Ratio of the Month Series

This series was developed to be used in newsletters to help explain and understand the “sweet sixteen” farm financial ratios that were agreed upon by the Farm Financial Standards Council. The articles here are all in one long file that you can cut and paste out of as you need them. The series is based on materials in the Farm Financial Standards Guidebook and materials developed by Ron Dvergsten, FBM Instructor, East Grand Forks, MN.

Ratio of the Month: Why measure financial ratios?

As an industry, agriculture has evolved from subsistence production to modern, sometimes complex, businesses utilizing land, labor, and capital with the expectation of generating a profit. The need to measure financial position and financial performance increased when agricultural producers began to rely more on capital, either borrowed or invested, and less on labor and land. 

There are a total of sixteen financial measures that have been standardized for agriculture since 1993. By having standardized measures, agriculture is better able to provide guidelines to producers and businesses using the ratios. That way a comparison of apples to apples can be made versus apples to oranges. In the past different people and institutions used a number of different ways to figure the same ratio. It made for a confusing nightmare.


Financial measures are not a substitute for informed judgment. Financial measures are simply a convenient way to evaluate large amounts of financial information and enable the user to compare the financial position and financial performance of an individual firm over time and to other firms within an industry.


In a nutshell:

· Financial measures help in asking the right questions, but they do not provide answers.

· Judgment and common sense should be linked to informed application of formulas.

· Be selective in the choice of financial measures. Different measures are appropriate in different industries or enterprises.

· A benchmark is needed to assess a firm’s financial performance and financial position. It is useful to compare financial measures with the farm’s own measures from earlier years. While it is also useful to compare a farm’s measures against other farms in the same industry group, be sure to compare “apples to apples” and “oranges to oranges.”

· Financial measures derived from incomplete or poorly prepared financial records and statements are usually misleading and will frequently lead to bad business decisions by the owner and bad credit decisions by the lender.

Over the next year we will be looking at the 16 farm financial ratios as a regular part of this newsletter. They are as follows:

The Sweet Sixteen Farm Financial Factors

Liquidity

1. Current ratio = total current farm assets/total current farm liabilities 
2. Working capital = total current farm assets - total current farm liabilities
Solvency

3.
Debt/asset ratio = total farm liabilities/total farm assets 

4.
Equity/asset ratio = total farm equity/total farm assets 

5.
Debt/equity ratio (Leverage ratio) = total farm liabilities/total farm equity

Profitability 

6.
Rate of return on farm assets = (net farm income from operations + farm interest expense - value of operator and unpaid family labor)/average total farm assets 

7.
Rate of return on farm equity = (net farm income from operations - value of operator and unpaid family labor)/average total farm equity 

8.
Operating profit margin = (net farm income from operations + farm interest expense - value of operator and unpaid family labor)/gross revenue

9.
Net farm income = Gross cash farm income- Total cash farm expense + Inventory changes - Depreciation and Capital Adjustments

Repayment Capacity

10.
Term Debt and Capital Lease Coverage Ratio = (net farm income from operations + total nonfarm income + depreciation expense + interest on term debt and capital leases - total income tax expense - family living withdrawal)/principa1 and interest payments on term debt and capital leases 

11.
Capital replacement and term debt repayment margin = net farm income from operations + total nonfarm income + depreciation expense - total income tax expense - family living withdrawal (including total annual payments on personal liabilities) payment on prior unpaid operating debt - principal payments on current portion of term debt and capital leases

Financial Efficiency 

12.
Asset turnover ratio = gross revenue/average total farm assets 

13.
Operating expense ratio = operating expense/gross revenue

14. Depreciation expense ratio = depreciation expense/gross revenue

15. Interest expense ratio = interest expense/gross revenue
Net farm income from operations ratio = net farm income from operations/gross revenue

Ratio of the Month:  The Current Ratio
Welcome to the first in our Ratio of the Month Series. As we said last month, agriculture is evolving. Today we need to understand the financial position and financial performance of our farm business to both survive and prosper. The first section we are going to look at is liquidity. Liquidity is the ability of the farm business to generate cash for the payment of family living, taxes, and debts in a timely manner. There are two financial measures used to measure liquidity, current ratio and working capital. This month we will look at the current ratio. It is calculated as follows:


Total current assets / Total current farm liabilities = Current Ratio
Current farm assets and liabilities are on the top of the balance sheet. Current farm assets include cash, checking account balances, prepaid expenses, supplies, accounts receivable, grain and feed on hand, and market livestock. Current farm liabilities include accounts payable, accrued interest, operating loans and other loans due within 12 months and payments due within the next 12 months on term loans over one year.

The ratio is usually expressed as XX:1. It shows the value of current assets as compared to the value of current liabilities. It indicates the liquidity of the business or ability of the business to pay its current bills and liabilities if the current assets were liquidated or sold. The higher the ratio the safer the short term position. For example, let’s assume that a farmer has current assets of $100,000 and current liabilities of $50,000. He/she would then have a current ratio of 2:1 ($100,000 / $50,000 = 2). Depending on the type of farm business, we would like to see the current ratio above 1.5 – 2.0 to 1.

There are a number of things to remember about the current ratio:

· The ratio is a static or “stock” concept of the financial resources available at a given point in time to meet the obligations at that time. It does not measure or predict the timing of future cash flows, nor does it measure the adequacy of future cash inflows in relation to cash outflows.

· The ratio does not take into account committed lines of credit as financial resources available to assure timely payment of obligations.

· The value of the ratio will be affected by the value placed on the current farm assets.

Ratio of the Month: Working Capital

Welcome to the second financial measure in our series on “Ratio of the Month”. This month we are looking at working capital. It is the partner to the current ratio in the financial measures that look at liquidity. Working capital is a measure of the current position of the farm business. It measures the amount of operating capital available from within the business or the amount of funds available to purchase crop and livestock inputs and equipment necessary to produce farm products. Working Capital is calculated as follows:

Total current farm assets - Total current farm liabilities = Working Capital
Remember current farm assets and liabilities are on the top of the balance sheet. If a farmer has current farm assets of $150,000 and current farm liabilities of $100,000 then his working capital is $50,000. ($150,000 - $100,000 = $50,000) The amount of working capital considered adequate must be related to the size and type of the farm business. (I.e. a dairy farm with a monthly income vs. a cash grain operation that can sell at harvest or store for later sales)

A few of limitations that you want to remember with working capital are:

· The measure is a dollar amount (which may be positive or negative), so it is difficult to compare the measure across farm businesses. It is impossible to establish on standard for all farm businesses.

· The measure ignores committed lines of credit as financial resources available to purchase inputs and inventories.

· The value of the measure will be affected by the value placed on current farm assets.

Ratio of the Month: Farm Debt to Asset Ratio
Welcome to the third financial measure in your series on Ratio of the Month, “Farm Debt to Asset Ratio”. The last two financial measures featured, current ratio and working capital, were a part of liquidity. Liquidity is the ability of the farm business to generate cash for the payment of family living, taxes and debts in a timely manner. The debt to asset ratio falls under the solvency area. Solvency is important in evaluating the risk position of the farm and family and in considering future borrowing capacity. Solvency includes three ratios; debt to assets, equity to assets and debt to equity.


Farm Debt to Asset Ratio is calculated as follows:



Total farm liabilities ( Total farm assets
This ratio measures the financial position or solvency of the farm by comparing the farm liabilities (debts) to farm assets. It measures the portion of the farm assets that have debt against them. In other words, it expresses what proportion of total farm assets is owed to creditors. It is one way to express the risk exposure of the farm business. A higher ration is generally considered to be an indicator of greater financial risk. A reasonable standard for the ration varies from one type of enterprise to another and from farmer to farmer. However, anything less then 40 percent is considered good, between 40 and 75 percent is a caution area and above 75 percent is a danger area.


There are a couple of areas to watch out for as you look at your debt to asset ratio. 

· How you value your assets can make a difference. If they are valued high, you may have a greater sense of comfort than you should. Likewise if assets are valued very low, you may not be as bad off as you think.

· To give a true picture of risk, you should also add in deferred taxes as a liability. These are the taxes you would have to pay if you got out of business immediately. 


Finally, this ratio is very helpful as a comparison from year to year on the same farm. It will help to see if the farm is decreasing its risk exposure as it continues to do business. 

Ratio of the Month: Farm Equity to Asset Ratio & Farm Debt to Equity Ratio 
Welcome to the fourth installment our series on Ratio of the Month. This month we will be looking at two ratios; “Farm Equity to Asset Ratio” and “Farm Debt to Equity Ratio”.  They are algebraically related to the ratio from last month, “Farm Debt to Asset Ratio”. They all look at the solvency area of the farm business in a slightly different way. Solvency is important in evaluating the risk position of the farm and family and in considering future borrowing capacity. 


The ratios are calculated as follows:



Farm Equity to Asset Ratio = Total farm equity ( Total farm assets



Farm Debt to Equity Ratio = Total farm debt / Total farm equity
The Farm equity to asset ratio measures the farm equity relative to the value of the farm assets. It measures the proportion of the farm assets financed by the owner's equity whereas the debt to asset ratio from last month measured the proportion of farm assets financed by debt. When added together these two measures always add up to 100 percent because they describe how total farm assets are financed. The higher the percentage for the farm equity to asset ratio, the more total capital supplied by the owner and the less by the creditor. A reasonable standard for the ratio varies from one type of enterprise to another and from farmer to farmer. However, anything greater then 70 percent is considered good, between 70 and 40 percent is a caution area and below 40 percent is a danger area.


The Farm debt to equity ratio measures the amount of farm debt relative to the amount of farm equity. It measures the amount of debt the farm has for every dollar of equity the farm has. It is the opposite of the Equity to asset ratio in that the higher the value of the ratio, the more total capital has been supplied by the creditors and less by the owner(s).


There are a couple of areas to watch out for as you look at both ratios from this month as well as the ratio from last month. 

· How you value your assets can make a difference. If they are valued high, you may have a greater sense of comfort than you should. Likewise if assets are valued very low, you may not be as bad off as you think.

· To give a true picture of risk, you should also add in deferred taxes as a liability. These are the taxes you would have to pay if you got out of business immediately. 

· Finally, all three ratios are very helpful as a comparison from year to year on the same farm. A comparison between farms in the same year is harder as all farms have a different mix of enterprises, length of time in business and managerial skill.

Ratio of the Month: Rate of Return on Assets
This month we move on to profitability ratios. The past number of months we have looked at liquidity and solvency ratios. Profitability is the difference between the value of goods sold and the cost of the resources used in their production. It is the measure of how much money the business made or might make over a period of time in relation to the resources used. Profitability should generally be a major consideration (perhaps the major consideration in making farm management decisions. Profitability is usually measured using an income statement (net farm income) and several measures of profitability including net farm income, rate of return on assets, rate of return on equity, and operating profit margin.

With both cost and market values for capital assets on your balance sheets, the profitability measures are calculated on both valuation methods. In general terms, the cost measures reflect your actual returns to your investment in the business. So, if you want to know how much the money you have put into the farm is earning, look into the cost column. If you want to know if you should keep your money invested in the farm, you should probably look at the market column.


Rate of return on assets is, in effect, the interest fate your farm earned in the past year on all money invested in the business. The ratio is calculated as follows:


Net farm income + Farm interest expense – Value of operator’s labor and management


  Average total farm investment (beginning total farm assets + ending farm assets /2)

Farm interest is based on an accrual interest for the year (interest paid – beginning accrued interest + ending accrued interest). Net farm income, for the market side, includes any changes in market valuation.


This ratio is often used as an overall index of profitability because it measures the rate of return on all farm assets, not just equity. This ratio is most meaningful for comparison between farms when the market value approach is used to value farm assets. If assets are valued at market value, the rate of return on investment can be looked at as the “opportunity cost” of investing money in the farm instead of alternatives investments. If assets are valued at cost (cost less deprecation), the rate of return represents the actual return on the average dollar invested in the business. Because of the impact of fluctuations in market values of farm assets, it is most meaningful for comparisons between years for an individual farm operation when the cost approach is used to value farm assets.


Your goal should probably be to attain a rate of return on assets higher than the average interest rate you pay on debt. The following guidelines may also help.


Rate of Return on assets guidelines:







Owner

Renter





Green

> 8 percent
> 12 percent






Yellow

3-8 percent
5-12 percent






Red

< 3 percent
< 5 percent


A few limitations to consider on the Rate of return on farm assets are:

· The rate of return on farm assets may seem low when compared to non-farm investments such as stocks and bonds. It should be recognized that neither realized nor unrealized capital gains on farm real estate and other assets are included as income.

· Assets and income unrelated to the farm business should be excluded from the ratio, or care must be exercised to recognize their impact.

· The value of the ratio can vary with the structural characteristics of the farm business, especially with the proportion of owned land (or other assets) used in the farm operation.
Ratio of the Month: Rate of Return on Equity
We are continuing our explanation of profitability ratios this month. Remember, profitability is the difference between the value of goods sold and the cost of the resources used in their production. It is the measure of how much money the business made or might make over a period of time in relation to the resources used.


Rate of return on equity is the interest rate your investment in the business earned in the past year. It is calculated as follows:



Net farm income – Value of operator’s labor and management  


  Average total farm equity (beginning farm net worth + ending farm net worth /2)


This ratio measures the rate of return on equity employed in the farm business. It is most meaningful for comparison between farms when the market value approach is used to value farm assets and deferred taxes on these assets are included as liabilities. If assets are valued at market value, this return can be compared with returns available if the assets were liquidated and invested in alternative investments. If assets are valued at cost, this represents the actual return to the amount of equity capital you have invested in the farm. Because of the impact of fluctuations in market values of farm assets, it is most meaningful for comparisons between years for an individual farm operation when the cost approach is used to value farm assets.


The rate of return on equity is related to the rate of return on assets we talked about last month. If your return on assets is higher than your average interest rate, your return on equity will be still higher, reflecting the fact that there are residual returns to equity capital after paying all interest expense. This is positive use of financial leverage. If your return on assets is lower than your average interest rate, your return to equity will be still lower, reflecting the fact that borrowed capital did not earn enough to pay it’s interest cost. This is negative financial leverage. As your debt to asset ratio increases, these relationships  become more pronounced. So profitability becomes a key concern when substantial debt capital is used in the business. Your goal should be to attain a rate of return on assets higher than the average interest rate you pay on debt. The following guidelines may also help.


Rate of Return on equity guidelines:

Green

> 15 percent



Yellow

5 - 15 percent



Red

< 5 percent


A few limitations to consider on the Rate of return on farm assets are:

· The rate of return on farm assets may seem low when compared to non-farm investments such as stocks and bonds. It should be recognized that neither realized nor unrealized capital gains on farm real estate and other assets are included as income.

· Assets and income unrelated to the farm business should be excluded from the ratio, or care must be exercised to recognize their impact.

· The value of the ratio can vary with the structural characteristics of the farm business, especially with the proportion of owned land (or other assets) used in the farm operation.

· Caution should be used when interpreting this ratio. A high ratio, normally associated with a profitable farm business, may also indicate an undercapitalized or highly leveraged farm business. A low ratio, which normally indicates an unprofitable farm business, may also indicate a more conservative, high equity farm business. This measure, like many of the other ratios, should be used in conjunction with other ratios when analyzing a farm business.

Ratio of the Month: Operating Profit Margin

Operating profit margin is a measure of the operating efficiency of the business. It indicates the average percentage operating margin per dollar of farm production. Or said another way, it measures profitability in terms of return per dollar of gross revenue. It is calculated as follows:

(Net farm income from operations + Farm interest expense – Owner withdrawals for unpaid labor and management) / Value of farm production (or gross revenues) 

The value of farm production equals gross cash farm income minus feeder livestock purchases and purchased feed plus the inventory change of crops and feed, market livestock, accounts receivable and other income items, and breeding livestock.

The operating profit margin measures how effectively you are controlling operating expenses relative to the value of output produced. Low prices, high operating expenses, or production problems are all possible causes of a low operating profit margin. A farm business has two ways to increase profits – either by increasing the profit per unit produced or by increasing the volume of production (if the business is profitable). 


Suggested ratio guidelines:



Green

>20 percent



Yellow

8 – 20 percent



Red

<8 percent

A relationship exists between the rate of return on farm assets, the asset turnover ratio, and the operating profit margin ratio. If the asset turnover ratio is multiplied by the operating profit margin ratio, the result is the rate of return on assets. This relationship holds only 1) when the value of farm production is used to calculate both operating profit margin and asset turnover or 2) when gross revenue is used to calculate both measures.

A few limitations to consider on the Operating profit margin ratio are:

· If net farm income from operations is not measured by matching, at least approximately, revenues and expenses incurred to create those revenues, then it can be grossly overstated or understated.
· How you calculate owner withdrawals for unpaid labor and management can also result in the operating profit margin ration being seriously understated or overstated.
· Net farm income from operations should be calculated on a pre-tax basis.
Ratio of the Month: Net Farm Income

Net Farm Income indicates the absolute level of earnings for the past year. It is in terms of real dollars and not a ratio or percentage. Net farm income is an accrual measure, i.e. we take the net cash income and adjust it for inventory changes and depreciation.  It is calculated as follows:

Gross cash farm income

· Total cash farm expense

=   Net cash farm income

+   Inventory changes

=   Net Operating Profit

· Depreciation and Capital Adjustments

=   Net Farm Income

Net farm income represents the returns to labor, management, and equity capital invested in the business before taxes. In other words, net farm income is the amount which rewards the time of  unpaid family labor and management and the net worth invested in the farm instead of another business.

Perhaps more importantly, net farm income is what the farm is projected to produce toward net worth growth over time. Net worth growth is determined by subtracting family consumption (family living and taxes) from net farm income. Therefore, net farm income must be treat enough to cover consumption needs or net worth will gradually decrease. The exception is when non-farm income is brought in to supplement net farm income and satisfy the family’s long term need for both consumption and equity growth.

A few limitations to consider on net farm income are:

· The measure is a dollar amount (which may be positive or negative), therefore, it is difficult to compare across farm businesses. It is impossible to establish one standard for all farm businesses. It is most useful to compare the same farm against itself over the years.

· Net farm income is calculated on a pre-tax basis.

Ratio of the Month: Term Debt and Capital Lease Coverage Ratio

This month we start the fourth section of Farm Financial Measures centering on Repayment Capacity. Repayment capacity measures provide insight into you ability to generate funds to repay tem debt (longer than one year ) and to replace capital assets. The two financial measures relevant to repayment capacity are term debt coverage ratio and capital replacement margin.

The term debt and capital lease coverage ratio measures the ability of the business to cover all term debt and capital lease payments over a period of time. It is calculated as follows:

Net farm income + Non-farm income + Depreciation Expense + Interest on term debt + Interest on capital leases – Owner withdrawals/Family living expense – Income taxes

Divided by

Annual scheduled principal and interest payments on term debt + Annual scheduled principal and interest payments on capital leases.
A number less than 100 percent indicates that the business is not generating sufficient income to meet all of the term debt and capital lease payments. A number greater than 100 indicates the business is generating sufficient income to pay all term debt and capital lease obligations with some surplus margin remaining.

A few things to remember:

· Even though the business may generate sufficient earnings (after matching revenues with the expenses incurred to create those revenues) to cover all term debt and capital lease payments, there may not be sufficient cash generated to actually make the payments on a timely basis. The liquidation or build-up of inventories can make the interpretation of the ratio incorrect in the short run.
· If the repayment schedules for large amounts of term debt have interest only periods in the early years of amortization (frequently one to three years for the major construction of new production facilities), the principal payments for term debt may be understated.
· If revenues are not matched with the expenses incurred to create the revenues, the ratio may be greatly overstated or understated.
The stability of non-farm income can affect the reliability of this ratio for future planning.
Ratio of the Month: Capital Replacement and Term Debt Repayment Margin

This month we look at capital replacement and term debt repayment margin, the second Farm Financial Measure centering on Repayment Capacity. Repayment capacity measures provide insight into you ability to generate funds to repay tem debt (longer than one year ) and to replace capital assets

The capital replacement and term debt repayment margin is the amount of money remaining during a typical year of business after all operating expenses, taxes, and family living have been accounted for. It is the cash generated by the farm business which is available for financing the purchase of capital replacements such as machinery and equipment and making loan payments. It is used to evaluate the ability of the farm to generate funds necessary to repay debts with maturity dates longer than one year and to replace capital assets. It also enables users to evaluate the ability to acquire capital or service additional debt and to evaluate the risk margin for capital replacement and debt service. 

It is calculated as follows:



Net farm income from operations


+/-
Total miscellaneous revenue/expense


+ 
Total non-farm income


+
Depreciation/amortization expense

· Total income tax expense

· Family living (Owner withdrawals)

=
Capital replacement and term debt repayment capacity
· payment on unpaid operating debt from a prior year (loss carryover)

· Principal payments on current portions of term debt

· Principal payments on current portions of capital leases

· Total annual payments on personal liabilities (if not included in family living)

=
Capital replacement and term debt repayment margin
This measure assumes that the current year operating loan will be repaid in the current year as a result of normal operations and not figured as a part of the measure for this year. Unpaid operating debt from a prior year that is figured in the calculation should not include lines of credit and debt for livestock purchased last year that will be sold this year (if that is part of the normal course of business).

This measure is a dollar amount (which may be positive or negative), so it is difficult to compare the measure between farm businesses. The appropriate margin will vary from farm to farm depending on the production and price variability associated with the enterprise(s), the degree of diversification for farm and non-farm enterprises, and the financial and risk management abilities of the farmer. It is impossible to establish one standard for all farm businesses.


A few things to remember:

If the repayment schedules for large amounts of term debt have interest only periods in the early years of amortization (frequently one to three years for the major construction of new production facilities), the margin may be overstated.

· If revenues are not matched with the expenses incurred to create the revenues, the margin may be greatly overstated or understated.

· The true economic relationship between “depreciation” and “cash payments for capital purchases” must be recognized. Some farm businesses must spend an amount equal to or in excess of the annual depreciation charge just to remain efficient and to keep buildings, machinery and equipment up to current technological standards. Other farm businesses can enjoy the tax deduction of depreciation, but need not replace, buildings, machinery, and equipment except after long periods of extended use.

· The liquidation or build-up of inventories can make the interpretation of this measure incorrect in the short run, because net farm income from operations is calculated using an accrual-adjusted income statement. There may or may not be sufficient cash available to make payment(s) on a timely bases, due to changes in inventories. Thus, this measure should be used in conjunction with a projected cash flow statement.
The stability of non-farm income can affect the reliability of this margin for future planning.

Ratio of the Month: Asset Turnover

We are nearing the end of our series on Ratio of the Month. This month we start the last section of measures which include the five efficiency measures. These measures reflect the relationships between expense and income items to revenue and the efficiency of the farm business with regard to the use of cash and capital assets. The measures are asset turnover, operating expenses ratio, depreciation expense ratio, interest expense ratio, and net farm income ratio. This month we will look at asset turnover and next month we will look at the rest of the efficiency ratios.

The asset turnover ratio is a measure of how efficiently farm assets are being used to generate revenue. The higher the ratio, the more efficiently assets are being used to generate revenue. It is calculated as follows:


Gross revenues / Average total farm assets

A farm business has two ways to increase profits – either by increasing the profit per unit produced or by increasing the volume of production (if the business is profitable). If the farm business is turning out a high level of production given the level of capital investment, it will have a good level of asset turnover. If turnover is low, methods to use capital more fully should be explored, or possibly some low return assets should be sold. Neither the operating profit margin nor asset turnover alone is adequate to explain the level of profitability of a business. But, when used together these two measures are the building blocks of the farm’s level of profitability.

A relationship exists between the rate of return on farm assets, the asset turnover ratio, and the operating profit margin. If the asset turnover ratio is multiplied by the operating profit margin ratio, the result is the rate of return on farm assets. A farm with good operating and capital efficiency will show a strong rate of return on farm assets. If the net profit margin is low, the asset turnover ratio must be strong enough to offset the low operating efficiency and vice versa.

A few things to remember:

· The usefulness of this ratio is heavily influenced by the value placed on the assets

· This ratio typically shows wide variations depending on the type of farm enterprise and the proportion of owned land (or other assets) used in the farming operation.

· Assets unrelated to the farm business should be excluded from the average total farm assets (denominator), or care must be exercised to recognize the impact of non-farm business related assets.
Ratio of the Month: Operational Ratios
Well, we have made it to the end of the sweet sixteen ratios. The sweet sixteen are the main ratios and financial measures that the Farm Financial Standards Task Force agreed to use with agriculture nationwide.  This month we will look at the last of the ratios. They are the four “operational ratio’s” that are part of the efficiency measures. These measures reflect the relationships between expense and income items to revenue and the efficiency of the farm business with regard to the use of cash and capital assets. The ratios for this month are operating expenses ratio, depreciation expense ratio, interest expense ratio, and net farm income ratio.

I like to think of these four ratios as a team that tell me where the cents go for every dollar of revenue that a farm creates. When you sum the four ratio percentages together they should add up to 100. They tell me for every dollar of revenue, how many cents were paid for operating expenses, how many cents were paid for interest and how many cents were paid for capital items (depreciation). What is left over is how many cents were paid to the farm operator for his or her income (net farm income ratio).

The ratios are calculated as follows:

Operating Expense ratio

Total operating expenses – Depreciation/amortization expense / Gross revenues

(This ratio indicates the percent of the gross farm income that is used to pay the operating expenses.)


Depreciation/amortization ratio



Depreciation/amortization expense / Gross revenues 

(This ratio indicates the percent of the gross farm income that is used to cover the depreciation expense.)


Interest Expense ratio



Total farm interest expense / Gross revenues

(This ratio indicates the percent of the gross farm income that is used to pay farm interest expenses.)


Net Farm Income from Operations Ratio



Net farm income from operations / Gross revenue

(This ratio indicates the percent of the gross farm income that remains after expenses as net farm income.)

In the above calculations, the gross revenue includes gross cash revenue and value of inventory changes for the period. A few suggested guidelines are as follows:

	
	Red (vulnerable)
	Yellow
	Green (strong)

	Operating Expense Ratio
	> 80 percent
	65 – 80 percent
	< 65 percent

	Interest Expense Ratio
	> 20 percent
	10 – 20 percent
	< 10 percent

	Depreciation Expense Ratio
	> 20 percent
	10 – 20 percent
	< 10 percent

	Net farm income Ratio
	< 5 percent
	5 – 15 percent
	 > 15 percent


A few things to remember:

· These ratios are very sensitive to the accuracy and reliability of the information used in the calculations.

· Net farm income from operations is calculated on a pre-tax basis.

· The depreciation/amortization expense ratio varies by farm type and by the depreciation/amortization methods used.

