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Why carry out a Cash Flow 

The following three options show why you should complete a budget and cash flow. The future value of cash is shown in Table 1.

Option 1

Step 1.
Find $10 000 in your budget that is either a surplus to past profitability or can be realised by spending less. 

Step 2.
Over the next 10 years, be diligent, complete a budget to ensure you save that $10,000. Then invest your money at a safe 5 % for 15 years.

Step 3. 
After 10 years, take it easy, leave your savings in the bank, spend that $10,000 per year you have been saving on a holiday, new car or a boat.

Option 2

Step1.
Find $10 000 in your budget that is either a surplus to past profitability or can be realised by 

spending less, save your monies for 20 years at an interest rate of 5 %.

Option 3

Spend the money on upgrading your car every year, buy at least one lotto ticket per week and uncontrollably spend your money without budgeting.

Table 1: The impact of saving money versus spending, at 5% over time.


Future value

Option 1. Save for 10 years, wait 15 years
$ 260 000

Option 2. Save for 20 years
$ 330 000

Option 3. Spend your money, as above
0 - $3 million

With the recent increases in dairy profitability and dairy farm salaries, finding $10 000 per year is not difficult if you are diligent. Budgets and cash flows are most effective tools in assisting you in meeting your financial goals. A budget and cash flow will help you map out the appropriate path.  

Cash budgets and cash flows should be completed in two distinct phases.

Phase 1 - The Critical Path

The key to success is to develop a strategic plan for wealth creation. Create a goal, map out your critical path and then successfully implement the plan. To achieve this, you need to have a sound understanding of where you are now, and where you want to be. For example, to achieve a freehold farm of 300 cows (120 ha) the following path is appropriate:

Farm Manager  (Step 1)

($10 000 equity)




Contract Milker (Step 2)



($50 000 equity)









Sharemilker, mortgaged (Step 3)





($250 000 equity)














Farm Owner, mortgaged (Step 4)







($1 250 000 equity)



  





  Farm Owner, No mortgage (Step 5)









($2 500 000 equity)

Figure 1: The path required to achieve a 300 cow debt free farm.

Phase 2 - Budgets and cash flow

It is vital that you measure the progress towards each step along the critical path to achieve financial wealth. Budgets are a vital tool to help you achieve the next step. Financiers will insist on an accurate budget and cash flow. Your chances of achieving finance will be dramatically improved if you can compile and / or fully understand a budget and cash flow.

Cash flow and cash budgets can be completed by hand, but for long term budgeting the aid of a computer is essential. Most advisers and financiers use a range of computer software, from simple spreadsheets to purpose built accounting software. Accountants and advisors can provide cash budgeting services. The cash budgets they produce will only be as good as the information that you provide.  

Compiling a budget and cash flow

To successfully develop a budget the following steps are necessary:

· Understand the important aspects of your business, what drives your income, ie. milk 

  production, milk price, beef schedule.

· What factors determine the expenditure, i.e feed requirements, labour, fertiliser etc.

· What are the relative risks to income and expenditure and the potential variation.

Ensure that the parameters that you use are realistic and achievable.

Analysis of a budget

Profitability of an enterprise is assessed by:


Cash income





Plus / less
Change in value of stock and milk income on hand

Equals

Gross income
Less

Working expenditure

Equals

Trading surplus (EBIT)

Less

Interest and depreciation

Equals 

Taxable surplus
Less

Principal payments and capital purchases



Drawings and tax

Equals

Net surplus

Plus / Less
Movement in stock and retained income on hand

Plus 

Depreciation

Equals 

Cash surplus

The three important stages of profitability that are assessed are:

· Gross income, which includes both cash income and adjustments for changes in stock and milk on hand. If your herd numbers increase this must be taken into account to reflect the true income of your business. Likewise if you are selling stock, and numbers are falling, this must be accounted for to ensure that you are not putting the viability of the business at risk.

· Trading surplus, often termed as the EBIT (Earnings before interest, drawings tax and depreciation), with adjustments this can also used to determine the EFS (Economic farm surplus). This is a frequently used tool to determine the profitability of a business, and the ability to service and repay debt. EFS and EBIT are the most commonly used indices to assess the viability of a business.

· Net surplus, reflects the true surplus of the business after interest and drawings have been taken into account. It reflects the business’ ability to repay debt, replace capital machinery and generate cash.

Risk 

The impact of fluctuations in the price due to pay out and market variations and the impacts of changes in production need to be assessed. At what point of production and level of payout do you make enough to repay the interest on the debt as well as maintain your drawings.This is the break even point. Is this level of production or pay out realistic? Has that payout been experienced in the recent past, for example $3.25 / kgMS? How sensitive is the production to the environment and other factors outside of your control? 

Expenditure ratios

A ratio of expenditure relative to income can is a useful guide to assess whether the budget has been calculated correctly and how sensitive the profitability will be to income (normally 50-65 %). What are the main factors driving the expenditure? Where do the potential risks in increasing expenditure come from?

Exposure to debt

Assess how much of the gross income is absorbed by debt servicing (maximum 30 %, preferably less than 25 %). Debt servicing as a proportion of EBIT or EFS will also help you determine the strength of the business (maximum 50 % for an average business at 10-12% interest rates). How sensitive is the budget to higher interest rates. It was not long ago that share milkers interest rates were greater than 12.5 %+.

Drawings potential 

We all need to live. Your drawings requirements will be dependent on the stage of life you are at. When assessing viability, you should carefully consider your future drawings requirements. For example, if you start a family, your personal demands will increase, yet your combined earning potential may fall if one of you leaves a paid job.

Principal and capital repayments

All budgets must have contingencies for capital expenditure, plant replacement, and debt repayment. This is a key factor that may ensure whether your venture will succeed or fail. How significant is the surplus after drawings, interest and tax. How quickly can you repay debt to allow  the flexibility in the future to make the next step to that ultimate goal. It is not enough just to pay the interest to the bank.  

Tax implications

When preparing for the next step the tax implications should be considered. Expenditure associated with your business maybe tax deductible, and alternatively, additional income may be taxable. You do not need to be a farmer or sharemilker to participate in the benefits and/or costs of tax.

First you must be GST registered. Second, you need to participate in a business which involves tax deductible income and expenditure. For example, do you provide a motor bike for your job. The expenditure associated with the bike is tax deductible, ie interest, repairs and insurance. The income from owning the bike is taxable.  

Summary

·     Develop your short, medium and long term goals.
·     Form the critical and strategic plan to create wealth and meet your goals.
·    Complete annual budgets and cash flows to assist you in reaching every step to  
    success.
Workshop summary

·  Importance of personal and business planning – Setting SMART goals

  Specific

  Measurable

  Attainable

  Realistic

  Timely

  Goals

· Revising these targets or “shifting the goal posts” on a regular basis 

· Use budgeting and cashflow tools to assess critical pathway progress 

· Use cashflows to plan tax, debt structural requirements etc. 

· There is a range of professionals that can help you with this process and often a farmer who you respect can be extremely valuable in your attack on the next step

Cashflows can mean different things to people at different stages on their critical pathway

Key cashfiow issues

Land owners

· Debt payment structures i.e. interest only 

· Herd tax issues 

· Drawings 

· Share payments

1st year sharemilkers

· Bridging finance

· Tax issues in second year

· Hidden costs

What is a “good” cashfiow?

· Healthy cash surplus

· Realistic farm working expenses ‑ using historic figures for grounding

· Awareness of tax issues

· Sensitivity analysis to decide breakeven

·    Working document ‑ keep revising

·   Banks have transparency
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