce the total volume of investment comrared to what
would be undertaken if the farmers were certain of the exrected returns.
In reality, farmers confronted with alternative enterrrises in
which to invest canital (internal or external.) attach a degree of belief

or "subjective nrobability" to each nrosvect. This vprobability estimate

allows the farmer to inflate the rate of discount over and above the
"cost of canital in order to hedge against uncertainty.

The introduction of probability judgements leads to a confronta-
tion with decision theory. This is a body of theory develoved around
principles on how reasonable and well-informed individuals observably
tend to behave when faced with decision nroblems which they have oro-
verly understood. T[urther, probability is regarded as the primary con-
cept of this theory.

Recently a major contribution was made to this area of economic
. | N 17
behavior by Professor William Fellner. He presents a body of theory
which allows an interpretation of why farmers fail to employ capital

to the point where its marginal cost equals its marginal value oro-

ductivity. An interovretation of the theory as it relates to the topic

1feady, E. 0., on. cit. b pn. 472-3.

175e11lner, William, Probability and Profit, R. D. Irwin & Co.,
1965, esn. Ch. 4, 5, and 6.




95

under analysis would be interesting and advantageous.

The theory rests on five general assumptions:

10

Alternative vrojects confront farmers through their various
enternrises with the nrosnect of alternative money incomes.

Fellner attaches to each a degree of beliefl or subjective probability.

2o

It is possible to define for the decision maker two marginal
functions:

i)

ii)

G(x) function.--This function may be defined as the mar-

ginal utility function of rotential gains as a function
of the amount to be invested in the project. This func-
tion is generally downward sloping because of the dimin-
ishing marginal utility of money.

L(x) function.--This function is defined as the weighted
marginal disutility of notential loss as a function of
the amount to be invested. This function is generally
upward sloning as devicted in figure 7. This would be
particularly true for large investmentslgs sunported by
Kalecki's Princinle of Increasing Risk. Before con-
tinuing with the assumptions underlying the theory, it
would be advantageous to examine this principle.

The Principle of Increasing Risk

The princinle states,'that as a firm expands by the aid of bor-

rowed capital the chance of loss of its own capital increases. As a

result, there is a point at which the firm will cease borrowing in order

o expand its onerations, simnly because of the increasing risk of the

loss of its own cavital.

The principle 1s illustrated in figure 6. Further indebltedness

through borrowing increases the variance of the net worth, although it

l8Kalecki, M. The Princinle of Increasing Risk, Economica,

Vol,,IV, pn. 44O, November, 1937.
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may increase its exmected value. Assume:

a) We have an ovportunity line AB in figure 9. An equili-
brium position exists where the ovportunity line intersects
the indifference curve II. Beyond this equilibrium mnoint
the increase in risk (measured by the variance) exceeds
the increase in the expected value.

b) The initial net worth of the firm is N and it borrows an
amount W, so that its total assets now become (N AW,

¢c) Two nossibilities exist, one of loss, which will reduce the
total assets to (N £ W) k where k I, and another of gain
which will ‘increase the total assets +o (N £ W) ¢, where
[¢] T i :

d) The chance of favorable event is P, the chance of unfavor-
able event being I-P,

The variance of the net worth values 6‘2 is given by:
= (AW (enl)
where the net worth of the favorable event is (N A W) c=W and the Un-

favorable event (N £ W) k-W. The exnected value (E) is given by the

following:
(13)

) (
E - § (N ¢ w)c—w)g P/ g (N ¢ W)k-W% I-P = (N £ W) écp £ k(I-P) ; -
(

When we eliminate W between these two equations we get the equations of

the opnortunity line:

B=d (PfkI)g? (14)

From (12) we see that when = = O, W= -N. i.e. in order to avoid any
risk it would be necessary to borrow the entire capital for the enter-
orise. If the nossible loss and the possible gain are equal (P = %),

equation (14) reduces to:
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tr

(15) B=Ndg0 (P-h)

where ¢ = I A randk = I - T, The opportunity line is horizontal when
this occurs and when interpreted this means that borrowing increases the
risk without increasing the expected value. Only when the chance of
gain is greater than the chance of loss (P> %) will the farmer borrow:

(when the oprortunity line has a positive slome) .

This concludes an examination of Kalecki's contribution to the
area of risk.
As to further assumptions in regard to Fellner's theory, the

following points must be considered:

3, Profit (ex. ante) is to be maximized to gain a utiltly surplus.

L. The expected nrobability is the "pure probability".

i

Plzi;1-¢=

5, The investment of one dollar will give a return of two dollars
in a given situation.

Formulation of the Theory

Given the above assumptions the formulation of the theory can be

states as follows:

1. Specify the utility function:

2) U(x) = ax - bX°

U(2x) = a(2%) - v(28)?
28K - L\be2

11

lgPure probability in that it is arrived at through the Principle
of Insufficient Heasons. '
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The marginal utility of potential gain becomes:

a U(2x) - 2a £ 8bx
ax

Weighting: pI = 1/2
Specify the marginal utility function:

CG(x) = $.2a-%.80x

= a.—[.; bx

B(y) = D(x) = ax £ bx°

. The marginal disutility of potential loss becomes:

dD(x) _a £ 2bx
Dx

I

i

I-p
Specify the marginal disutility function:
TL(x) = % . oa £ bx

Let‘a = L and b = %
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The foregoing equations allow calculation of the egquilibrium noint wher

the marginal utility of an investmwent is equal to the marginal disutility

Figure 7). If the weighted marginal utility is greater than the weighted

marginal disutility, it is advantageous for the farmer to invest. Hence,

m

2
amount of utility derived is I.A utils. 0

the pisk taker's surplus (Figure 7).

206(x) = L(x)

L
2

X

i
e s

[O) 0 NG 1

2 4 x/L Moz fo(x)ax - J Lix)dx
x/b

[ )
[ ]

i

¥ is the maximum amount of capital a farmer should invest. The maxirmum

Tellner calls this shaded area

This can be verified through integral calculus:

Sl = x)dx = [ (2 4 x/l)ax
JL dx -J[de - j‘2dx -

Axf— f—2xf—-};'.x2/2f

3.2 - 12.8/8 = 3.2 - 1.6 = 1.6

fx/b, dx
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FIGURE 7

The Risk-Taker's Surplus
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Fellner rejects the arbitrary choice of % as a weight and conse-
quently the princinle of insufficient reason. He moves closer to reality
by proposing a semi-probabilistic approach,21 In the semi-probabilistic
approach, the probability judgements reflect subjective estimates of de-
cision makers as to the degree of uncertainty they feel is involved in
a marticular investment. A high degree of variation associated with the
corresnonding decision weights is anticinated since some managers are
more risk-loving than others.

Suppose there is a farm manager who desires to inflate the discount
rate in order to hedge against uncertainty. This would result in his us-
ing a lower weight in association with a particular investment. Assume
he attaches a weight of 1/3 to his marginal utility function. As a
result, L above becomes:

G(x) = 1/3 (2a - 8bx) = 2.h6 - 0,bbx
Similarly he attaches a weight of 3/5 to his marginal disutility function
so that equation 8 becomes:

L(x) = 3/5(a # 2bx) = 2.4 £ 0.3x

Im is the maximum amount the farmer will

Under the same logic as before x
invest. (xIm = .27) Hence, under the semi-probabilistic anproach the
risk-taker's surplus is smaller than under the previous avproach. The

farmer discounts because he is not certain.

21As opposed to the traditional pure vrobabilistic approach.
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The Marginal Utility Surwlus Curve

The marginal utility surplus (MUS) may be defined as the change
in the risk-taker's surplus divided by the change in the outnut. This

may be shown algebraically as: M.U.S. = dM

dQ
Since output is an increasing function of the amount invested, it is
possible to calculate M as a function of the amount invested in the same
way as the marginal product curve may be determined from the total pro-
duct curve. Thus, since both Q and M are a function of the amount in-
vested, they must be related to one another. "The equilibrium outvut is
determined by the intersection of the M.U.S. curve with the abscissa,

that is by the condition that M.U.5. = 0,142

Relation of the Marginal Utility Surrluscurve to the Agricultural Firm

In order to keep the theory as simple as possible the revenue

aﬁd cost curves for the hymothetical firm have been constructed as linear.
In reality, the shane of the curves would be affected by the economics

of scale that exist for the particular wnit. Ideally, the farmer should

» bé produciﬁg_where marginai cost of capital equals its marginal revenue
(Ge) in figure 8. Actually, he is producing an output Gy which is less
than Qg, where the monotonic decreasing marginal utility surplus curve
cuts the horizontal axis. Therefore, in a situation of uncertainty under

the semi-probabilistic approach the farmer will produce an output at a

“2Tbid., 18, pp.175.
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level less than his maximum expected profit. This reaction of discounting
future returns so as to hedge against risk and uncertainty results in many
farmers emnloying less resources in their farm business than they could

profitably employ.

CAPITAL RATIONING AMONG FARMERS

t is generally agreed that in many farm businesses the marginal
productivity of canital.is greater than the marginal productivity of
labor. This implies capital rationing, whether internal or external.
External carital rationing means that (additional) credit is not avail-
able at going rates of interest because of limitations imrosed by lenders.
Internal capital rationing refers to those instances in which additional
credit could be obtained, but the manager elects not to use it.%3 An area
for further study would be to determine the causes and the extent of
capital rationing in Western Canadian agriculture.

It is important that to recognize that where there is canital ra-
tioning the cost of canital of the firm is no longer the avoropriate dis-
count rate. Under internal capital rationing the farmer tends to limit
investments to a set amount of funds or a set cut-off rate even though
other vrofitable investment ovrportunities are available. Bierman and

Smidt suggest that there are two types of internal capital rationing.

23Hesser, L. F., Concevtual Models of Capital Rationing Among
Farmpers, Journal of Farm Tconomics, Vol. XLII, #2, May 1640, pp. 325.
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The first type is one where the firm uses an inflated discount rate that
is, a higher discount rate than the cost of capital.zh In this situation
a farmer, because of the aversion to risk, may require that investments
must have a vnresent value of 10 per cent, even though his cost of carnital
is only six per cent. With a definite cut-off rate available this rate
can be uged to discount cash flows. An investment of a dollar now yield-
ing less than 10 per cent will not he undertaken.

A comnarison of theundiscounted and discounted income forthcoming
from a varticular investment is illustrated in figure 9,25 At an interest
rate (the cost of borrowed capital) of OR, the farmer would invest to the
point OB if the income was not discounted. When the income is discounted
because of risk associated with an investment, the farmer might invest
only to the point OA,

The second typne of internal canital rationing, denicts a situa-
tion where the cut-off ratekis not smecified. The farmer has in his mind

the maximum amount that he is willing to invest. This amount will depend

upon his aﬁtitﬁdé £bwardku£certaiﬁﬁy.‘

HExternal capiéaiifétioning is the lender's reaction to uncertainty,
just as internal capifal rationing is the would-be-borrower's reaction
to uncertainty.

The existing theory on capitél rationing is based on the unattain-

able assumption of perfect knowledge, i.e. verfect foresight and accuracy

ks erman, H. and Smidt, S., op. cit., 10, pp. 168.

25Gilson, J. C., Agricultural Capital and Credit in Canada,
Manuscript 7.17.
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in measurement of vroductivity and appraisal of risk.26 Although such
theory allows empirical estimates of uncertainty and encourages ingenuity
in overcoming imverfections, the theory is of limited value in the sub-
sequent analysis. The essence of the theory of rationing is to project,
under assumed conditions, the rate of return at which a firm's capital
demand and supply curve will intersect. This cut-off rate is determined
by the farmer in one case and by the lender in the other.

Thus, the cash flow analysis is complicated by the fact that
farmers react differently to conditions of uncertainty. Because of the
time period involved in farming, decisions must be made in an environment
of uncertainty or lack of knowledge concerning future orices, yields and
other variables which affect income. The risk-takers, the gambler types,
strive to maximize profits while the more conservative elements attemot
to minimize losses. A continuum exists for farmers' various reactions
to uncertainty with the risk-takeré at one extreme and the conservatives
at the other end with all nossible combinations in between. In the credit
field an attempt must be made to estimate the discount rate which each
individual farmer possesses for alternativé investment decisions since
farmers'! actions in the credit market are a function of their reactions

to uncertainty.

26

Dean, Joel, on. cit. 14, especially Chapter L.




108
A LINE OF CREDIT IN AGRICULTURE

Cash and capital budgeting facilitated by the cash flow technique
provides a tool whereby the credit institutions can make available an
4open line of credit to the farmer. Line of credit, "packape credit', or
"ecomprehensive credit service" are all phrases which may be intervreted
to mean a comnlete and well-balanced financial servicing arranged between
banker and client for the vproduction period at hand. It suggests that
the farmer should coordinate all his financing with one institution.

Until recently (May 1, 1947) commercial banks wérc forbidden by law to
lend funds for the purcﬁase of farm real-estate on the security of same.
‘However, with this obstacle removed, line-of-credit financing by the
banks is feasible. Diesslin suggests that a line of credit "can be pro-
vided at bést in financing the farm as a single unit of omreration and not
by breaking it down into short-, intermediate-, and long-term segments.”27
Although he does not suggest how this would be done, it would seem that
cash and capiﬂal budgeting techniques previously outlined, vrovide the

-~ answer. There is no longer any need to be concerned about the traditional
loan classification. It is only necessary to gear the Joan vayments to
the expected cash flow from the particular item [inanced, whether it be

a canital expenditure or an orerating exvenditure.

27Diesslin, Howard G., Capital and Credit Needs in a Chaneing
Agriculture, Iowa State University Press, Ames, Iowa U.S.A., 1961, pn. 224,




CHAPTER V

FINANCING THE PFARM TNTERPRISES

A detailed analysis of the records of individual members in the
Carman District Farm Business Association (C.D.F.B.A.) is presented
in this chapter. On thg basis of two or three years of farm records,
it is possible to make projections of income and expenditures for the
coming production nmeriod. An analysis of a feeder-cattle operation will
be conducted initially, followed by an analysis of a grain crooping
enterprise. However, before proceeding further, it is necessary to
discuss the specific steps in prevaring a "farm management loan" plan

for the individual farm borrower.

The Long-Run Projection

The long-run plan for the borrower's farm operation must nrecede
or set the stage for his short-run financial program. It reflects the
farmer's anticinated rate of growth over the next number of coming years.
Pertinent questions must be asked to determine:

1. The individual's plans f{or replacement and increase in

equipment, bulldlnvs, etc., geared to expansion of the
presentﬁoneratlon,

2. ‘Fls attltude‘toward risk and uncertainty which is later
' to be reflected in the discount rate placed on capital
expenditures.

3. The advisability of a restriction to be placed on the
size of the entervrise as a consequence of the vrincinle
of increasing risk.
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The long-run plan must include a complete inventory and evaluation

of the following farm resour‘ces:l

1.

The amount of capital and credit available to the farming
orneration.

An inventory of the individual farmer himself as a manager.
What kind of farming does he prefer? For what kind of
operation does he have the greatest skill?

An inventory of soil resources, including topograrhy, drain-
age, soil management, yield history, soil samples, buildings
and fences, and water supnly. This is particularly immortant
for a commercial feeder who is in an area where it is economi-
cal for him to grow his own feed-grain.

Long-range cropning plans, rotations, yield estimates, pro-
jected annual income, and crop expenses. This 1s of rel-
evance to the cron enterprise.

Long-range livestock program and feed requirements, expected
herd build-un and expansion, and annual livestock exmenses.
Thus, by taking this approach, the farmer's current needs can
be analyzed in view of his future objectives. Suitable forms
could easily be selected for this purnose.

The Financial Statement

Prior to the initiation of the cash-flow analysis, a financial

statement giving the farmer's entire financial picture must be made

available. The financial statement relating to the analysis of in-

dividual farm enterprises includes a balance sheet and statement of

profit and loss. The balance sheet is an instantaneous victure of the

business at a given date. In contrast, a profit and loss statement is

recorded over a period of time.

jeadvy. E. 0., Jensen, H. R., Fam Management Economics, Prentice
I s s : 5 P § 3
Hall, Inc., Bnglewood Cliffs, New Jersey, pp. 9L-1li.
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The balance sheet to be used later in our analysis can be
serarated into assets, liabilities and net worth. Assets and liabili-
ties can be classified into two categories--current and fixed. The net
worth is the book value of the owner's equity in the business. Current
assets are those assets that can be converted into cash within twelve
months. Similarly, current liabilities are those that must be naid
within the year. Long-term liabilities are debts of a much longer term
(e.g. mortgage). The owner's equity is the difference between total as-
sets and total liabilities.

Current assets include the following items:

1. Cash (on hand and on derosit).

2. Accounts receivable--result when goods are sold for other
than cash.

3. Inventory--will be small or large depending upon the nature
of the enterprise and the time of the year.

L. Marketable securities--include investments in stocks and
bonds, growth funds, etc.

5. {Cash Surrender Value of Life Insurance--includes the amount
of the policy that can be redeemed for cash.

4. Prepaid expenses--include any nayments for items not yet
nurchased,

Current liabilities include the following:

1. Loans due--include bank loans which are vayable one year
from the date of the balance sheet. Repayment commitments
for the purchase of machinery and eguipment are disclosed
as separate long-term liabilities with the payment due
during the year segregated and included in current liabilities.

2., Bills payable--include items which have been purchased out
not yet vnaid. These bills arise from the granting of seasonal
credit by merchants and dealers. ‘
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The difference between total curr?nt assets and total current
liabilities is net cash income from the oneration or working camital.

Fixed assets revresent a minor or major vortion of the resources
of the business, devending unon the enternrise involved. A grain-
crovping ehterprise may have up to 85 per cent of its resources in fixed

assets while a feeder-cattle operation may have-as little as 15 per cent

e

of its resources in fixed assets. Fixed assets may be acquired for cash
or by creating long~term liabilities. Such assets include machinery and
equipment, buildihgs and improvements, and farm land. It is generally
recognized. as a good accounting practice to deduct the accumulated de-
preciation from each class of fixed asset. The only exception to this
technique is farm land which is not depreciable.

In summary, a balance sheet is a statement showing at one voint
in time what you own, what you owe, and the difference or what you are
worth.

The statement of profit and loss is a report of a business sum-
marizing the revenues, incomes, expenses and losses for a stated veriod.
This statement may also be appropriately described as the "income state-
ment" or statement of revenue and expenses. The veriod generally covered
by the statement is the fiscal vear, although for closer control a monthly
period should be seriously considered, especially fér a commercial feeding
operation.

The statement may be divided into sections which reveal net cash

income, net operating profit and net profit from the operation,

Net profit is determined after making a suitable allowance for




inventory and depreciation ad justments,

It has been suggested that a "statement of Source and Application
of Funds" be emnloyed along with the balance sheet and statement of
profit and loss. Such a statement is useful in summarizing the cash
flows from different sources to different uses. However, it was agreed

it would duplicate information supplied by a cash flow analysis.,

THE CASH FIOW ANALYS3IS

The cash flow analysis of the individual farmer selected from the
Carman District Farm Business Association is carried out in the follow=-
ing manner:

1. A complete examination of three rreceding years of farm
records was carried out to establish a schedule of esti-
mated expenses for the coming production period. In addi-
tion, for the grain-cropping enterprise the estimated cash
flows for the 1944 crop years were compared with the actual
cash flows for this period.

2., Based on a similar technioue, an estimate of the amount and
timing of farm income was prepared. Credit is required to
the extent that expenses exceed income receipts for any
particular time neriod.

3. A repayment vrogram is initiated to fit the cash flows into
the business. Interest is paid only on the amount to be
borrowed. Authorization from %he credit devartment of the
particular credit institution involved is obtained for the
total amount anticipated,--i.e. a line-of-credit is set up.

The particular cash flow form employed was prepared by selecting

what was considered to be the best from flow forms inspected.,



114

Planning Period Used

The nlanning period will derend unon the narticular enterorise
being considered. The annual cash flow was rejected because it is too
general for the farm management loan vlan under consideration. It was
not rejected because it was too simple, since the less complicated the
nlan the better.

The grain-farming enterprise can best utilize a cash flow analysis
set up on a seasonal or quarterly basis. In this way expenses for the
various operations can be grouped together. For example, planting ex-
penses, (seed, fertilizer, fuel, repairs, labor, ete.) could be grouned
together. Loans could be made preceding each stage in the vroduction
Drocess.,

The feeder-cattle, dairy and hog enternrises would reguire the
more detailed cash flow statement. A monthly cash flow would best suit
the farmer involved in any one of these overations. Such an analysis

will be developed fpr;the feeder-cattle enterprise, preceded by a briefl

THE CATTLE INDUSTRY

Nature of the Enternrise

The nroduction of beef cattle in Canada has an excellent voten-
tial, due to an increasing demand for high protein foods by Canadians,
reflecting a rising standard of living. The per canrita demand for beef

and veal is exvected to rise by 22 per cent between 1963-1975 in Canada, -
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Consequently beef production is expected to increase by 60 per cent over
the 1963 level of production. Of this overall increase 80 per cent is
expected to originate in the Prairie Provinces.

The cattle industry may be separated into two principal phases.
The {irst of these is the "cow-calf operation", while the second 1s the
tfeeding" or "finishing" phase. Originally these phases were integrated
with one another. However, gradually a tendency has develoved for
Canadian cattlemen to specialize in either one phase or the other. Al-
though credit is sometimes required in both production stages, it can

be varticularly important to the development of the second phase.

The Cow-calf Operation

The cow-calf enterprise is the fundamental operation in the pro-
duction of beef cattle. The breeding herds are the source of calves
which are ultimately used as stockers and feeders by the feeder-cattle
enternrise. The major source of revenue realized from the cow=-calf
operation arises from the sale of weaned beef calves.

The vast semi-arid pasture lands of Aiberta, South~western
Saskatchewan, along with isolated areas in British Columbia and Manitoba
(Westlake and Interlake areas), constitute the orincipal breeding grounds

for beef cattle in Canada.

2Gilson, J. C., Ackerman, G. E., Anderson, G. R., Hudson, J. P.,
Seale, M. E., Wood, A, W., and Yeh, M. H., Develooment of the Livestock
Industry in Canada by 1975 and TImnlications for the Meat Processing
Industry In Manitoba. L study prevared for the Committee on Manitoba's
Toonomic Future, July 1962, Winnipeg, Manitoba.
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Individuals engaged in this tyre of oneration belong in two
general classifications. The first group which predominates in the sn-
dusiry are the ranchers who snecialize in raising cattle. The second
group are the mixed farmers who combine cattle raising with the feeder
cattle nhase. Both phases usually constitute a secondary enternrise
in the mixed farming areas of the Prairies.

In regions such as Alberta and South Western Saskatchewan which

are sub-marginal for cereal crop production, expansion in cow herd
numbers and total cattle population seems probable. More accurately,
it might be said that any expansion in cow herds will occur in these
regionseg The ability of mixed farmers on the Prairies to sell their
cereal grains in almost unlimited quantities would suggest that any
increase in mixed farm herds is improbable, especially where cattle
and cereals are competitive for land use.

In financing this operation, a farm-management loan, complete

with a long-run projection, financial statement and a cash flow analysis

could be adonted. The repayment schedule could be considered concur-
rently with the loan nlan.
The need for this tyve of credit service to the "cow-calf' oner-

atlon has been expressed by The Committee on Manitoba's Econoric Future.

3Seale, M. E., & Hudson, J. P., Cow-Calf Orerations, 7th Annual
Conference, Manitoba Livestock and Poultry Nutrition Council,
December 14, 1965, University of Manitoba

%Sovernment of Manitoba, Report of the Committee on Manitoba's
Economic Future, Manitoba 1962-1975, Winnipeg, 1963, Volume 2-5,




117

It suggests that there is a lack of intermediate-term credit in this
area. If there is to be the expansion in the cattle industry that the
Committee indicates, mofe adequate sources of intermediate-term credlt
should be made available for the purpose of expanding the basic cattle
herd. The farm management loan would provide a means whereby commercial

banks could fulfill this need.

The Feeder-Cattle Operation

The feeder-cattle industry has been expanding steadily over the
past decade. IV is estimated that, of the cattle received at public
stockyards a decade ago, nearly 200,000 were returned to farmers and
feedlots for further finishing,5 In 19466 over 500,000 were returned
for further feeding. This would be a minimum estimate of the actual
size of the industry as there is also a substantial volume of feeder-
cattle which are moved to feedlots without passing through the public
yards. Similarly,}an}putside estimate can be obtained from the total
number of feedéffqéﬁﬁiéf§n farms,‘ 1h 1956, approximately one million
feeders were oh Céﬁéd;an?farms aﬁdvfeedlots° This figure increased to
1,200,000 in 1966. The feeder-cattle industry has been increasing rela-
tive to the cattle industry.

Modern methods of feeding are being developed today. Tocal feed=-

lot operators in Manitoba have utilized by-products from the povato and

5Dominion Bureau of Statistics, Livestock Market Review, Otlawa.
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poultry enterprises, as orincipal sources of protein energy for their
livestock.

As the two phases in the cattle industry become segregated, the
commercial producer must take advanvage of the various sources for
feeder-cattle. The principal source of supply is the public stockyards.
The manager of the feedlot purchases the cattle through a commission
firm located in the stockyards, which sorts out the animals by size and
quality. This source is of particular advantage to The manager in that:

1. He is able to purchase feeders av all seasons of the year.

This is an asset to him because he can now receive an income
during all months of the year. In addition, it provides a
built-in "hedge" against a sudden vorice change.

2., He is vrotected against disease infestations in his herd.

The animals must be tested and vaccinated before they are

allowed to leave the stockyards.

3, He is legally protected since the animals must be free of
any encumbrance before leaving the Uyard®h.

Other sources of supnly include nurchases of feeders direct from
ranchers and farmers, from local auction sales, and from local dealers.
Fall sales of feeder-cattle through local auctions have become quite
popular during the nast several years, particularly in Manitoba., For
examole, large centralized auction sales are conducted annually at
St. Rose and Ashern, at which time ranchers in the Interlake and Westlake
areas of Manitoba transport their feeder=-stock to the available markevs.
Cattle offered for sale, primarily spring calves, are sorted out accord-
ing to sex and size, and are usually auctioned on a "lot" basis.

In the feed-lot operation, cattle feeders buy, feed and sell

cattle, usually omerating on a margin. Frequently they feed the animals
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. for a specific number of days and then dispose of them. The longer the
feeding veriod the greater the risk of price variation. However, as
indicated in the next chapter, a futures market would remove this source
of uncertainty. Insurance is available at a nominal nrice for accidental
loss of animals. Mortality insurance is also available, although it is

at a vorohibitive cost.

Some Economic Considerations of the Cattle Industry

The basic principles discussed in Chavnter IV apnly when making
livestock management decisions. The manager must consider such prin-
ciples as the factor-factor, product-product and factor-product relation-
ships. It is also necessary to consider time in relating any livestock
enterprise to the rest of the farm business. The latter is particularly
important, as it is essential that the decision maker recognize and in-
terpret certain characteristics of the livestock input-output ratios.

Buildings and special equipment dominate the fixed costs in the
feeder-cattle enterprise. The only land costs charged to livestock are
those incurred for the buildings, enclosures and an allotment for the
storage of adequate roughage. The size of the fixed costs for any par-
ticular feeder-cattle enterprise will vary according to its size, the
age of the steers, management system, geographical location and various
other factors,

The more important items in regard to a feeder-cattle enterprise
include feed, labor, materials and services. Each of these major in-uts

may be further broken down into their constituent elements. Feed, for
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examnle, includes two major types of materials, concentrates and rough-
ages, in addition to coarse grains. It generally accounts for 75 to

6

85 per cent of total cost of the feeder-cattle enternrise,”’ excluding
the original outlay%;fégfﬁﬁying feeder animals. It is clear that if
maximum profits éféﬁigiﬁé?£ealized from finishing cattle the feed costs
ver nound gain have to be as low as possible., It follows that farmers
should strive for maximum efficiency of feed utilization and emnloy a
least-cost ration.

Labor is the second most important item among the variable costs.
It will become obvious, upon examination of the individual firm selected
in the Carman Farm Business Association, that feeder livestock managers
should give the closest attention to feed and labor in making their
decisions.

The manager of the feeder-cattle entervrise is faced with dif-
ficult oroblems if he hopes to maximize profits. It is essential that
the manager determine and anoly the most profitable feeding rractices
if he hopes to obtain maximum earnings from his feeder-cattle. He must
analyse input-output relationshins in his area accurately, in order to
select the optimum. The physical problem of the kinds, proportion and

total amount of nutrients to employ is almost as important as the economic

nroblems, and annears not to be unrelated.

6Honkins, J. A., Murray, W. G., Elements of Farm Managemenﬁ,
Prentice-Hall Inc., New York, 4th Edition, 1954, pn. 254.




121

Credit Considerations in Financing a Feeder-Cattle Enterprise

The srecialized feeder-cattle entervrise is almost ideally suited
to the nrocedure of cash budgeting, facilitated by a cash flow analysis
of the business. In this way a line-of-credit can be established for
the manager to finance his comnlete operation.

The capital-intensive nature of the feeder-cattle operation fre-
quently makes it dependent upon credit to sustain its growth. In order
to supnply the necessary credit to each individual producer in the busi-
ness of feeding cattle it is important that an avpropriate cash flow
be estimated. Table XIV shows a tywnical monthly cash flow, taken from
an actual farmer's records in the Carman District Farm Business Associa-
tion. His records were analysed over the veriods 1963-1964, 1964-1965,
and 1965-1966, with a projection made for the current production period.
Provision has been made for all expenses in relation to the feeder-cattle
including purchases of feeders, equipment, etc. It is suggested that
vart of the duties of an agricultural officer with any lending institu-
tion would be to assist the farm manager in the preparation of such a
cash flow statement.

An excellent source of information for such a statement would be
the Prairie Provinces Farm Account Book nrepared by the University of
Manitoba in co-operation with the Departments of Agriculture in Manitoba
and Alberta. This could be used as a principal source of data in addi-
tion to discussing the vprojections with the individual farmer involved.
The income tax return could be utilized as an alternative source. There

is no question that individual farms should be visited periodically by
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the agricultural officer in order to obtain a proper understanding of
the situation and to enable a better administration of the loan. A
visit also allows the officer to assess the accuracy of the financial

statement in terms of his exnerience.

Analysing a Feedlot Operation

The Balance Sheet: The first step towards analysing the three

year records of the feedlot operator's business was to compose s balance
sheet. The analysis of the balance sheets shown in Table VII will be
initiated by carrying out an item by item examination of its contents.

Accounts Receivable: An account receivable is an amount claimed

against a debtor, generally money rights arising from the sale of goods
or services. This item is usually of little significance to a feeder=-
cattle overation as cash is received for the animals uvon deliver to
the market.

Inventory: Inventory items such as livestock held for sale, feed
and supplies, are valued at cost price or market price, whichever is
lower. This is a major item in a feedlot enterprise since large numbers

of feeders may be held from one fiscal year to the next.

Marketable Securities: Stocks and bonds may be held under the
category of marketable securities. Although the fafmer under examina-
tion does not have any securities, they are a valued addition to the
assets of any operation.

Cash Surrender Value of Life Insurance: This item in the balance

sheet is self-explanatory. It is the amount of cash that a policy holder
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CURREIY

Cash on Hand
Cash on Deposit
Accounts Receivable
Inventory
- Livestock
for sale
-~ Grain, fodder,
straw, etc,
- Suprlies

held

Sccurities (liarketable)
C.5,V. of life insurance
Prepald Zxpenses

Co—-op Equity

Cther (specify)

Total Current
FIXED

TABLE V

®

Nil
Nil
4, 000,00

15,960 ,00

5,862,00
85000

Nil
2,975.00
Nil
1,816,070
Nil
30,698.00

Hachinery and Equipment (met)10,080,00

Buildings & Improvements 2,270,00
tarting Inventory 9,550,00
Ending Inventory 11,820,00

Total [Fixed 512,350,00

Total Assels $43,0,8,00

1I

AS AT DECEMBER 31, 1964

LIABILY

CURRFIL

Loans Due

Bills Payable

Term Debt
Iaturing Within
One Year

Other (Specify)

Total Current
Liabilities

LONG-TER

e

Long-Term Loans
Total Liability
Net Worth

Total Liabilities
& Net Worth

AS AT DECEIBER 31, 1965

A £
AZSETUS

Current

Cash on Hand
Cash on Deposit
Accounts fleceivable
Inventory
- Livestock held
for sale
- Grain, fodder,
straw, etc,
~ Supplies

Nil
Nil
1, 000,00

21,100,00

55350.00
620,00

Liabilities
Current

Loans Due

Bills Payable

Term Debt Haturing
Within One Year

Other (specify)

Total Current

Liabilities

2/4-3 17}*9

N
i

26,732.00
M1




Table VII (continued)

45
i

0
Securities (larketable) Nil
C.3.V, of life insurance 3,162.00
Prepaid Zxpenses Nil
Co-op Lquity 1,863.00
Cther (specify) Nil
Total Current 36,095,00
Fixed
Fachinery and Bouipment 10, 540,00
Buildings & Improvements 180.00
Starting Inventory  511,820.,00
Inding Inventory $12,000,00
Total Fixed 10,720,00
Total Assets 1,6,815,00
AS AT DECEIVBER

Assets
- .
Lurren

Cash on liand
Cash on Deposit
Accounts Receivable
Inventory
- Livestock held
for sale
- Grain, fodder,
straw, etec,
~ Supplies
Securities (larketable)
C.5.V, of life insurance
Prepaid expenses
Co-op Lguity
Uther (specify)
Total Current
Fixed
lachinery and Sguipment
Buildings & improvenents
Starting Inventory
Bnding Inventory

- AR

Total Fixed

Total Assets

:
Nil
Nil
Nil

37,125, 00

5,520,00
390,00
Nil
3,673.00
Nil
1,972.00
Nil

48,740 .00

9,460.00
150,00
12, 007,00
12,150,00
9,610.00

58,350.00

.
s

AS AT DECEMBIR 31, 1965

T

Long-Ternm
Long-term loans

Total Liability
Net Worth

Total Liabilities
and Net Worth

1966

Liabilities
Current

Loans due

Bills payable

Term debt meturing
within one vear

Total Current
Liabilities

Long-Ternm
Long—term loans
Total liability

Net Worth

Total Liabilities
and et VWorth




125

would receive if he surrendered his life insurance policy.

Prepaid Fxpenses: Prepaid expenses occur in the feeder-cattle

business. A feeder may have determined that it is not economical for
him to grow feed grain on his farm. In this case he would attempt to
purchase his feed by contract from neighboring farmers. The present
nolicy in most areas is to prevay a portion of the feed costs in the
spring before the crop is planted.

Co-ov Equity: Equity in local consumer co-operatives that has

been accumulated by their patrons can be withdrawn for cash or merchandise.

Machinery and Equipment: Machinery and equipment apnear on the

balance sheet at full cost less accumilated devreciation. The method
of depreciation employed is not significant so long as one is consist-
ent. Straight-line depreciation has been used as opnosed to deprecia=-
tion calculated on & reducing balance.

Buildings and Imvrovements: Buildings have little salvage value

in the event of liquidation'and are disregarded for purposes of analysis.
Any new buildings or improvements to existing buildings during the year
are added to fixed assets in the balance sheet for that year. This
total is entered, less accumulated depreciation on the buildings. This
-accounting technique is rather severe for the feeder~-cattle operator
who has a substantial investment in his housing facilities for feed and
livestock.

Loans Due: The item, "loans due", includes all short-term loans.
This is perhavs the single most important item on the balance sheet for

the feed-lot operation under analysis. The cash flow analysis reveals
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that the farmer in question sells his animals every eight months. This
means that he requires credit of a short-term nature. Hence, his cur~
rent liabilities will be high relative to his non-current liabilities.
This phenomenon will adversely affect the qualitative study of key items
using ratios.

Term Debt Maturing Within One Year: This item found under cur-

rent liabilities includes that portion of intermediate-term credit and
long-term mortgages which is due within twelve months of the date on
the balance sheet.

Long-Term Liabilities: This item includes all obligations of the

feeder-cattle operator which are due beyond one year. For example, a
loan for the purchase of machinery and equipment, etc., belongs in long=
term liabilibieg‘aé@,onlyvthe portion due within twelve months is shown
under current‘liégiiiﬁ@ég; |
| Since each ifem 5h the balance sheets has been explained, the

next procedure is td make a comparative study of each year. The quari-
titative relationships of the balance sheet items can best be shown for
such a purpose by presenting them in a summarized form as in Table VIII,
This table illustrates where money has been invested and how it has been
financed. It shows how liquid or tight is the cash position of this Opér=
ation. A comparative analysis serves to reveal weaknesses not easily
recognizable from an individual balance sheet.

The current assets have been increasing steadily over the three
years under consideration. This increase has been reflected by corre-

spondingly higher inventories. The higher inventories result from a
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build-up in the number of animals being fed.

The current liabilities can be analyzed in a similar manner.
Bank loans are higher at the end of each succeeding year reflecting a
heavier inventory of feeders.

A weakness is revealed in the comparative balance sheet by the
net worth or owner's equity. It has decreased sharply since 1964. This
has been caused by a proportionatly greater increase in current liabili-
ties as opposed 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-evaluation of assets., This loss could
be the result of an unfavorable price decline in feeder-cattle at some
earlier period. It is apparent from the comparative balance sheet that
the enternrise has been refinancing the resulting debt with short-term
credit. This would explain why the cattle inventory does not offset the
current loans payable. The above conclusion was drawn after examining
the alternative vossibility, namely, that the farmer had marketed his
animals at a veriod of decline in the market (Table IX). However, this
hypothesis was ruled out when it was discovered that the market had
remained relatively stable during the years under consideration.

In addition to pointing out the above weaknesses, the comparative
balance sheet facilitates the calculation of ratios. A ratio analysis
will be undertaken following an examination of the statement of profit

and loss.
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The Profit and Loss Statement: The second step in analysing the

feeder-cattle records over the past three years was to draw uo a state-
ment of profit and loss (Table X). An item by item examination of this
statement was also conducted. It helps to reveal important amounts,
such as net vrofits, etc.

Receipts: In the feeder-cattle entervrise receipts include

returns from the sale of livestock. The value of the manure associated

with the enterﬁriseﬂisl‘he cost of disposing of it. In other words, it
is given away to anyone who is willing to remove it from the opnerator's

premises,

Ixpenses:

Feeder Cattle Purchased: This item located on an individual Pro-

fit and loss statement is self-exnlanatory. However, under a comnarative
analysis of statements for three succeeding years, valuable information
can be revealed about the farmer's buying behavior.

Hired Labor: The feeder-cattle enterprise under analysis was one

of two enterprises on the farm. Therefore, only that portion of the
hired labor directly anplicable to the feeder-cattle enter-rise was
taken into account. During the neriod May lst to October 3lst inclusive,

only one-third of the hired labor was directly amnlicable to the feeder-

cattle enternrise. However, all the hired labor was charged to the enter-~
prise during the remaining months (Table XXVI).

Supnlements, Salt, Mineral: Since no other livestock enteryprise

existed on the farm excent the feeder-cattle operation, all expenditures

for supolements, salt and mineral were charged to this enternrise.




TABLE X

FEEDER=-CATTLE ENTERPRISE

_ Profit and Loss Statement
For Year Ending December 31, 1966

Receints

Gross from sale of livestock
and livestock nroducts (describe)

January (1)

April (82)

July (3)

Sentember (138)
Subtotal Feeder Cattle

Other, from feeder cattle entervrise

Subtotal, other

Gross receints from feeder cattle
enternrise

Orerating Exnenses

Feeder Livestock Purchased
Hired Labor ’
Suvbnlements, Salt, Mineral
Veterinary & Medicine

Grain, Fodder, Straw, etc.
Other, (incl. grinding feed)
Utilities (enter-~rise share)
Interest :
Insurance (enternrise 'share)
Car, Truck (enternrise share)

Total Cash Operating Expenses

Net Cash Income From Enterprise

$ 62.14
19,627.50

529.55
33,838.78

]
W
]

$38,217.54
2,L07.82
23 371-%:[#3
281.57
22,515,114
1,641.49
327039
1,616.80

22.11

851,057 .97

54,057.97

£9,434.29
(15,376.32)



Table X (continued)

Adjustments For Change In Inventory

_ Feeder
Beginning Inventory Feed Supplies Cattle
Pea Screenings (=) &
Oat & Pea Hay (=) i
Tame Hay | (166T) 2, 500,00
Sileage (158T) 2,370,00
Straw (4800 bales) 480,00

Complete Ration

©5,350,00  $620.00 $21,100, 00

(167)
Ending Inventory ( -)
Pea Screenings ( =) &
Oat & Pea Hay ( =) P
Tame Hay (94T) $1,1410,00
Silage (2007) %3,600,00
Straw 3800 bales § 570,00

Complete Ration ( =) -

#5,580,00  $390,00 $37,125,00

, (297)

Het Change (4, =) A4 230,00 (3230,00)  16,025.00
(16,025,00)

oL A e TY L L] 4
Net Operating Profit SOLE,68
7 — - . kS - ’;\
Allowance For Depreciation > 1,7,8.00
Kachinery & Bouipment . 15994000
Buildings & Other Improvements b51,.,00

Net (Loss) From Operation { 1,099.32)



Ak
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Table X (continued) FOR YEAR

)

tecelubs

opef

{

Gross from sale of livestock

LG DE

and livestock products (describe)

February
April

Hav
RS i

September

Subtotal Feeder Cattle

Cther, from feeder cattle Enterprise

Subtot al, other

T T
R
Jinin S Raiad

Units

(25)
(25)
(54)
(26)
(81)
(27)

Gross Receipts from feeder cattle entervrise

Operating Expenses

Feeder Cattle Purchased
Rired Labor

Supnlements, Salt, Mineral
Veterinary & ledicine
Grain, Fodder, Straw,
Other (incl., grinding
Utilities (enterprise
Interest

Insurance (enterprise share)
Car, Truck (enterprise share)

etc,
feed)
share)

Total Cash Operating Ixpenses

Het Cash Income Fro

terprise

31, 19

6

5




Table X (continued)
Net Cash Income - 01,66L.46

diustments For Change In Inventory

Feeder
Beginning Inventory Feed Supnlies Cattle
b & 5
Pea Screenings (141) 8L7.,00 85,00 15,960,0%
Cat & Pea Hay (AOT) L80.00 (133)15,950.00
Tame Hay (1147T) 1,710.00
Silage (155T) 2,325,00
Straw (6000 bales) 600,00
Complete Ration (2.5 T) 100.00
5,862,000 85.00 15,960,00
onding Inventory
Pea Screenings -
Cat & Pea Hay -
Tame Hay 166 T 2,500,00
Silaze 158 T 2,370.,C0
Straw L8800 bales 480,00
Complete Ration - -
5.350.00 620.,0 231,100,080
(167)21,100.C0
.‘:Mlet Change( ’z’ o ) - 512000 535000 5;1‘{4'0"00
5,163.00
Net Operating Profit 3,4.98.5
Allowance For Depreciation on Capital Items: 1,610.00
Machinery & Equipment 1,060.,00
Buildings and Improvements 550.00
Net Profit I'rom Operation 1,880, 00




Table X (continued) FOR YE/R EIDING DECEMEER 31, 1961

‘rom sale of livestock

Units
Auqust (28)
September (29)
October (29)
Hovenber (57)
December (76)
Subtotal Feeder Cattle (217)

AT
Uniae

Subtotal Other

Gross Receipts From Feeder Cattle IEnterprise

o™

Cperating "penses

Feeder Livestock Purchased

Hired Labor

Sup,lements, Salt, Hinersl
Veterinary & lMedicine

Grain Fodder, Straw, etc.
Other (incl, grinding feed)
Utilities (enterprise share)
Interest

Insurance (enterprise share)
Car, Truck (enterprise share)

Total Cash Operating Expenses

1

Het Cash Income From Interprise

» From Feeder Cattle Enterprise (de

i, T15.00
5, 577.00
5,73L,00

11.,396.00

15,406.00

13,030,00

@ 000800000000

o]
O~
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Table X (continued)

AdJjustments For Change In Inventory:

@

seginning

Inventory
Oat & Pea Hay (26T) 312.00
Tame Hay (20T)1,200,00
Silage (117T)1,40L .00
Straw (5000 bales) 500,00
Znding
Inventory
Pea Screenings(16T) 6,7.00
Oat & Pea Hay (40T) L480.00
Tame Hay (llhT)l,?l0,00
Silage (155T)2, 325,00
Straw (6000 bales)  600.00
Conplete

ration

(2,5T) 100,00
(719")

Net Change

Net Operating Loss
Allowance For Depreciation

ilachinery & Equipment
Buildings & Other Improvements

et Loss From Operation

Peed

Net Cash Incone

Sunilies Foer

W

3,4156.00

5, 862,00

2, 4,6,00

i

35,00

85,00

(133)

, 50,00
6,8L4.)

978.00
283.00

{ 9,340.00)

$52,290,51

1,261,00

551,51

(S8
“»
U
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Veterinary Services and Medicine: Again, since no other live-

stock enterprise existed on the farm, this permitted an easy allocation

of these expenses.

Grain, Fodder, Straw, etc.: Grain, fodder and straw which was

obtained from the grain-farming enterprise was purchased from that enter-
prise. The purchase price was determined by the cost of similar fesd on
the market. Since the feeder-cattle overator purchased a significant
amount of his feed, these prices were readily available (Table XI).

Other Feed Expenses (including erinding): This item refers to

costs incurred by the feed-lot operator for the processing of his feed-
grain.

Utilities (entervrise share): An allocation of one-third of %he

vaiue shown pertains to the farm house. During the months of November,
December, January, February, May and July the remaining two-thirds of
the utility bills were allocated to the feeder-cattle enterprise. Hydro
was employed for lighting the feedlot and heating the water facilities
during the winter months. The telephone was used for numerous calls
involved in ordering feed, veterinary supplies etc. There was an allo-
cation of two-thirds of the non-personal portion of the bills during
March, April and June, due to a portion of the hydro expenses being used
up by the grain-farming enterprise for augering gréin. This allocation
decreased to one-third of the non-personal portion during August, Sept-
ember and October when the harvest was taking nlace (Table XXVI).

Interest (enternrise share): A portion of the interest charges

for the year are directly applicable to the feeder-cattle entervrise.




13%

TABLE XI
FEEDFR-CATTLE ENTERPRISE
GRAIN, FODDER, ETC. FED TO FEEDER-CATTLE

PURCHASED FROM GRAIN-FARMING ENTERPRISE

1964,

Yheat - 1409 @ 1,38/bus, 1,944,042
Oats - Nil Nil
Oat & Pea Hay 26T @ $12.00/T 1,92.00
Tame Hay 100T, @ $15,00/T 1,500,00
Silage 195T, © $12,00/T 2,340,00
4000 bales @ 20¢ €00.,00
Straw 40Tons @ 55,00 200,00
7,276,142

1965
Vheat 4841 @ $1,50 7,261, 50
Oats - Nil Nil
Oat & Pea HaJ'4OT -ml? 00 480,00
Tame Hay 120,5T. @ ¢ 1,807.50
Silage‘l55Tm@ 2,325.00
Straw 6<OO Bales 1,200,00
12, 608.00

1966
Wheat 54916 $1,33 7,303.03
Oats 6481 @ ,55 3,564.,55
Oat & Pea Hay - Nil Nil
Tame Hay 205T @ $15,00/T 3,075,00
Silage 147T, @ §12. 00/T 2,205,00
Straw 6154 bales @ 20¢ 1,230.80
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This is a result of short-term credit for the purchase of the catile ang
intermediate-term credit for the purchase of livestock, machinery and
equipment. The mortgage and intermediate-term credit applicsble to the
grain-farming enterprise was excluded.

Insurance (enterprise share): The figures shown relate to the

insurance taken out on the cattle purchased and on buildings directly

related to the feeder-cattle entervrise.

Car and Truck (entervorise share): In this instance the truck

expenses were not allocated to the feeder-cattle enterprise. The farmer
revorted that the cattle and feed were custom-hauled. He estimated that
approximately 10 per cent of the non-personal car expenses could be
attributed to the enterprise (Table XXVI).

Depreciation. Allowance: Depreciation on buildings used for the

housing of feedéf465£tiéfand their feed supplies was calculated on a
straight line basis allowed for tax purposes. The depreciation of the

livestock machinery and equipment was reckoned in a similar manner.

A comparative profit and loss statement enables one to make a
meaningful interpretaion of the quantitative relationships on the state-
ment. In addition, it provides ratios for subsequent analysis.

Along with the operating or profit and loss figures for the cur-
rent year the corresnonding figures for the vrevious two years have been
shown (Table XII). It is questionable whether one can justify the ex-
istence of an operation which shows a net loss, in two of three years.

The farmer feels his feeder-cattle overation is justified for the




TABLE XII

FEEDER-CATTLE ENTERPRISE

COMPARATIVE STATEMENT OF PROFIT AND LOSS

1964 TO 1966 INCLUSIVE

Receints

Gross Receints From
Sale of Livestock

Exnenditures

Net Cash Income

Adjustment For Net
Change in Inventory

Net Operating Profit
Allowance For Denreciation

Net Profit

1961
%
43,030.00
38,477.00

L3553.00

(6,8L4.00)
(2,291.00)

1,261.00

(3,552.00)

i_J
NG
N
\ 1

£

57,271,060
58,935.00
(1,664.00)

5,143.00
3,498.00
1,610.00

1,888.00

1.0

1944
—_—

51,,058,00
69, 434,00
(15,274.00)

16,025.,00
649.C0
ls 714—80 OO

(1,099.00)
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following reasons:

1

1. It vermits him to employ a hired man on a yearly basis. This
is important because seasonal farm labor is difficult +o
find. His lucrative grain-farming enterprise reflects a
capable hired man.

Legd)

2. It allows him a market for his feed grain. This is particu-
larly important in years of huge surpluses which were experi-
enced in the 1950's,

Ratios are still another useful tool of analysis, which could be
used, esnecially when they are comvared with those of other years, and
other feeder-cattle enterorises. The danger of using ratios is that
they tend to be inflexible. Further interpretation than a voor ratio
should be made before terming a business situation as "unfavorable®,

The most common ratio used is the current ratio which gives
some indication of the current credit strength of the business. The
current ratio for the feeder-cattle enterprise being analysed was only
slightly better than 1 : 1 ratio (Table XIII). The accepted standard
among financial circles is 8 2 : 1 ratio. A ratio of 2 : 1 gives the
credit institution a margin of safety if current assets were liquidated
‘in order to meet current liabilities.,

Another ratio that is useful in determining the condition of the
business is the debt to net worth ratio. In effect it is a ratioc of
total liabilities to tangible net worth. When the relationship exceeds
100 per cent or the ratio is greater than 1 : 1, the equity of the cre-
@itors in the assets of the farm exceeds that of the owner., This situ-

ation is nét too eritical as long as the credit institution has confi-

dence in the farmer's managerial ability.



arp
o]

3

I

v

(o)

BUTEE
ip

T
LYS5

i3
i

iy i

AoLE XITX
ATTL

{

m
L
i3—C

BN'A)

TIC

FELDER
RA

w
[}
i

b

s 4

1i

1.9
jORN

1,‘.'}‘ Y

21 L

Gy

o]
o
i)

©
jas

o

!

035
(51

V4
35,095
12,1

SO
DO
Qi
'
RIS
Al
I
[}
@
o
ad
o]
i
ord
Ee!
aj
o
ok
s
d]
<
gl
v} NI
Of &«
T
W0
Eia ) i)
ot @
E-tfn
I
C
J2
[49]
o
o
o ..—g
o
S-HIT
&0
o

O - 5




143

The ratio of current liabilities to net worth shows the current
debt burden and indicates the extent to which the feeder-cattle enter-
prise denends unon the credit institutions to carry on operations.
Ordinarily, a farm business is having difficulty when this relationship
exceeds 80 per cent. A ratio of 2 ¢ 3 is considered to be the point at
which most creditors will use extreme caution.

The ratios which have been discussed represent three of numerous
useful ratios. Other ratios which could be employed include:

1. Ratio of profit to total assets.

2. Ratio of livestock sales to net worth. This ratio gives a
measure of the relative turnover of invested capital.

3. Ratio of net nrofit to net livestock sales,

4. Ratio of net vrofit to net worth.

The Cash Flow Analysis

The monthly cash flow analysis of the feeder-cattle enterrrise
allows the farmer and the banker to assess when funds are needed to
finance the enterorise and to determine when income is available to
repay the borrowings (Table XIV). On the basis of a cash flow analysis
of past records, the farmer is now in a position to make projections of
cash inflows and outflows for the coming production period (Table XIV).
In addition, the monthly cash flow forces the farmer to give close
attention to his business, facilitating better control and direction of
. his overation. It ensures minimum waste and maximum efficiency.

For example, from the 1964 cash flow sheet it is observed that
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he purchased his fé@@éf?iin Novembére The 1965 cash flow sheet reveals
that he sold this lot in June of that year. Similarly, he purchased
new feeders in Jamuary of 1965 which he sold in August of the same year.
The indication is that he keeps his animals on feed for eight months.
This type of information is invalusble to the banker and is typical of
what can be learned from such an analysis.

This concludes the analysis of the feeder-cattle enterprise.
However, before leaving the subject of financing feeder-cattle, it is
necessary to examine how the commercial feedlot could be financed in the
future. A c¢lose study of the method whereby today's grain trade is
financed will reveal interesting similarities between it and the busi-

ness of feeder-cattle.

FINANCING OF THE GRAIN TRADE

An examination is made of the financing of wheat, oats, and bar=
ley which are under the control of the Canadian Wheat Board.

Upon delivery of grain to the line elevator, producers are paid
by the elevator company the initial rate set by the Board. The agree-
ment between the Board and the companies authorizes the lattier to pledge
the grain as security for bank loans to finance the payments made to
producers. At this stage all bank borrowings with respect to the fore-
going are secured under section 88 of the Bank Act.

The grain is shinved by the elevator companies from the Prairie
Provinces by rail to terminals at the Lakehead, Churchill or the Pacific

Coast. While the grain is in transit it is secured by rail bills of
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lading. The banks' position in this stage is covered by the security
provided for under Section 88.

Upon delivery of the grain to the Lakehead terminal the banks'
legal basis for security shifts from Section 88 to Section 86 under the
Bank Act. The grain comnany surrenders the rail bills for terminal
warehouse receipts.

In the lakehead terminal position, the Canadian Wheat Board ac-
quires physical control of the grain. The grain comvany that has deli-
vered the grain has three days after delivery to present the relative
warehouse receipts (fully registered) to the Canadian Wheat Board.
Funds received from the Board are available for repayment or reduction
of Section 88 bank loans. The Canadian Wheat Board will endorse the
warehouse receiots over to the purchasing grain company (if an immediate
sale is possible) unon receiving vayment for the grain. The purchasing
grain comnany will.in’turn deposit the warehouse receipts with the Lake
Shippers ClearangeéASSbciation, providing the company does not resell
the grain. Uﬁoﬁ‘iSlen_iihe graih5at the Lakehead, the warehouse re-
ceiptsvare turned oiefféé the terminals. In return for the Lakehead
Terminal Warehouse Receints the shipping grain commany receives lake
bills of lading. The banks, in order to remain in a secured wosition
throughout, obtain the lake bills of lading and hyéothecate them as
security under Section 86 of the Bank Act. Lake bills hyvnothecated to
the banks are usually forwarded to their Montreal offices to be avail=-
able for delivery unon sale of the grain. When the grain is sold out

of the Eastern terminals, the lake bills must be surrendered to the
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terminals to get delivery of the grain. In return the seller obtains
Ocean Bills of Lading which he surrenders to the purchaser against pay-
ment. The payment is usually a Letter of Credit established by the

purchaser with a Canadian Bank.

FIELD WAREHOUSING

Under the present system of financing it is conceivable that‘th@
commercial banks in Canada would be willing to lend up to 65 per cent of
the value of the cattle, nothing on feed. However, by the technique of
warehousing we would estimate a line of credit could be established to
80 to 90 ver cent of the value of the cattle, 70 to 80 per cent of the
value of the feed. This type of financing would be varticularily imvorte
ant to the large commercial feeder who has limited working capital, is
expanding rapidly and does not have sufficient financial strength to
surport the large credit accommodations necessary for his orerations.

It would apvear the banks could advance to these managers more credit
on their inventories if they were warehousing.

Field warehousing consists of securing collateral for additional
financing by means of warehouse receipts. Canadian banks would be able
to hypothecate security under Section 86 of the Bank Act rather than take
a chattel mortgage. In feedlot financing the chief advantages of ware-
housing are the following:

1. Borrowing nower is usually much greater when warehouse
receipts are used.
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2, Field warehousing provides an orderly, systematic, and con-
tinuous financing nrogram. In addlition it has more flexi-
bility, since a nayment against the loan is required when
warehoused merchandise is released, so that the loan is
reduced at the same rate as the inventory. When stocks are
built uvn, the warshouse receipts issued to cover this in-
crease provide the additional working canital at the same
time it is needed to vnrocess the larger inventory.

3. Warehouse receipts can also be issued to cover vroducts used
in the manufacture of feed. This enables the feedlot oper-
ator to take advantage of large lot discounts and make
advantageous nurchases at lower vrices. In addition, field
warehousing relieves the burden which feed inventories, that
are temyorarily high, immose on operators. It can even be
used to cover manure, accumulated during winter months and
held for sale to nearby farmers.

The warehouségrééeipt has five principal advantages over the

conventional chattel mortgage.

a) With warehouse receipts, acknowledgement before a notary
public and recording is not necessary. In contrast, with chattel mort-
gages signatures must be sworn to before a notary and documenits must be
recorded for wrotection against other creditors.

b) Possession and control of goods covered by a warehouse receipnt
lie in a disinterested third party--the warehousemen. Alternatively,
goods covered by a chattel mortgage remain in 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.

¢) Any vproperty covered by a warehouse receipt and under vledge
can be sold without reference to bankruptcy court. Sale of it cannot be
restrained except by showing that the sale would dissipate the equity in

the goods. However, in bankruptcy, goods secured by a chattel mortgage

automatically come under the Jurisdiction of the bankruptcy court, and
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some delay may result from such action.

d) warehouse_receipts can be rediscounted. Loans secured by
chattel mortgages are not eligible for rediscount unless sunported by a
finencial statement and vroof that funds are to be used for agriculturai
or commercial purposes.

e) Warehouse receipts are negoviable anywhere and non-negotiable
warehouse receipts may be transferred by assignment. Chattel mortgages
lack the quality of being negotiable.

From an operating standpoint, field warehousing for cattle feed-
lots would be installed in much the same manner as they would be for

other commodities, of which grain is an excellent example.

HOW CANADIAN FEEDLOT OPERATIONS COULD BE FINANCED IN THE FUTURE

The commodities futures market has been extended to include a
beef futures market in Chicago. After intensive research it appears
that this develorment will be the precedent of a more consequential
innovation in the feeder cattle enterovrise, namely field warehousing.

Under the technique of field warehousing the lender has the secur-
ity of (1) the collateral c&vered by the receipts issued; (2) the integ-
.1ty and financial worth of the field warchouse company involved; and
(3) the bond and insurance coverage maintained by the field warehouse
companies.

Essentially, three parties would be involved in field warchous-

ing: the banker, the feeder and the warehouse comnmany. The warehouse
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company could be one that is already in existence or a Canadian commany

could establish such a business in this area. For examole, a feed com-

pany would be in an excellent vosition to exmand in this manner. Most

feed companies nossess personnel trained in agriculture,

The vrocedure for setting uv a field warehouse would be as

follows:

1.

5.

The first step for the oroducer in setting up a field ware-
house on his nroperty would be %o avply for a line of credit
through a "farm management loan"™ with the bank. It is then
un to the bank to set the limit on credit, to designate the
percentage to be loaned against cost of inventory and to set
the rate of interest to be charged. It is conceivable that
with a warehouse commany securing the loan, a bank could in-
crease the limit on a customer's line of credit. They could
loan a greater percentage of the inventory value.

The Lawrence Warehouse Comvany, Chicago, Illinois, renort a
lack of vnarticination by Canadian public warehouses in field
warehousing. However, the former enjoy a small volume of
Canadian business and overate a number of field warehouse
locations in Canada. It anpears anxious to0 exvpand their one
erations by assisting the financing of livestock through the
use of Lawrence warehouse receiots.

A lease is vrepared between the feedlot omeration and the
warehouse company covering the corral area and/or feed
storage facilities which will contain the commodities to be
covered by a warehouse receint later on. This lease would
be nrepared on a month-to-month basis, and may be cancelled
by either party uvon giving 30 days' notice, providing there
are no outstanding warehouse receints at the moment.

Some method must be devised by the warehouse commany to serve
notice to the public of the establishment of a warehouse and
hynothecation of the inventory contained therein.

Watchmen must be hired by the warehouse company to comoly
with the regulation of a twenty=-four hour bonded service that
the warehouse must have.

A warehouse manager would be resvonsible for matters relating
to the receiving of commodities into or making delivery from
the warehouse,
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6. Warehouse receints are issued by the manager as requested
by the owner of the feedlot covering cattle and/or feed which
has been received into the leased warehouse area. The ware-
house receints should contain all pertinent information
necessary for the continuous nositive identification of the
cattle or feed being warehoused. Thils would normally ine
clude number of head, full description of commodity, number
assigned to lot, average weight of each animal in the lot,
number of corral into which they have been derosited, value
ner head (based on average weight and price paid) and total
extended value of lot.

7. The warehouse receipt is then signed by the warehouse man-
ager. Thereunon it is delivered to the bank to be hyoothe-
cated as security under Section 86 of the Bank Act. Sub-
sequently, the feeder is granted a loan on the basis of this
collateral.

8. Once the warehouse receivt has been issued, the warehouse
comnany must deal with the bank as to when and how deliveries
are made.

There is an excellent potential for growth in the size of the
feeder cattle industry. The financial advantages of waréiousing make it
an area of great notential for any enterprising Canadian commany.

Changes taking place in the livestock industry--the develovpment
of the commercial feedlot, étc.--make it immerative for banks to tailor
their credit to the needs of the industry. The "farm management loan™
outlined is suitable for adootion by such a commercial overation.

Being secured by warehouse receipts, it apnears to be a highly profit-
“able loan, easy to administer and one which would be welcome to a bank's

loan portfolio. In addition, it is secured by self-liquidating

collateral.
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THE GRAIN-FARMING ENTERPRISE

Nature of the Industry

Study 6f the location of grain producing areas in Canada indi-
cates that certain regions tend to specialize in certain crops. The
wheat producing area of the vast Western Prairies, the specialty crops
of the Pembina Triangle in Manitoba, the tobacco crops in Ontarioc and
the dairy farms of Quebec and the Maritimes are all examples of this
regional specialization. However, within each region, a variety of crops
are grown. Although the Prairie region is famous for growing wheat, such
crops as barley, oats, rye, and rapeseed are also produced on a commercial
basis.

The principal physical factors affecting the location of production
include the soil, the climate and the tonography. Blological factors such
as insects, plant diseases and weeds also affect the location of grain
cIrops.

Economic considerations influence the location of grain crops. A
demand must exist so that the crop will be taken from the market. In
this connection, the huge wheat sales to the Communist Countries have
played a major role in expanding wheat production on the Prairies in re-
cent years (Table XV). Relative prices and costs reflect economic forces
at play.

In vlanning his cropping orogram, the individual farmer is inter-
ested in the trends of national production, only as they affect the vrices
he is likely to receive for his crovs. More snecifically, he is inter-~
ested in the amount of labor and other cost factors needed by different

crops under conditions prevailing in his locality. The principles of
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production discussed in Chapter IV apply when making cropning decisions.,

Land and equipment dominate the fixed costs in the g?ainmfarming
enterorise. The only building costs are those incurred for grain stor-
age facilities and the housing of cropoing machinery. Equipment costs
include depreciation and an investment outlay.

The important variable costs associated with this enterprise
include fertilizer, seed, herbicides, pesticides, labor repairs, fuel,
oil, gas, and electricity.

As previously stated, the grain-farming enterprise can best util-
ize a cash flow analysis which employs a seasonal planning period. How-
ever, before proceeding with this analysis, individual attention will be
given to the financing of farm equipment. It warrants this special con-
sideration because farmers® total investment in machinery has been second
only to the value of their real estate. Mechanized farms are the con-

sequence of rapid increases in agricultural technology.

Farm Equivment Financing

The nature of farm equipment indicates that it involves inter-
mediate-term credit. In Canada, intermediate and short-term financing
is supplied by the banks to farmers mainly under two plans, the Farm
Improvement Loans Act and ordinary bank loans. Thé Farm Improvement
Loans have been used by farmers orimarily for the purchase of farm
machinery (Anpendix C). The amount of credit outstanding under this

Act increased from $341,000,000 in 1964 to $459,000,000 in 1965 (Table 1v).
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Over 75 per cent pfféii;lpans were fér farm machinery, equipment and
trucks. In the pef{édfiéAS to 1941, 8L ver cent of the amount loaned
under the Farﬁ Imnrovement Loans Act was used for the purchase of farm
machinery. Farm equipment financing should be attractive to the banks,
for machinery is an income-producing asset. Moreover, it is relatively
standard in character, is repossessible, and resaleable.

The principal comnlaint with existing sources of farm equipment
financing is that they fail to meet farmers' requirements in regard to
the method by which equipment is financed. Since farm machinery is an
income-producing asset, farmers wish to revay a loan for its purchase
as this income is forthcoming. For example, it is undesirable to have
a credit institution grant short term credit for the purchase of capital
equipment. In addition, a repayment period of five years is unrealistic
when the equipment purchased has an estimated life of fifteen years.
Credit practices of this nature reflect a failure of public and private
financial institutions to interpret the needs of agriculture.

In the purchase of farm machinery, the farmer is faced with
deciding whether his investment is worthwhile in terms of benefits to
be expected. This is comnlicated because the expected benefits accrue
over several years. Hence, he must emnloy capital budgeting to deter-
mine whether his anticipated investment will prove'profitable.

The discounted cash flow method can be used to facilitate canital
budgeting. It is necessary to take into consideration the cash gain

from the use of the machine over its estimated life and discount the net

gain for each year back to the nresent. Upon the comnletion of such a
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cash flow, the farmer should take it to his banker. The banker can
determine from the cash flow sheet the debi-paying capacity of the
borrower toward the vwurchase of the machine. Loan amortization schedules
have been established to reflect annual payments designed to extend over
the nroductive life of the asset (Table XVI). Ideally, the annual loan
payment for the purchase of a machine should be the depreciation on the
machine plus interest. However, since thelfinancial institubions prefer
equal annual payments the loan was amortized over ten years. This re=-
payment schedule is realistic in that the value of the machine is greater
than the outstanding value of the loan at every period. Security for the
loan is established through a chattel mortgage on the machine to be
purchased. However, although the matter of security is important, prim-
ary emohasis for the loan should be on the productivity of its nroceeds,

that is, the additional income that the new asset will add to the business,

Analysing a Grain-Farming Fnterprise

The grain-farming operation which was analysed is the major enter-
prise of a member in the Carman District Farm Business Association. In
addition to this enterprise, he had a cattle and hog overation. An
analysis of his business consisted of an item by item analysis, a com-
parative statement analysis and a ratio analysis of his financial state-
ment. The financial statement which was drafted consisted of a balance
sheet and a statement of profit and loss. A cash flow analysis of his
records for 1963 - 1965 inclusively, was completed. A projection of the

cash flows for the 1946 production period was made on the basis of this



TABLE XVI
GRAIN-FARMING ENTERPRISE
FARE EQUIPMENT FINANCING

AMORTIZATION AND DEPRECIATION SCHEDULE

Ttem: Combine Total Cost: $12,950,46 Credit: $10,000,00
Source of Credit: F.I,L. Amortization Period: 10 Years
Rate of Interest: 5% Depreciation Period: 15 Years

LOAN AMORTIZATION SCHEDULE

Year Princinal Interest Balance
» B 5
1 795.05 500,00 9,204,95
2 834.80 460,25 8,370.15
3 276,51, 418,51 7,493.61
L 920.37 374.68 £, 573,21
5 966,39 328,66 5,606.85
6 1,014.71 280,31 Ly 592,11
7 1,065‘0[}’[# ?29061 3) 52/070
8 1,118.71 176,31 2,5,07.99
9 1,174.65 120.40 1,233.3L
10 1,233.38 Nil -
DEPRECIATION SCHEDULR
Year Amount Balance Year  Amount Balance Yesr Amount Balance
ik an A% AN 25 A
59 W W P 5 w
1 670,00  9,330,00 7 670,00 5,310,00 13 670,00 1,290,00
2 670,00  8,660,00 g 670,00 4,640,00 1L 670,00 620,00
3 670,00 7,999.00 9 670.00 3,970.00 15  670.00 g
4 670.00  7,320,00 10 670,00  3,300.00
5 670,00 6,650,00 11 670,00 2,630,00
6 670.00  5,980.00 12 670,00 1,960,00
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analysis. Finally, the actual figures for this period were obtained and

a comparison was made.

The Balance Sheet: The initial stevo in analysing a grain-farming

enterprise was to comnose a balance sheet (Table XVII). The techniques
of analysis in this enterprise are similar in many ways to methods used
in the analysis of the feeder-cattle 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 effect on the financial statements of the business. t 1s imvortant
that a conservative estimate be placed on the land to guard against in-
flated land orices. The farm under analysis was valued at $54.00 per
acre in 1953 and this figure was reassessed at $100.00 per acre in 1964,
1965 and 1966. The land was significantly under-valued at the former
price. The new price of $100.00 an acre is a conservative estimate of
the land value in this area of Manitoba. Similar land in the area has
been sold for $150 to $200 ver acre.

The comparative analysis of the balance sheets for the production
periods in question allows one to make certain observations (Table XVIII).

The current assets have been increasing steadily over the three
years examined. This was mainly attributed to an increasing inventory
of grain.

The farmer's investment in fixed assets far exceed the amount
financed by long term sources of money. This is a desirable situation

from the lender's point of view. The total value of the fixed assets




Assets
Current

Cash on hand
Cash on deposit
Accounts Recelvable
Inventory

- crops neld for

sale and feed

-~ supplies

- improvements

~ fertilizer

-~ small tools

Securities(Marketable)
C.5,V, of life insurance

Prepald Expenses
Total Current
Fixed

Machinery and Bquipment

(Net)

Buildings & Improvements

Starting inventory
Ending Inventory
Farm L and
Total Fixed
Total Assets

Assets
Current

Cash on hand
Cash on deposit
Accounbts recelvable
~Inventory
- croos held for
sale and feed

— supplies

- dlmprovements

—~ fertilizer

- - small tools

TANCT SUTET
BALARCE SHEZ

AS AT DECELBER 31, 1963

Nil
Nil
Nil

6,970.00
15.00
100,00
Nil
98.00
Nil
2,050.00
N3l

9,233.0C

L, 64,6.00
485,00
560.00
1,045,00
30,000,00
35,223.00
Ly 1,56 ,00

L’)
1%
E’___g

DECTIB

Nil
Nil
Nil

8,738.00
15.00
115.00
486,00
146.00

Tiabilities
Current

Loans due

Bills payable

Term debt maturing
within one year

Total current
Liabilities

Long-term

lortgmage on
Farm Real Lstate

Intermediate-Tern

Loans
Other (specify)
Total Lonz-Term
Total Liability
Net Worth
Total Liabllity
and Net Worth

R 31, 1964
Liabilities
Current

Loans due

Bills payable

m B 1 .

Term debt maturlng
within one year
ther (specify)

m 1

LTotal Current
Liabilities

Long-Term
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2,210.00
Wil
17,278.00
20,072.00
2L, 384,00

Ll 456,00

2,775,000
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Table XVII (continued) AS A

Securities (marketable)
C.5,V, of life insurance
Prepald expenscs
Total current
Fixed

Machinery and Equipment(Net)
Buildings and improveménts

- Starting Inventory

— Ending Inventory
Farmland
Other (specify)
Total Fixed
Yotal Assets

Assebs
Current

Cash on hand
Cash on deposit

dccounts recelvable
Inventory

— crops held for

sale and feed

- supplies

- improvements

‘— fertilizer

-~ small tocls
Securitics (Marketable)
C.5.,V, of life insurance
Prepaid Sxpenses
Total current

Fixed .

Fachinery and Equipment(net)
Bulldings and improvements

~gtarting inventory
. =ending inventory
Farmland

Other (speci fy)
Total TFixed
Total Assets

518.00
2,950.00
Nil

'12,948.00

11, 541,00
~50,02
1,045,00
1,095.00
56,000.00
Nil
67,491.,00
80, 459,00

Mortgzace on Farm

(S aggen )

real estate

Intermediate-term
Loans
Other (specify)
Totsl Long-Term
Total Liability
Net Worth

Total Liability
and Net: Worth

AS AT DECEIBER 31, 1965

Nil
il
374,00

12,792.00
20.00
100,00
Nil
163,00
45,00
2,700.00
Nil
16,694,00

31,9L9.00
-50,00

56,000, 00
Nil
87,899.00

104, 593,00

Liabilities
Current

Loans due

Bills payable

Term debt matwring
within one year
other (specify)

Total current
liabilities

T o Y}
Long-Tern

Mortgage on farm
real estate

Intermediate-term
loans

Other (specify)

Total long-term

Total liability

Net Worth

Total Liability
and Net Worth

164

12,763.00

1,740.00

Nl
14,503.00
17,277.00
63,1.82.00

80,459 .00

1,207.,00
Wil

19,00L.00
85,189,00

104, 593.00
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has been increasing. The cause of the increase 1s the value of machinery
which more than offset ﬁhe depreciation. The value of the land which
almost doubled between 1963 and 1964, can be attributed to capital gain.
It is particularly large due to an extreme under-evaluation of the land
prior to 1963.

Current assets have increased relative to current liabilities.
This situation can be interpreted to mean that the farmer is moving into
a more liquid cash position. Another excellent sign of the business!

heslth is the net worth. It has increased in amount every year.

The Profit and Loss Statement: The second step in analysing the

grain-farming records was to contruct a statement of profit and loss.
(Table XIX)

An item by item examination of the statement will be carried out.
Only items not described under the feeder-cattle analysis will be dis-

cussed.

Receints: Miscallaneous crop receipts include any payment such
as wheat board payments, patronage payments, ebtc., received by the

operator.

Car and Truck (enterprise share): All of the truck expenses were

attributed to the grain-farming entervrise. Of the non-personal car

exoenses, ninety per cent were atiributed to this entervrise (Table XXIX).

Insurance: This item includes fire, casualty, hail, and crop in-
surance. The inclusion of the latter in 1965 caused this exvenditure

item to increase sharply.
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TABLE XIX
GRAIN-FARMING ENTERPRISE

STATEMENT OF PROFIT AND LOSS
FOR YEAR ENDING DECEMBER 31, 1963

Receipts

Gross from sale of crovs (describe)

Quarters
March 81,5044.77 81,544.77
April | 47.C0 ) 415.00
June 368‘OO %
iy | 580,92 )
August 357.18 ; 2,862.91
Septerber 1,924,.84 % |
October | 1,021,05 )
November - 915.37 % 2,418.02
December 481.60 %
Subtotal Crops $7,24,0.93
Other from enternrise (describe)
Misc. croo receints 1Q $ 90L.69
C.W.B. payments, etc. AQ -
3Q 4,21.00
19 208.82

$1,534.51

Gross Receipts from Grain-farming enterprise - $8,775.24
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$3,618.00

Exnenses
Hired Labor $ 8L3.50
Fertilizer & herbicides 1,355.26
Seed Purchased 387.00
Machine hire 9.00
Gasoline, fuel, oil 812.35
Repairs--machinery L,96 .64
Renairs--buildings 586,90
Car, truck, etc. 219,50
Utilities (enternrise share) 37.68
Taxes 1,040.17
Insurance 45.80
Interest 1,115.04
Small tools 299.26
Other Nil
Total Cash Expenses $7,2A8.10
Net Cash Income from Operation $1,507,.1L
Adjustments For Change in Inventory
Beginning Inventory: Small
Grain Suvplies  Impr. Fert., Tools
Wheat ( 1400 bus.)  $1,750.
Oats : ( 1500 bus.) 700.
Seed (50 bus.) 50.
" Flax ( 40 bus.) 120,
Forage Seed (14000 1bs.) 700,
$3,320. $150.00 $55.00 $Nil  $40.00
Ending Inventory
Wheat ( 2219 bus.) $3,550.
Oats ( 3950 bus.) 2,170
Flax ( 40O bus.) 1,200,
Sweet Clover ( =-Nile- ) -
Forage Seed ( 1000 1bs.) 50,
$6,970. 15.00  $100.00 #Nil  $98.C0
Net Change ( £, - ) $3,650. ($135.00) - § 45.00 $58.00
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Table XIX (continued)

Net Overating Profit ' $5,125.14
Allowance for Depreciation

Machinery & Equipment $1,520,00
Buildings & Other Improvements 60,00 1,580.00

Net Profit From Operation $3,545.14



Table XI{ (continued) FOR

Receints
Gross from sale of crops (describe)

January
February
dMarch
April

J ul,‘,’
August
Sertember
October
November
December

Subtotal Crops

Other from enterprise (describe)

31,671.50
1,049.63
1,009.65

23154
305.32
1,009.20
1,129.73
92.67
2,315,88
302,31

12,117.33

Gross Receipts from grain-farming enterprise

Expenses

" Hired Labor

Fertilizer & Herhicides
Seed Purchased
Machine Hire
Gasoline, Fuel, 0Oil
Repairs - hachinery
Repairs - Buildings
Car, Truck, etc, (¥arm Share)
Utilities (Farm Share)
Texes
Insurance
Farm Interest
Small Tools
Cther

Total Cash Ixpenses

Net Cash Income Irom Operation

398, 50
2,427.74
595,35
301,93
623.98
750.88
876,18
617,62
13,46
1,040.71
153.45
1,041.00
310,63
Nil

5, 211.13

YEAR EXDIHG DECEMBER 31, 1964

$12,117.33

52,90

7
A

e ¥

20

170
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Net Cash Income $2,9054.20
Adjustments For Change In Inventory:
‘ Improve-  Ferti- Small
Beginning Inventory Grain Supplies ments lizer Tools
Wheat . (2219 bus.) $3,550.00
Oats (3950 bus.) 2,170.00
Flax (-.400 bus.) 1,200,00
Sweet Clover ( -Nil- ) -
Forage Seed (1000 lbs,) 50,00
$6,970.00  $15.00 $100.00  Nil $98,00
Ending Inventory
Wheat (4600 bus.) $5,888.00
Oats (5400 bus.) 2,700.00
Flax (  =Nil- ) -
Sweet Clover (3000 lbs.) 150,00
$8,738.00 $15.00 $115.00 $486.00  $146.00
Net Change ( £, - ) $2,0648,00 - $ 15.00 $486.00 & 48.00
$2,617,00
Net Overating Profit $5,523.20
Allowance For Depreciation
Machinery & Equivment $1,478.00

Buildings & Other Equivment

Net Profit From Operation

35,00

$1,713.00
$3,810.20
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Tatle XIX (continued) FOR YEAR ENDING DECHIBER 31, 1965

(D

eints

Gross From Sale of Crops (describe)
Onarters

January 566,12 )
February 376.32 ) 1,103,569
Harch 161.25 )
Hay 18.24 )
June 1,296.47 ) 1,314.71
July 2 071.89 )
August 1,2ao,oo ) 5,509.40
September 2,197,5L1 )
October 1,286.05 )
Novenber 914,80 ) 3,183,61
December 982,76 ) :
Subtotal Crops
Other From Enterprise (describe)
Mfisc. Crop -
Receints 12 1,024.,36
~C.W,B, 20 67 .00
Payments, 3 343,70
ete, JAS) 618,80
Gross Receints From Grain-Farming
Enterprise 13,165.27
FEAPTNSE
Hired Labor 1,151,50
Fertilizer & Herbicides 2,070.30
Seed Purchased 565,25
tachine - Hire 14,00
Gasoline, Fuel, Cil 595.70
Kkepairs - Machinery 504,30
Repairs - Buildings 7oL LT
Car, Truck, etc, l,)56,93
Uthltles (Bamﬂ Share ) 62,55
Taxes - 1,000,410
Insurance 142,51
Interest . 935.00
Small Tools 272,66
Cther Nil
TOTAL CASH TXPENSES 9,964,782

Net Cas1 Inco ) sration" ‘ 5_ o i 3,200,49
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Table XIX (continued) $3,200,49
Beginning Inventory Imorovees Ferti-  Small
Grain Suvplies ments lizer Tools
Wheat (4600 bus.) $ 5,888.00
Oats (5400 bus.).  2,700,00
Flax ceNiT- ) 3 -
Sweet Clover (3000:1bs.). - 150,00
St $08,738.00  $15.00  $115.00 $486.00 $146.00
Ending Inventory
Wheat (5600 bus.) $ 4,720.00
Wheat (Seed) ( 20 bus.) 77.00
Oats (6000 bus.) 3,000,00
Flax ( 864 bus.) 2,381.00
Rapeseed ( 292 bus.) 584,00
Sweet Clover ( 600 1lbs.) 30,00
$12,792.00 $ 20.00 $100.00  Nil  $163.00
Net Change ( #£, = ) $ 4,054.,00 5.00 ($ 15.00)($486.00) % 17.00

Net Operating Profit
Allowance For Depreciation

Machinery & Equipment
Buildings & Other Improvements

Net Profit From Operations

$3,575.00

$6,775.49

$1,606.,00

50.00 1,454,00

$5,119.49
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A commarative statement of profit and loss facilitates the calcu-
lation of ratios which will subsequently be examined. A meaningful inter-
pretation of the quantitative relationships on the statement will now be
provided.

The comvarative figures for 1963-1965 have been provided along
with the figures for 1966 (Table XX). The business apnears to be in an
excellent financial vnosition. The net nrofit grew from 1963-1945 and
declined slightly in 1966. This decline was reflected by an increased
denreciation allowance resulting from additional canital ovurchases.

The projected statement of profit and loss indicates that the net
profit was over-estimated (Table XXI). The most significant error was
made in estimating the adjustmen’c for change in inventory. The likeli=-
hood of this errqriwouid‘have been substantially reduced if the farmer

had made the estiﬁétes

The limit&tiénéﬁsf the ratios included in the discussion of the
feeder-cattle enternrise a»nly to the grain-farming overation. The three
ratios vrove to be favorable from a lending institution's voint of view
(Table XXII).

The current asset to current liability ratio is better than 2 : 1.
This allows any credit institubion an adequate margin of safety if cur-
rent assets were ligquidated to meet current liabilitiese

The total liability to net worth ratio indicates that the farmer
has a substantial interest in his business.

The ratio of current liability to net worth is better than 2 : 3,

generally considered the danger point by creditors. Finally, the net
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profit to equity ratio which reflects the return on owner's worth is
excellent. Generally, a relationship of at least ten per cent is re-
garded as an adequate objective. Thus, on the basis of the analysis %o
this point, the grain—farmiﬁg enterprise selected appears to be in a

. good financial position.

The Cash Flow Analysis: The quarterly cash flow analysis of the

grain-farming enterprise allows the farmer to determine when cash expernses
will exceed income so that he can estimate the financing required (Table
XXIII)o The cash flow analysis reveals that a $33,000 line-of-credit
should be established. This allows a ten per cent margin for error.

The farmer is able to market his grain evenly throughout the year facili-
fating a steady income frém his enterprise,

The projected cash flow for 1966 was determined on the basis of
 actual comparative figures for the three pfeceding years (Table XXIV).
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
third quarter. The fertilizer obviously had been purchased for applica-
tion in the second quarter and the account paid at this time. However,
the large increase in its use was not entirely anticipated. It was
indirectly understood that the farmer would be rmurchasing approximately
$6,000 worth of machinery. The error in estimating cash flows should be

less if the operator did it himself. This is the recommended procedure.

The cash flow analysis allows the financial institutions to

assess the total capital requirements of fhe operation they are financ-

ing. The knowledge of the requirements of the business together with
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an estimation of when renayments will be forthcoming should be of value

.to the banker.

This concludes the analysis of the grain-farming enternrise., The ’inﬁ
introduction of a balance sheet, statement of profit and loss and a cash
flow analysis into all farm management accounting procedures, where it
ié practical, would allow the financial community to serve more adequately
the needs of agriculture. If they were adopted, both farmers and most

rural bankers would have to be assisted in internreting them.



CHAPTER VI
THE CONTRIBUTION OF GOVERNMENT POLICY MEASURES
AND THOSE OF PRIVATE BUSINESS

TO THE REDUCTICN OF RISK AND UNCERTAINTY IN AGRICULTURE

It has been established that the agricultural industry is char-
acterized by a high level of risk and uncertainty. Traditionally,
farmers and banker$ algke have been influenced in their decision-making
by the xru’cuallydlsastrous events of the 1930's. Much of the canital
rationing by boﬁh l;hdé;;:and producers may be due to "memories of the
1930%s", Since theiassessment of the credit worthiness of a c¢lient is
related to the risk and uncertainty involved in making the loan, it is
important that bankers are aware of all the measures introduced since
the 1930's to reduce this. Otherwise, they will tend to be conservative
in their assessment of a farmer's credit needs. If the banks vrovide a’
specialized credit service for farmers through the Farm Management Loan,
it is important that credit be extended until the net returns from the
additional capital are equal to the costs of borrowing. To do this it
is imperative that they become aware of the measures which have been
established and how sﬁch vrograms serve to reduce risk and uncertainty
‘in agriculture.

Present-day fiscal and monetary stabilizers of Government tend
to offset the re-occurrence of events which led to the "erash". Agri-

culture also has similar stabilizing innovations, which serve to stabilize

price and/or yield fluctuations.




FORMAL INSURANCE

There are at least four types of formal insurance available to
agricultural producers. They include an all-risk crov insurance nrogram,

hail insurance, livestock insurance, and the insurance relief Drogranm

set up under the auspices of the Prairie Farm Assistance Act.

Cron Insurance

Crop insurance was introduced to prairie agriculture to deal with

the unpredictable nature of crop yields. Essentially, it was conceived

as a scheme whereby an organization would use the years of vlenty to

carry agriculture over the years of scarcity. The objective of crop

insurance was to give the farmer a predictable and stable income.

Before the introduction of crop insurance, agriculture was notor-

ious among lenders for its instability. This belief has a basis in fact

as indicated below:

For the Prairie Provinces, for example, the long-run term
(1930 to 1960) average wheat yield amounted to 16.4 bushels ver
acre. It will be noted, however, that the year-to-year wheat
yield varied tremendously around the average yield--a variation
over which the individual had little control. For example, the
wheat yield dropped from an average of 23.7 bushels per acre in
1953 to 12 bushels per acre in 1954. During the same period,
however, the operating expenses, taxes and payments on the mort-
gage were apnroximately the same for both crovs.

For the same period there was a vrecinitous dron in farm
income. Net farm income per farm tumbled from $3,652 in 1953
to $1,713 in 1954. It jumved again to $2,542 in 1955. The
long-term average wheat yield of 16.4 bushels per acre is of
little consolation to the farmer who knows full well that, once
several thousand dollars are invested in his crop, the yiild for
that year may dron to half that of the long-term average.

1Gilsony J. C., "Instability in Agriculture and Crovn Insurance",

(paper presented to the Farm Conference Week, University of Manitoba,
March, 1962).
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It is important that lenders in agriculture keep abreast of dsvelopments,
such as the introduction of crop insurance into their localities, so thal
they are able to vroverly assess the risks involved in extending credit.
In Manitoba, ‘the feasibility of crop insurance had been a subject
.of study for over thirty years before its actual introduction. This
included two Royal Commissions reporis to the Manitoba Legislature on

its feasibility.

The Establishment of The Cron Insurance Test Area Act on August L,
1959 by the Manitoba Provincial government closely followed Federal
Government cost-sharing legislation in this area. This legislation took

the form of The Crov Insurance Act which authorized contribution and

loans out of the Consolidated Revenue Fund in respect to the overation

of provinciai crov insurance programs. A long awaited crop insurance

. program became operative in Manitoba in 1960,

| The initial legislation provided for three test areas. This was
extended to include five Provincial Test Areas in 1961. Starting this
year, farmers may select coverage at 60, 70 and 80% of their long-term
yields. In an effort to make this as meaningful as possible, their long-
term yields wére based on different soil productivity classifications in
the Test Areas involved. As the gradevof grain varies along with the
‘price received, coverage levels vary for individualicz’ops° Since several
productivity classifications exist for each afea, the crop insurance
premiums and coverage mer acre vary with the individusl croo and the var-

ticular productivity index (P.I.) rating of the soil upon which the crop

grows,
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It is evident that any instituiion extending credit to farmers
should be familiar not only with crop insurance but also with the soils
and their potential wnroductivity. This would allow them to assess more
accurately the risk and uncertainty involved in making a loan. A proper
interest rate can subsequently be introduced.

Crop insurance can be assigned to the bank as security for a loan.
This allows the farmer to obtain the required operating credit needed for
the crovo year. The bank is nrotected in that in event of a crop failure

it has first claim against the proceeds of the insurance contract.

The Prairie Farm Assistance Act (P.F.A.A.)

The bountiful harvest on the prairies in 1928 was followed by an
unprecedented period of drought. The decade to follow (1929 to 1939)
was an incredibly devastating one for farmers in Western Canada. Farm
families who did manage to endure, did so at great personal sacrifice.

In 1939 Parliament enacted the Prairie Farm Assistance Act, intro-
duced primarily as a relief measure. It was becoming obvious that if the
agricultural industry was to perpetuate itself in the western orovinces,
some form of assistance must be forthcoming. Payments under the Prairie
Farm Assistance Act were to be based upon the average wheat yield in a
townshiv. They were to be awarded under the following regulations:

1. If the average yield of wheat in the townshin» is found by
the Board to be more than eight and not more than twelve

2Gilson, J.C., Ibid.
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bushels per acre, the award shall be two dollars ner acre:
of the cultivated land of the farmer for each cent, or frace-
tion thereof, not exceeding ten, by which the average nrice
is less than eighty cents ner bushel.

2. If the average yield of wheat in the townshio is found by
the Board to be more than five and not more than eight bush~
els ver acre, the award shall be two dollars ner acre.

3. If the average yield of wheat in the township is found by
the Board to be more than three and not more than five bush=
els ver acre, the award shall be three dollars DEr acre.

Lo If the average yield of wheat in the Township is not more
than three bushels per acre, the award shall be four dollars
per acre,

The maximum total award cannot exceed the award times one-
half of the cultivated land, or the award times two hundred
acres of cultivated land, whichever is the lesser of the two
sums .
The assistance offered under this act is financed by the farmers
themselves. One percent of the value of all grain sold to elevators is
placed into the Prairie Farm Assistance Act fund. Assistance to farmers

from this fund under this legislation ceases when a farmer takes out

crop insurance.,

Hail Insurance

"Hail insurance is sold to Canadian Farmérs by vrivate comranies,
co-oneratives, muﬁicipai hail associations and provincial government
‘agencies. Cereal crors constitute the bulk of the acreage insured but
specialty crops such as tobacco, canning crops and tree fruits are also

covered,"3

3Ware, D.W., "Crop and Livestock Insurance in Canada", The Economic
Annalist, Volume 30, No. 1, Ottawa: Department of Agriculture, February,
1960, pp. 102. :
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Farmers insure their crops against loss from hail damage on the
basis of a certain amount mer acre. Coverage taken usually varies between
five dollars and twenty dollars ver acre. Unlike cron insurance, hail
insurance does not vary with the value of the marticular crop being in-
sured. For examnle, high value special crops such as onions, votatoes,
etc., are not insured differently from cereal crops. Suppose a wheat
crop was insured for fifteen dollars per acre and was subsequently dam-
aged by hail. If the hail loss was adjusted at 25 ver cent the farmer
would be compensated for the loss to the extent of $3.75 per acre.

In most provinces, premiums charged vary according to historical
incidences of hail damage. An area with a high incidence of hail damage
will be exposed to a substantially higher premium rate than one with a
low incidence. According to a local co-operative hail insurance company,
premium rates may vary from three to fifteen per cent of the coverage.

The general procedure to receive indemnification for losses is to
report immediately any hail damage to the particular company with which
the insurance is carried. The company will then send out an insurance

adjuster to determine the extent of the damage.

Livestock Insurance

The cropning enterprise has not been alons in receiving assist-
ance in the way of formal insurance schemes. Today there are at least
five companies offering general livestock insurance.

One type of livestock insurance is available to cover loss by

death from such main perils as fire, lightening, wind, collision and
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overturn, smoke, theft, type of falling object, collavse, flood and an
earthquske. The contract excludes any compensation for death from disease
or improver management. An extension may be added to this policy to in-
clude death from artificial electricity and drowning. Premium rates are
calculated on a flat rate basis and are in the vicinity of seventy-five
cents ver one hundred pounds for three years,

A second type of insufance, generally known as mortality insur-
ance, is avallable. Hoewever, the premiums for insurance of this nature
are usually prohibitive. A local insurance company handling this type of
policy revorts that the oremiums are a straight five per cent of the value
listed for each animal. The comnany also requires evidence from a veter-
inary surgeon that the animals involved are in good health at the time the
insurance is taken 6ut,

A third type of insurance, generally known as transit insurance, is
also available. It is frequently carried by truckers of livestock. An
addiﬁional tyre of insurance coverage available in the way of transit in-
surance is provided by railway companies. Livestock may be shivped by
rail either "uhder owner's risk" or "under carrier's risk"., Under the
fbrmer policy the producer receives a minimal compensation if his animals
are destro&ed, whereas under the latter policy the railway assumes full
responsibility as declared on the bill of lading. |

The above discussion of formal insurance now available to agricul-~
ture from privéte and public sources gives some indication of how condi-
‘tions of modern agriculture differ from conditions which existed in the
"depression years", Credit institutions must keep uo to date on programs

of this nature and revise their attitudes accordingly.
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A FUTURES MARKET FOR BEEF CATTLE

In addition to uncertainty arising from accidental death of his
animals, the livestock producer has traditionaliy contended with vrice
uncertainty. The lives%ock industry has long been lacking the mechanism
for an open and centrally established price. A central vricing mechanism
that would allow all legitimate pricing factors to be considered would
provide a base price for the calculation of price spreads. In grain the
"futures" market at vresent provides such an open central pricing mech-
anism for oats, barley, flax, rapeseed and rye, all the forces that would
tend to influence price can ovenly internlay to establish day to day
- values.

The first futures market in live beef began operation in Chicago
on the 30th of November, 196L. It has proved to be a satisfactory method
of hedging, that is, shifting the financial risk from those who do not
wish to carry it to those who are willing risk carriers. The feeder is
now sble to perform his feeding function without risk of worice decline.
This new development has allowed him an equitable return for feeding the
cattle without inventory loss through w»rice change. On the other hand,
if the feeder feels he is in a financial position to carry his own risk
he need not hedge on the futures market.

At the 1945 annual meeting of the Winnipeg Grain Exchange the
suggestion of adding futures trading in live beef cattle was examined.

This development was followed by the anpointment by the Board of Governors

of a committee to study the Chicago operation and to determine whether a
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similar overation might be arplicable to Canadian agriculture. Follow=-
ing their favorable report the Board avoroved a proposal to establish a
live beef futures mérket as soon as necessary arrangements could be com-
pleted. However, on May 24, 1967, the Board announced that it had decided
to defer the onening of a beef fubtures market in Canada until 1948. There
were two vrincipal reasons for the delay:
l. The vroducers were not enthusiastic in regard to the immediate
establishment of such a market. This is believed to arise
from their exrerience with grain trading during the 1930%s,
2. It would allow the Exchange to complete adeguate plans and

arrangements to ensure that the market will operate effec-
tively when it is onened.

The Nature of a Futures Market

In any futures market there are normally buying hedgers on one
side, selling hedgers on the other, and speculators in the market to give
flexibility and depth.”

An efficient futures market is one where the interest in the open
market tends to equal the amount of inventory that is in a hedgeable
position. For example, in grains such as rye or flax, the open interest

varies in accord with the inventories. In hedging the speculators who

are in a long nosition gain effective ownershivp of the inventory. However,

they prefer not to deal in physical commodities but rather in promises to
receive (or deliver) a commodity at some future time. When they hedge in

the futures market it is to offset a cash market transaction by taking an

hClarke, James W. An address by Mr. Clarke as President of the
Winnipeg Grain Exchange annual meeting, September 22, 1965, Winnipeg.
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opposite position in the futures market . The hedger may be either a

buyer or a seller.

The function of a fubtures market in live beef cattle would in-

clude the following:

1. To nrovide a convenient hedging opvortunity for livestock
feeders so that the risk of price change can be shifted or
cancelled out of a particular operation.

2. To provide an ovenly operated price setting mechanism wnlch
allows the broadest vossible factors to bear on prices rather
than have them set by present short-term factors

To ensure a conbtinuous market so that heavy deliveries can
be made without farmers' suffering heavy losses through fall-
ing nrices, assuming that the farmers have hedged their
position on the futures market.

L)
o

Implication of Futﬁres Tradlng to Financing the Livestock Industry

In the precedlngiéhanter we" separaued the livestock industry into
the "cow=-calf" and the "feederwcattle" operations. There apvears to be
little possibility of producers using the futures market in the "cow=-calf"
operation. Unlike the manager of the n"feeder-cattle® operation the man-
ager in this stage of production usually has full equity in his livestock.
Thus, there is no risk to offset.

The nature of the "feeder-cattle™ operation would indicate that
the owner of the feed lot is the logical individual to hedge on a futures
market. Of primary concern to the manager and his banker is the final
price he will receive for his cattle when they are ready for market.

If the risk attached to detrimental price fluctuations were re-
moved from the industry it is conceivable that more funds to finance it

would be forthcoming from the financial institutions. It logically
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follows that with less risk a more attractive interest rate would also
be available. At nresent most feed-lot managers assume the double role
of feeders and sreculators, although some are hedging on the Chicago
futures market. In financing an overation lenders assess the manager's
ability as an efficient feeder. They do not finance an operation to
facilitate soeculation in cattle rrices by the producer, unless he is

in the financial vosition to do so.

SOME FURTHER MEASURES WHICH HELP TO REDUCE RISK AND
UNCERTATNTY IN AGRICULTURE

The formal insurance schemes discussed, counled with the futures
market, make up the measures introduced to reduce uncertainty in agri-
culture. However, under closer observations more indirect public devel-
opments have taken place. They include federal legislation under the
Prairie Farm Rehabilitation Act and the Canadian Wheat Board Act in 1935¢
International Wheat Agreements; the Federal Price Suvvort Program in 194i
with its further exvansion under the Agricultural Stabilization Act of
1958; and the Agricultural Rehabilitation and Develovment Act vassed
in 1961,

The Prairie Farm Rehabilitation Act of 1935 was imvlemented %o
‘correct inanprOpriate'land use on the prairies. During the settlement of
the vrairies, semi-arid land suited for grazing vurnoses was cultivated
‘in an attemnt to divert it to grain cronning uses. However, once the

initial organic matter-became used un, the land was prone to soil drift-

ihg and drought. Thus, it is not too surorising that an extended veriod



193

of drought which existed in the 1930's would cause substantial erosion.
Since the initiation of the Prarie Farm Rehabilitation Act legislation,
some seven million acres of marginal and sub-marginal cropland were
shifted into community nastures. In addition to soil conservation this
program was designed to improve existing cultural practices and nromote
water conservation. Although it began as emergency legislation the
Prairie Farm Rehabilitation Act has since become established as one of
several public measures designed to reduce the risk of yield uncertainty.
Historically, farm spokesmen have long been campaigning for a

more stable income for agriculture. As a result, the Canadian Wheat
"Board was established in 1935, The legislation was designed to establish
greater nrice certainty and thereby stabilize income. Initially the Boar
received wheat on a voluntary basis from.the producers. However, it found
that for a marketing board to function efficientiy, all producers must
belong. Hence, in 1943 the Canadian Wheat Board was given compulsory
control over all wheat marketed in Western Canada. The power of the
Board was extended in 1949 to include all marketings of ocats and barley.
The principal ways in which the Wheat Board has served to reduce price

risks are as follows:

l. It provides an assured price to the producer before the
crop is planted,

2. It has maintained effective market control and facilitates
an orderly marketing of the producers' grain. There has

been increased stability in grain prices during the past
two decades.

The federal price support program established in 1944 has also

served to reduce nrice uncertainty in Canada. It was designed to
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guarantee the‘producer a minimum price by way of deficiency vayments for
certain farm products. It has served to stabilize prices and hence aid
producers in their decision-making. The Agricultural Stabilization Act
of 1958, which succeeded this program was designed with similar objectives
in mind.

Other federgl legislation designed to reduce price uncertainity
includes the Inte#géﬁiéﬁél Wheat Agreements. The predecessor of the
International Wﬁééthgrééﬁents for Canadian producers was the United
Kingdom Wheat Agreement following the Second World War. This and later
agreements were designed to provide minimum prices for export wheat.
Recently, (in June, 1967) a neW'International Wheat Agreement was drawn
up in Geneva where all major exporters of wheal were represented.

The private and public measures introduced to reduce uncertainty
in agriculture helv to prevent a recurrence of the disasters which befell
agriculture in the 1930's. They provide, directly or indirectly, insurance
t£o the producer against price or yield uncertainty. The credit institu-
tions which service the industry must keep up-to-date on the developments
in this area. Otherwise, their assessment of the credit worthiness of

a client may be more conservative than warranted.

~ 5The new orice for No. 1 Manitoba hard spring wheat was increased
from $1.955 to $2.355 per bushel in U.S. dollars.



CHAPTER VII

SUMMARY AND CONCLUSICNS

There is a strong basis for a specialized agricultural credit
programme, throug h a technigue such as the Farm Management Loan. The
ravid application of new technology in agriculbure has 1 resulted in farms
of increased acreage and larger capital investment. The following devel-

opments are a consequence of these changes: _
1. Changing technology has enabled farmers to increase agri-
cultural production about 50 per cent in the last two de-
cades.

2. The vercentage of the labor force employed in agriculture /i
has declined to 7.5 per cent of the total., This develop-
ment counled with an increasing agricultural outout suggests
a significant substitution of capital for labor in the
industry.

3, The decline in the size of the farm population relative to
the total population is also a consequence of new technology.
During the veriod 1941-1961 the number of occupied farms
decreased by 23 per cent. This reduction in the number of
occuvied farms has been associated with a consolidation of
farm units. The average farm in Canada increased its
acreage by more than 50 per cent in the period 1941- 1951 o
the largest increase has occutgd on the Prairies. ’

The foregoing adjustments indicate the current trend in Canadian
agriculture. An increasing emrhasis is placed on the farm managers’
ability to acquire adequate amounts of canital.

Compnlete details on all existing sources of credit to agriculture
were not available. However it has been estimated that in 1965 the com-
mercial banks accounted for 60 per cent of the short-term credit and

L6 per cent of the intermediate-term credit. This amounted to 27 ver
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cent of the total outstanding loans for that year.

The failure of the sup~liers and users of agricultural credit %o

fully communicate with one another has resulted in a "financial servic

[

gap" to this industry. The chartered banks have been slow to change
their lending techniques to meet the needs of the farmer. However, in
all fairness, some lag would be expected, for it would be unrealistic
to expect a closely regulated bank industry to immediately adjust té
changes.

The objectives of this thesis, in light of this problem were as

follows:

1. To determine how bankers can base loans to agriculture more
on the productivity of the loan vroceeds rather than on the
security upon which the loan is based.

2. To determine the vossibilities for more intensive involve-
ment of commercial banking institutions in "line-of-creditt
financing in agriculture.

In consideration of these objectives, it was hyovothesized that the

"Farm Management Loan" could be used as a more adequate means of meeting
agricultural credit requirements of the future.

This was a case study, and the validity of the hypothesis was

examined by selecting individual farms from the Carman District Farm

Business Association.

<

Examination of the hypothesis revealed that the Farn Management

Loan could be used as a more adequate means to meet agricultural credit

requirements of the future.
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The advantages of the Farm Management Loan include the following:

1. It tends to improve management of capitel by farmers-- this
is accomplished by forcing the farmer to develop his nlans
in detail for the coming production. It also makes it im-
perative for the farmer to define his long-run plans. He is
in a better vnosition to evaluate the optimum combination of
the factors of production. This would allow him to maximize
his profits.

2, It provides a vackage-credit plan. As a result, the farmer
is able to determine the precise amount and exactly when the
credit is needed. Also, it allows him to correlate his re-

" payment schedule with his anticipated income.

3, It facilitates the reduction of farm costs. The Farm Manage-
ment Loan provides for the advance of monies only as they are
needed and vermits revayment upon receint of income. Interest
is charged only for the qumber of days for which the funds
are required. Since this loan is designed to service all of
the customer's credit needs, the farmer does not have to re-
sort to more ‘expensive outside financing through finance
commanies. Also, available cash enables the farmer to secure
cash discounts and to purchase his supplies when the most

favorable prices exist.

L. It provides for #)ine-of-credit? financing--the application
and interview for the loan can be arranged before the pro-
duction nmeriod begins. Al this time, the credit requirements
can be outlined for the coming veriod. Tt would no longer
be necessary for the farmer to finance his operation in a
piece-meal’ fashion. '

The principal objectives of this thesis were achieved for the Farm
Management Loan, facilitated by a cash flow analysis of the business, is
a tool whereby the bankers can base loans to agriculture more on the oro-
ductivity of the loan proceeds. n{,ine-of-credit" financing is a direct
result of its implementation.

In granting a loan to a orogressive farmer of today, bankers will

require a financial statement, and a record of the farmer's operation for

the last two or three years in order to acquire some jdea of the general
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rend of the operation. On;thevfarm,insnection and good records of
~vast performance give bankers the necessary information to evaluate the
managerial ability of the farmer. Loans made to farmers must he based
primarily on the productivity of the loan proceeds and management abil-
ity. The traditional concept of collateral security assumes & second-
ary position--important but not sufficient.

The bank manager, or some other qualified member of the bank
staff, should analyze the program the farmer has in mind to verify the
effective use of the innuts of land, labor, cavital and management. Uovon
consideration of this, a cash flow based on past records and a conserva-
tive estimate of future prices should be carried out. In this way the
‘banker can verify the repayment ability and monthly credit needs of the
apolicant. The final step involves establishing the loan and its ser-
vice needs for the future period.

The responsibility for the existance of a reliable financial
structure in.agriculture during the next two decades lies with both the
farmer and his source of credit.

Agricultural credit during the balance of the sixties and through
the seventies will rapidly assume the characteristics of a business loan.
Credit extensions and repayments will be carefully planned and tailored
to fit the cash flow of the operation. The program.will be geared to
the management ability and potential vroductivity of the farm; Credit
will be made available more in line with the purpose for which the funds
are to be apolied and less on the basis of terms and security. ﬂ?rnow

frequently refer to short-, intermediate and long-term loans. Oye can
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visualize a trend toward two basic types of credit-=-operating and term.

Some recommendations for further study are as follows:

1.

Further consideration should be given to the area of long~

term credit in agriculture. This should be done because as
the industry continues to change, mortgage-credit will
become even more critical than it is at present.

The Farm Improvement Loan discussed briefly in this thesis
should be given a thorough examination. The interest rate
being charged to farmers uider the Farm Improvement Loan

. Act does not appear to be realistic at this time. Agricul-

ture requires a credit policy which is forward-looking to
reflect its needs.

Further consideration to the causes and extent of capital
réationing by farmers in Western Canada.
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DATA PERTAINING TO THE CALCULATION OF THE FEFEDER~CAITLE
TNTERPRISE'S SHARE OF HIRED LABCR, UTILITIES AND CAR EXPDINSES

Livestock Grain-Farming
1956 Fnterorise Tnterprise Total
9 B !

Jan, Hired Labor 250,00 Nil 250,00
Feb. 250,00 Nil 250,00
Mar, 250,00 Nil 250.00
Apr. 260,00 Nil 260.00
May 83.30 166.70 250.00 )
June 83.30 166,70 250,00 ) 1/3 Livestock
July 115.00 230.00 345,00 )
Aug, 83.30 166.70 250,00 ) 2/3 Grain
Sept, ' 125,67 251.33 377.00 ) Farming
Oct. 235,00 L70,00 705,00 ) Enterprise
Nov, 250,00 Nil 250,00
Dec. 122,25 Nil 122.25
Total 2,107.82 1,L51.43  3,859.25
136
Jan. 250,00 Nil 250.00
Feb, 250,00 Nil 250,00
Mar, 250,00 Nil 250,00
Apr. 250,00 Nil 250,00
May ‘ 83,30 166,70 250.00
June 83,30 166.70 250,00
July 96.63 193,27 289,90
Aug. 88.33 176,67 265,00
Sept. 83.30 166.70 250,00
Oct., 120,35 24,0.70 361,05
Nov, 250,00 Nil  250.00
Dec. 250,00 Nil 250,00
Total 2,055,21 1,110.7,  3,165.95
196},
Jan, 250.00 Nil 250,00
Feb, 250,00 Nil 250,00
Har. 250,00 Nil 250,00
Apr. 250,00 Nil 250,00
May 83,30 166,70 250,00
June 83.30 166.70 250.00
July 88,00 176,00 261,,00
Aug. 89.42 178.83 268,25
Sept. 130.00 260,00 350.00
Oct. 83.30 166,70 250,00
Nov, 250,00 Nil 250,00
Dec. 250,00 Nil 250.00

2,057.32 1,114.93 3,172.25




Table XXVI (continued) 204

O
1/3 2/3
Grain-
Livestock Farming
1966 Personal FEnterprise Enterprise Total
W » @ w
Jan. Hydro, Telephone 16,731 32,62 - L8.93
Feb, ) 14,8 29,67 - L. 5L
liar, ' 35.98 L7.97 23.99 107,94
apr, 15.29 21,72 10.86 L8 .87
May 23,16 L6.32 - 69.L8
" June ‘ 18.35 2L .16 12,23 55,04
July 3.89 7.77 - 11,66
Aug. ‘ 28.97 - 19.31 38,63 86.91
Sept. - - - -
Oct., 26,51 17.68 35.35 79.5L
Nov. : 19.75 39.51 - 59.25
Dec. 20.18 . 40.36 - 60.5L
Tot 22}, .23 327.39 121,06 672,568
1965 ,
Jan., 16,55 33,09 - L9, 6L
Feb. 13.33 26,67 - L0 .00
Mar, 10,68 14.25 7.12 32,05
Apr., ' 14.82 19.77 9.8 L L7
Yay 17.58 35,17 - 52.75
Jun, <35 LT <23 1.05
Jul. 21.84 43.69 - 65.53
Aug, 8.92 5.95 11.89 26,76
Sept. 6.17 Lo12 8.23 18,52
Oct. 11.89 7.92 15.85 35,66
Nov. : 17.17 3L.35 - 51.52
Dec. _35.10 70,22 - 105.32
Total 174,40 295,67 53.20 523,27
1964,
Jan, 19.10 38.20 - 57.30
Feb, 1,.02 28 .,0L - 42,06
Mar, 11.46 15.27 7.64 3L.57
Apr, 13.47 17.96 8.98 L0 L1
May L. 50 §.00 - 13.50
Jun. 23,85 31.80 15.90 TL.55
Jul. 12,66 25.33 - 37.99
fug, 8,92 5.95 11.90 26,77
Sept., 3.78 2,52 5.05 11.35
Oct, ‘ 16.20 10,80 21.59 L8,59
Nov,. 9.93 19.87 - 29.80
Dec. 11.8L 23,67 - 35.51
Total ‘ 149.73 228,41 71,06 L49.20




Table XXVI (continued)

1966

Jan, Car Expenses, Other
Feb,
lar,
Apr,
May
Jun.
Jul,
Aug,
Sept,
Oct,
Nov,
Dec,
Total

1965

Jan,
Feb,
Mar,
Apr.,
May
Jun,
Jul&
Aug.
Sept,
Oct,
Nov,
Dec.
Total

1964

Jan,
Feb,
Mar,
Apr,
May
Jun,
Jul,
Aug,
Sept,
Oct,
Nov.
Dec,
Total

207
1/3 2/3
Grain-
Livestock Farming

Personal Enterprise Enterprise Tot al

$ % B P
18,71 9L 8,41 28,06
61.87 3.14 29,29 94,,30
27.73 1.39 12.47 4159
5.2 .26 2.36 7.86
62,99 3.15 28,35 9L .19
66,58 3.33 29.96 99.87
7.53 .38 3.39 11.30
29089 le[!—g 13014»5 [#1}083
52,00 2.60 23,40 78,00
63,09 3,16 28.39 94 .61,
13.27 .66 5.97 19.90
32,17 1,61 14,47 18,25
LL1,07 22,11 199,91 663,09
28,40 1.42 12,78 42,60
20,00 1,00 9,00 30,00
32,97 1,65 14.83 L9 .45
60.67 3.03 27.30 91,00
23.33 1.17 10,50 35,00
3L.63 1.73 15.59 51.95
18,83 eIn 8.48 28,25
1.0 .07 .63 2.10
59.67 2,98 26,85 89.50
61.33 3.07 27,60 92.00
77.20 3.86 34,73 115.79
188 .03 2L 8,15
426,31 20,95 188 53  635.79
.27 .01 .12 o L0
13,83 .69 6,23 20.75
1.33 .07 .60 2,00
21,80 1.24 11,16 37.20
947 A7 Lo 26 14.20
17.35 .87 7.80 26,02
13.33 .67 6,00 20,00
Lo 20 021 1.89 6,30
58,23 2,91 26,20 87.3L
.83 .04 .38 1.25
96,49 L.82 43.42. 14473
8,17 o1 3.67 12,25
12,51 111, 73 372,44

248,30
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APPENDIX C



THE MAXIMUM AMOUNT AND MAXIMUM TERM

TABLE XXX
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FOR VARIOUS CLASSES OF LOANS UNDER THE FARM IMPROVEMENT LOANS ACT

Clasé of Loan

Motor truck or station wagon

Portable sorinkler irrigation
system

Livestock

Agricultural equipment or a
farm electric system
(purchase or installation)

Farm electric system
(alteration or imorovement)

Fencing or drainage
Farm buildings (construction,
renair or alteration)

Imrrovement or develonment
of a farm

Beekeeping (stock or equip-
’ment

Maximum Amount
And Maximum Term

Instalments Payable

66 2/3% of pur-

chase »nrice=-

2% years.

75% of coste-
10 years.

75% of cost--
10 years.

75% of coste--
10 years.

75%0f cost--
10 years.

20% of cost-=-
10 .years.

20% of cost=-
10 years

20% of coste-
10 years

75% of coste-
5 years

Not less frequently
than annually

Monthly if oracti-
cable but not less
frequently than
annually

Monthly if vnracti-
cable but not less
frequently than
annually

Monthly if oracti-
cable but not less
frequently than
annually

Not less frequently
than annually

Not less frequently
than annually

Not less frequently
than annually

Not less frequently
than annually
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Table XXX (continued)

Subject to the foregoing terms and instalment payment conditions,
the term of the loan and the amount and frequency of instalment mnayments
should be fixed in accordance with the borrower's ability to ray. The

following schedule is a guide and should not be rigidly adhered to.

Apvroximate Loan Amount  Normal Repayment Period

$ 500 | 1% years

- 1,000 | 2% years
,}1:_1.‘-2’,56(.)_}, SUE L years
|  ~*15,000 = | 6% years
7,500 8 years
10,000 8% years
12,500 , 91 vears

15,000 10 years

Source: Farm Improvement Loans Act, R.S5.C. 1952
¢, 110 amended September 1léth, 1964.



