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I come from a banking background. I had ten years in banking before going into dairy farming; six of those years were in rural banking. Many people think of banking as a necessary evil but I would like to show you some simple measures to dispel that belief. Let us break down these measures so that you can think about them while bringing the cows in.

 Financial fitness is only a part of successful farming. Successful farming is profitable farming and it takes skill, dedication, and discipline. While financial management is critical, so too are other management disciplines. It is for this reason we need goals and a fair degree of time management. This will help achieve a defined sense of direction and working to achieve goals. 

· Identify the few key areas critical to your success. These will be areas 

     you are skilled in and will enjoy being involved with.

· Evaluate any hurdles to overcome these and cost them out.

· Sit around the table with your consultant, bank manager, accountant 

     and any other partner important in your life, and set a three to five year 

     plan. These will typically have annual bench marks seen as critical to the 


  sustainability of profit.

To achieve your goals a reasonably detailed annual plan is required. This typically involves a monthly cashflow budget, recording physical as well as financial events. This allows you to monitor the route to profitability. Farming is a series of choices. It involves plotting the course and making decisions every day. Success depends on how good these choices are. One of the things we do at home, is write out our monthly accounts so we know exactly what our cashflow will look like before anything is paid. This monitors our expenditure and makes sure we are on target with our budget.


At the end of each year, reassess the five year plan and modify it to keep up with your expectations. An interesting exercise is to sit down with a consultant, accountant and banker to look at your current equity, and assess your likely Net Capital Change (NCC) in the future. With this information you will be able to build up a picture of when you have the equity to retire or buy another farm. Use of all three parties (i.e. consultant, accountant and banker) is invaluable as each offers their skills to the exercise, I know, we have tried it. Never be afraid to ask for help in areas you do not feel skilled in. Finance is one of these areas for most people. 

If some of these areas are a little daunting think of life as a clock. On the clock which is the more important, the big hand or the little hand? You can’t tell the time unless both hands are involved. See your business like that, and consider those who are involved in your business as some part of that clock. In some areas you might be the big hand and in other areas your partner might be. The bank holds a lot of power in their ability to say yes or no to finance but they are human and usually money is lent when a proposition reaches sufficient benchmarks. These benchmarks are included in some of the measures that follow.

Do you measure up?
Let’s start by developing an understanding your own financial accounts. While this information is historical it is a good analysis of past productive and financial performance. Viability can be determined through using past performance in key indices, and these data can be used as a base on which to project future trends.

As farming is a series of choices we need to make the right choices. To do this needs an active enquiring mind. If you are unwell or sleep deprived then get yourself right. If you are fresher in the morning, then do accounts and budgets in the morning. Plan to attend to these matters so you are in control and can give them the attention they require. 

It is not enough to say as one client told me that he was fine because he was paying GST, or another one who said that all was well because he was paying tax. Paying tax or GST are not sufficient measures of your financial health to show the entire story.

A key measure is Net Capital Change (NCC). This is a snapshot of your finances in the current year compared to the previous 12 months. This is most relevant if tied in with actual balance date. NCC relies solely on cash items, not changes in land and stock prices as these are equity issues. Cash items are readily tangible assets such as stock and shares and money in the bank, and do not include non cash items such as depreciation, herd / trading scheme values. Changes in NCC will show a true trading position from one year to the next and provide a sound measure of your financial growth and trading profit.

Farming has a long productive cycle and the correct use of your annual accounts will show the extent to which annual financial targets are being met. With the proper measures in place they will indicate both good and bad trends.

Knowing the NCC figure you can then go on and work out return on investment, profit per cow, interest cover and many other measures which may add value to your business. Data required to calculate NCC is outline in an example (Table 1).

Table 1: Example of the calculation of net capital change.


Year ending 31-5-1993
Year ending 31-5-1994

Term debt:



Family bank
1 160 000
1 220 000

Current liabilities



Bank overdraft
      24 911
     65 441

Accounts owing
      20 000
     20 000

Total liabilities
 1 204 911
1 305 441

Less



Investments



Shares
   -147 703
    173 645

Term deposits







Accounts receivable
    -30 000
     30 000

Net indebtedness
1 027 208
1 101 796





Change indebtedness

(-74 588)

Change in stock on hand 

 +79 550





Capital expenditure

 +80 650

Capital introduced

     ----





Net capital change (NCC)

  85 612

The aim is to compare Year 1 with Year 2 on exactly the same day. Preferably on your balance date.

To calculate the change in indebtedness

Step 1. In Year 1, add together term debt, (i.e. all bank loans, family debt, hire purchase plus current liabilities, which is basically anything you owe on that day including accounts owing, overdraft). Then subtract current assets (i.e. investments, credit accounts and any monies owed to you). Repeat this for Year 2. Comparison of Year 2 with Year 1 gives you the change in indebtedness. 

Step Two determines changes in stock value on hand, adding for an increase in stock and subtracting for a decrease. Use realistic values and keep these the same from one year to the next. (This keeps out the market variance and will not detract from a poor trading year.) Now add capital expenditure, as this should have a value in improving your worth. A prime example is the capital spent on setting up irrigation. Lastly subtract capital introduced, e.g. a sale of an asset. The result gives the NCC.

Look at the example in Table 1. This example shows that an owner operator increased his borrowing with the bank by $74 588. However from looking at his annual accounts he increased stock numbers by 129 head, to the value $79 550 and spent another $80 650 on an irrigation system. This scenario shows he improved the NCC by $8 5612, [ie $79 550 (stock)+ $80 650 (irrigation) = $160 200 less $74 588 lent from the bank].

If this is done every year, it starts to show trends. Look at the NCC and assess whether you are happy with this figure. It may be a low figure explained by a one off situation such as drought, or very low payout. If it is a fairly normal year and it is low you need to be realistic. Sometimes we need to be mindful of what tax was paid in that year. A small figure in one year may mean it is likely to be greater next year because two lots of provisional and terminal tax need to be paid all at once. 

NCC is what most banks use to determine their client’s financial fitness. In a scenario where the business is growing, there could be a strong negative cash movement offset by a strong positive capital growth. In a sharemilker’s case this would be shown as an increase in cow numbers. When this happens there is likely to be higher per animal costs due to more retained stock so other financial measures can become misleading. In the sharemilker’s case, term loans are often short term (5 -7 year) and principal is often paid out of the current account. The NCC takes this into account and enables the bank to assess the sharemilker’s real progress. If the NCC result is small then return on investment will be small and it is time to assess how long you plan to stay in the business.

Once we have the NCC we can break down the financial indices a bit more. Look again at Table 1. Our net indebtedness should equal total gross income less farm working expenses and other expenses such as debt servicing, tax, drawings, life insurance, plant replacement and capital expenditure. Capital recovered or introduced should be added. This is a method of calculating the right net indebtedness and it can help when looking at other measures.

Farm working expenses as a percentage of total gross income (FWE % TGI)

FWE % TGI obviously varies from year to year or influenced by the level of milk payout. However it can be used as a guide when budgeting. If historically your farm FWE % TGI is 55% then doing a budget using 40% would not be a true measure. The FWE % TGI figure can be used to compare between years or between other farms. If your FWE % TGI is consistently at 58% and other properties have theirs at 50%, you need to look at why this occurs.

Attention to detail then becomes apparent. If we want our FWE to drop, we have the choice of increasing the TGI and/or not spending. It may be possible to drop expenses in some areas and not affect production. More often the TGI goes hand in hand with FWE. When this happens there is no more money available for debt servicing and living than there was on the smaller operation. Watch for these trends.

Farm working expenses as a percentage of total kg milksolids (FWE % kg MS)

Another measure is FWE % kg MS. With a rising price for milksolids this is an important measure. By keeping FWE % kgMS static, you can ensure the money made is used in areas of your choice not just spent on the farm because it is there. The sharemilker can choose to reduce debt and the land owner can do the same or make other capital expenditure decisions.

Total charges as a percentage of total gross income (TC % TGI)

Total charges are seasonal debt servicing costs plus interest, principal, bailment and 

rent / lease divided by TGI. This figure historically has been about 25%, however it does depend on scale of operation. A truer measure used these days is interest cover.

Interest cover

 Interest cover is the rent plus interest, plus surplus, and capital expenditure divided by interest. A farm owner can usually stand an interest cover ratio as low as 1-1.5 whereas for a sharemilker it should be greater than 2. This is a good measure, as a small-scale operation can not sustain 25% interest charges as easily as a large operation. This measure also takes into account a net result, which means all costs including drawings are taken into account. One farm may sustain 30% interest costs because they only draw $20 000 for personal expenses while another cannot sustain this because they draw $40 000.

If you make a conscious decision to regularly adopt some of these measures then you will be in a position to spend wisely. You can look with certainty at repairs on an old machine versus the cost of funding a new machine. In a large growing enterprise it will give you the confidence to seek out new goals.

By using financial measures you can work out where you are at present and where you should go. For example, look at your profit per cow. Are you getting ahead by just adding more cows? It has been suggested that many North Island farmers are going nowhere because of the small scale of their enterprise. In contrast are South Island farmers only getting somewhere by the larger scale of their operation? Measures discussed in this paper can answer these questions. There is a hype about growth and scale of enterprise. By using measures such as NCC, interest covers and profit per cow we can make informed decisions to back up gut feeling.

Conclusions

The financial accounts from your accountant are not just a taxation summary. They have very relevant data to assess where you have been and where you are going. Every year will show the good and bad trends and gives real power in decision making.

Once familiar with the NCC formula you can look at your budget and estimate ahead of time what your closing figures will be. Comparison of your net indebtedness with the previous 12 months, and working out your NCC for a future date will really put you in charge of your destination.

To summarise:

· Financial accounts are worth their weight in profit.

· Net capital change is the single most important measure you can understand to 

     assess profitability.

· Use a team or partner approach to improve your skills in the financial area.
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Workshop summary

Key points

· The financial statement prepared by your accountant contains important information to help you determine progress towards financial goals.

· Have a financial plan. Include a target for the equity position required in five years time. Steps to achieve this target include:

· Know your current net worth.

· Know how to calculate your net capital change from one season to the next.

· Have systems for monitoring your actual cash position compared to budgets on a monthly basis.

· Choices ‑ have options for changing circumstances.

Equity is important but it doesn't matter what you are worth if you are not trading with a   

positive cash flow from year to year.

Use the information supplied on the balance sheet from your accountant to calculate net 

capital change. This is your cash trading position, and takes out changes in capital value 

from one year to the next.

· The aim is to compare your position from one year to the next on exactly the 
          same day, preferably your  balance date.

· From your balance sheet calculate your total liabilities. Add term liabilities and 

         current liabilities together.

· Then subtract your current assets. These include any money in the bank, money 

         owing to you and investments dairy company shares.

· This gives you your net indebtedness.

· Repeat the above for the second year. The difference between Year One and Year 
          Two is your change in indebtedness.

· Now use some information that will differ from your accounts.

· Was there an increase or decrease in stock on hand between years? Value the 
          increase/decrease using realistic market values, and keep the value the same          

       across years. Add the value of an increase; subtract the value of a decrease.

· Add the value of capital expenditure that was spent to improve the worth of your    

       farm. Lastly minus capital introduced, e.g. sale of an asset.

· Historical viability is a good measure of future viability.

· Are you happy with your net capital change in relation to your financial goals?

Four stages of financial fitness

· Unconsciously incompetent

· Consciously incompetent 

· Consciously competent

· Unconsciously competent

· Be prepared to up-skill
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