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THE CHANGING FINANCIAL STRUCIDRE OF THE FARM SECTOR 

INTRODUCTION 

The current financial crlS1S and adjustment in U.S. agriculture is a very 
visible part of a deeper, longer term am significant change in financial 
structure. While some of the trends (e.g. family corporations, renting and 
leasing, and off farm income) have been present for years, they now appear to 
be accelerated by the new financial environment that has emerged in the 1980s. 

'!he overall economi c environment has significantly changed from t he past 
decade. The 1970s were characterized by rising inflation, low and frequently 
negative real interest rates, worldwide economic expansion including rising 
U.S. agricultural exports (a relatively v.€ak dollar), and optimism about 
agriculture and thus ready availability of credit. Since 1982, essentially 
the opposite has occurred: low inflation, high real interest rates, a stagnant 
world economy with a strong dollar and sluggish export markets, and 
consequently pessimism about the future of agriculture has increased. This 
new economic and financial environment has caused land values to decli re, 
reducing loan collateral, and reducing credit availability to the farm 
sector. An immediate problem is . that many farmers who made debt financed 
(leveraged) expansions during the favorable period of the 1970s are now faced 
with excessive debt, given the new economic and financial environment. 

A less visible but potentially just as signficant change has been the 
increase in financial risks in agriculture (Brake). Fluctuations in fund 
availabili ty from some lenders along with lenders' nonprice response s to 
changes in financial markets has tended to destabilize farmers ' access to 
credit. High and volatile interest rates and greater use of variable-rate 
loans have provided new sources of financial risk. The deregulation of the 
banking industry. has further destabilized farmers' costs of borrowing. Risks 
arising from unanticipated changes in the rate of inflation and the loss of 
collateral value via land depreciation have become very apparent to both 
farmers and lenders. PUblic responses to inflation and later the side effects 
of policy to control inflation have in turn created additional risks. These 
risks are unlikely to diminish in the 1980s as the United States and world 
financial markets become more integrated. These increased financial risks 
represent an important and enduring factor now influencing the financial 
structure of U.S. agriculture. 

As a whole, agriculture is strong and resilient and will adapt to the 
environment of the 1980s, just as it hgs adapted to the other major changes of 
the century. But this adaption is not without pain for some and will require 
substantial changes for many others. A key question is what financial 
structure will emerge to enable the farm sector to live comfortably with the 
new economic and financial environment. This question implicitly assumes that 
a substantial swing in financial and income variables back to the level and 
configuration of the 1970s is unlikely. Instead it focuses attention on 
adjustments that can be aDd are being made in response to the present 
situation. 
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The objectives of this paper are as follows: 

a. to review the principles of business finance and consider how these 
principles relate to current trends in the financial structure 
and organization of the U.S. farm sector, 

b. to provide so~e hypotheses concerning cause and effect, and 

c. to suggest what the future financial structure and organization 
of the farm sector will look like. 

The general methodology is one of hypothesis formulation. It is hoped that 
the paper will help focus future agricultural economics research on the 
suggested hypotheses, as well as be of value to agriculturalists who are 
making long term financial management decisions in the new economic and 
financial environment of the 1980s. 

FARM BUSINESS ORGANIZATION AND Fn~NCIAL STRUCI'URE 

~ve are now beginning to see a major transition in agriculture away from 
debt financing to alternative means of financing or otherwise obtaining access 
to resources. Only the passage of time and more empirical evidence will show 
the eventual extent of this shift. Nevertheless, the problens that many 
farmers (and lenders) had in the early 1980s with debt financing and shrinking 
collateral as land prices move downv.ard will shape the way farms acquire 
access to productive resources, and perhaps the organizational structure of 
farms, for years to come. 

A key factor or consideration affecting a farmer's choice of alternative 
sources of financing is the form of business organization. A farmer's choice 
of financiI'B alternati ves depends upon his organizational structure, 
management capabilities and ability to assume risks. Limited partnerships, 
venture companies, joint ventUres, and incorporation all represent potential 
means through which farmers can attract off-farm equity capital (Penson and 
Duncan). As a result, changes in the form of business organization and the 
factors behind these changes must be considered concurrently with changes in 
methods of financing and financial structure. 

Farm businesses are organized in three principal ways: sole 
proprietorships, partnerships, and corporations. The form of business 
organization has important implications in terms of Federal income and estate 
taxes, continuation of the fann when a farmer leaves the business through 
death or retirement, ability to bear risk, am most importantly, access to 
alternati ve sources of financiI'B. Some farm families are turning from the 
traditional sole proprietorship form of organization to _ improve access to 
capital and to better manage increasing financial risks. 

Farm Organization and Access to Equity Capital 

Potential resource acquisition tools for the fann business are debt 
capital, leasing arrangements, and equity capital. Sole proprietorship 
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familyfarms generally have a rather f ixed and limited equi t y in the short run, 
and therefore have a limited number 9f options to adjust t he capital structure 
(ani resources) of the farm. New additions of equity capital from outside 
sources are uncommon . for ·the sole proprietorship f qrm. Lending institutions 
and traditional investors are reluctan~ to provide capi tal f or a shar e of 
returns and future capital gains in lieu of interest because of the great er 
risk of displacement or interference in control of the f i rm. Farmers 
themselves are reluctant to give up any ownership rights to farm assets. 

This situation contrasts sharply with that of nonfarm corporations wher e 
external equity capital provided by new shareholders is often an important 
source of investment funds. The new equity investors want a sha r e i n t he 
firm's future profits (i.e., dividends and capital gains) but ar e only modest 
risk takers. They tend to diversify such investments among differ ent firms to 
avoid becoming heavily affected by the risks of one particular investment. 

Some family farms are adopting organizational forms other than the sole 
proprietorship business to increase access to external equity capital. 
Occasionally such equity capital is provided by public. shareholders or 
institutional investors. More often it comes from closer friends and business 
associates or their extended family. The total number of shareholders in such 
cases is usually less than 10 and such corporations remain closely held by the 
farm family rather than becaning publicly held. This organizational change 
may involve acquiring a partner to obtain new equity capital, incorporat i ng 
and allowing heirs to make additional equity investments in the business, or 
more complicated stock holding arrangements with business associates. 
Transfers of external equity capital throllg"h limited partnerships appear 
primarily in the livestock sector, with fed-cattle and poultry subsectors 
often utilizing capital derived from nonfarm equity sources. 

In all but a few cases, such as integrators or tax-sheltering investors, 
such partnerships and corporations remain closely~eld family farm operations. 
An important benefit is that they enable the farm firm to rely more on equity 
financing and less on debt financing. 

Other Factors Affecting Farm Organization 

Federal tax policies probably have more influence on the conversion of 
farms to the corporate form of organization than any other single policy or 
program of the Federal Q)vernment (Looney; furrington, et al. p. 8.). Federal 
income" tax policies, in particular, have encoura9ed farm busi ness 
incorporation because corporate tax rates are lower than lndividual rates for 
taxable incomes above about $25, 000. Corporate income tax provisions enable 
farm corporations to increase internal equity capital throllg"h retai ned 
earnings at a faster rate than sole proprietorship or partnership farms. 
Further, Federal tax policies encourage certain nontaxable fringe benefits for 
corporate ownership. 

Transferring shares of stock in a farm corporation is a relatively s i mple 
and convenient way to transfer farm assets to heirs (Krause). Transfer of 
stock prior to or at death may help to keep a farm business operating wi thout 
any disruption. Estate taxes are lower and younger family members can be 
brought into the farm operation more easily. Off-farm heirs may be willi ng t o 
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maintain their ownership and leave their inherited capital in the farm 
business . via shares if they see that it will be operated efficiently and they 
wi ll r ece ive a reasonable return on their investment. Incorporation is 
ther efore an important means of retaining the equity capital of off-farm heirs 
in the farm business. 

Family farmers facing high taxable incomes also incorporate to facilitate 
firm growth. In this situation incorporation can result in more after-tax 
income available for reinvestment. Perhaps the strongest argument for 
i ncorporation is that it is . " •.• expected to encourage farm growth and 
i ncreases in farm size because larger after tax income is available for 
r einvestment. II (Boehlje and Krause, p. 35) .. The farm growth aspect may be a 
stronger attraction than higher net income in the short run. In their 1981 
publication, Boehlje and Krause recognized that " ••• the small and moderate 
size farmers' greatest competition for farm resources, particularly farm real 
estate, is coming from moderate and large size farmers. Some of the most 
competitive farmers are those who incorporated their businesses ••• II (p. 35). 

Other considerations, such as the limiterl liability afforded by 
incorporation are further considerations in selecting the best organizational 
structure for the farm firm. 

Inco~oration Reduces Financial Risk 

In addition to the above mentioned considerations, incorporation may also 
improve the risk bearing ability of the farm business. Increasing financial 
risks in agriculture have increaserl incentives for farm firms to adapt more 
complex business organizational forms to diversify asset and financial 
portfolios. 

First, a working definition of financial risk is needed. Finance 
literature distinguishes between the effects of business risk and financial 
risk on the firm's total risk (Barry and Baker, 1984, p. 186). Business risk 
represents the risk faced by the firm independently of the way it is financed; 
examples are product price and yield risks. Financial risk is narrowly 
defined as the added variability of net cash flows to an owner's equity that 
is associatErl with debt financing. Under this definition financial risk is 
zero when no borrowed capital is used, and increases as increased amounts of 
capital are borrowed. 

A broader working definition of financial risk is used in this paper with 
the goal of increasing understanding of the relationship between risk and the 
financial and organizational structure of the firm. Financial risk will be 
defined as the risk associated with the ownership, financing or other means of 
acquiring access to the resources required by the farm; business risk will be 
defi ned as the risk associated with the annual operating incomes generated 
with these resources. These risk components add to the same total risk 
defi ned by Berry and Baker, but now parallel the income streams generated by a 
resource: current income and appreciation (capital gains). This broader 
concept of financial risk lends itself better to the analysis of a wide range 
of financial structures. For example, full ownership financed by internal 
capi tal represents a different financial risk than renting, even though 
borrowed capital is zero in both cases. 
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Nonfarm corporate businesses avail themselves of many different sources o f 
financing: debt hol ders have contracts (bonds) which promise to pay them 
fi xed schedules of interest in the future ; equity holders provide retained .. 
earnings (internal equity provided by existing owners of the firm) or purchase 
new shares (external equity provided by new shareholders); and there are 
others such as holders of l eases, preferred stock, nonvoting stock, and ... 
warrants. The corporate organization provides both the firm and its investors 
with an effective means to spread and offset risk through diversification. 
Each financial category represents a different type and degree of risk, which 
the corporate firm spreads among many different categories of investors. The 
investors themselves are risk averse and minimize risk by owning diversified 
portfolios of investments in other firms, each providing a return that 
balance s the individual investor's ability to bear risk with the riskiness of 
that specific investment . Each investor thus spreads or balances offsetting 
risks of each investment in a diversified portfolio. Finally, the different 
assets owned by the corporate firm also represent a diversified portfolio, 
each to some extent offsetting the risk of other assets held by the 
corporation. 

These ~ifferent levels of diversification provide efficient risk bearing. 
for both the firm and its investors. In a large portfolio, an asset's own 
risk (variance in returns) is offset by covariances with other assets and much 
of an asset's own variance is diversified away. The risk premium that must be 
provided by the return from each asset or investment is thereby reduced, since 
it must cover only the asset's net contribution to the portfoli o's total risk, 
and not the total risk of the individual asset. In this way, corporate 
financing reduces the cost of risk bearing for both the firm and its investors 
(Barry and Baker, 1984, p. 192). 

In smaller, less diversified portfolios, an asset 's own risk has much 
greater importance. The owner-operated sole proprietor family farm represents 
an extreme case, where the firm's major investment is typically in only one 
asset (land) and the firm's owner (the farm family) invests only in that 
firm. Returns to this investment must compensate both the firm and its owner 
for all of the risk, since none is diversified away. The absence of diversity 
for both the firm and its owner must be covered by higher risk premiums on the 
investment, to cover the increased cost of risk bearing. 

As a result, the sole proprietor family farm is inefficient in bearing 
risk, compared to a fully diversified corporate firm and its many investors. 
This high cost of risk bearing provides an incentive to farm families to 
change their asset and financial structure am adapt more complex business 
forms that provide some of the risk bearing efficiencies observed in the 
nonfarm corporate world. This adjustment to risk has long been observed in 
the cattle feeding sUbsector (Reimund, et al.). Recent increases in 
financial risk may be accelerating similar adjustments in other sUbsectors. 

Olrrent Trends in Farm Organization 

Historically, sole proprietorships have been and continue to be the 
dominant form of organization for U • S. farms. Sole proprietorships (87. 3 
percent of farms in 1978), are followed by partnerships (9.7 percent), and 
corporations (2.0 percent). Although sole proprietorshi.ps are ordinarily 
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tho~3ht of as family farms , all three types are chiefly family organizations. 
In partnershi.ps, the partners are usually related by blood or marriage and 
most corporate farms are family owned and operated (Reimund). Cbrporations 
are more important in the larger sales classes, both in tota l numbers and as a 
proportion of all farms as shown in figure 1 (Harrington, et al.). 

The growth in co:rporate farming during the seventies is a lmost entirely 
attributable to an in:rease in the number of family an<J. other closely held 
farming corporations (Figure 2). More than 96 percent of all farm 
corporations are family-held . The numl:er of family corporations increased 
from 45, 418 to 52 , 652 between 1978 and 1982 compared to an increase from 5,852 
to 7,140 for nonfamily corporations in farming (Table 1). . The increase in 
fami ly corporations i s even more significant when measured in terms of 
farmland operated, value of land and buildings, or value of sales. Thus, 
while the corporate form of ownership is becoming increasingly important in 
the U.S. farm sector, most of this growth is accounted for by the increase in 
family corporation!? Table 1 indicates a significant adjustment from sole 
proprietorships to family corporations is currently underway. Since 1974, the 
importance of sole proprietorships has declined, especially in terms of sales, 
which have fallen from 67.6 percent to 59.2 percent of total sales. 
Partnerships have increased slightly in importance, although appear to have 
stabilized since 1978. 

These data do not support the common perception that nonfarm corporations 
are becoming heavily involved in farming. While the mnnber of nonfamily 
corporations increased by 1,288 between 1978 and 1982, their share of land 
operated decreased and shares of sales remained constant at 6.5 percent. 
Instead, table 1 indicates that family farmers are becoming more and more 
aware of the advantages of the corporate form of organization. 

Off-farm Income 

Another response to both the changing economic environment and to 
increasing business and financial risk is to establish a broader Portfolio of 
income sources by seeking off-farm income (carlin and Ghelfi). Table 2 shows 
the proportion off-farm income provides to the total income of farm families 
has grown markedly in recent ' years to' 71.8 percent in 1983. This off-farm 
income reduces risk in two ways, (a) its variation is generally not correlated 
with farm income variation so it tends to stabilize total annual income, and 
(b) it tends to be an additional source of liquidity and equity capital for 
the farm family in meeting severe and variable cash flow requirements. While 
the increased importance of off-farm income is also due to many other factors, 
at least a port of this increase can be explained as a response to the 
increasing risk in U.S . agriculture (Tweeten, p. 931).11 

1/ Off-farm income is closely interrelated with other adjustments in the 
prCrluction, marketing, and financial structure of the modern farm. 'Ihis 
interrelationship makes it difficult to determine whether a given adjustment 
represents a response to risk or responses to other changes in the economic 
environment. For example, many responses to financial risk are also 
adjustments to the high real interest rates, low inflation rates and the 
decline in land values that currently face farmers. 
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Figure 1 
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Fi gure 2. Recent Inc r eases in Farm Corporations are 
Chief ly Family Corporations 
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Table I--Selected U.S. Farm Characteristics by Type of Organization 
1974, 1978 and 1982 

Sale Family Nonfamily All 
Item Proprietorships Partnerships Corporations Corporations Corporations 

Fercent Fercent Fercent Fercent Percent 
of U.S. of U.S. of U.S. of U.S. of U.S. 

Nt.nnber of 
farms 1974 1/ 1, 517,573 89.5 144,969 8.6 * * * * 28,656 1.2 

1978 2,175,437 87.8 241,290 9.7 45,418 1.8 5,852 0.2 51,270 2.1 
1982 1,945,639 86.9 223,274 10.0 52,652 2.4 7,140 0.3 59,792 2.7 

Larrl operated 
- Acres 1974 1/ 678,081,579 74.9 124,479,156 13.7 * . * * * 96,781, 155 10.7 

1978 686,575,506 70.5 159,303,369 16.4 104,083,123 10.7 16,119,626 1.7 120,202, 749 12. 3 
1982 642,380,423 68.9 151,860,157 16.3 112,858,160 12.1 14,450,606 1.6 127,308,766 13.7 

\D 

Value of 
Land and 
BuildirlJs 
- $1,000 1974 Y 241,235,783 78.1 41, 306,927 13.3 * * * * 24,555,940 7.9 

1978 480,508,032 74.9 100,114,700 15.6 47,877,551 ·7.5 9,501,923 1.5 57,379,473 8.9 
1982 546,915,894 71. 7 119,493,881 15. 7 76,139,314 10.0 13,779,883 1.8 89,919,197 11.8 

Value of 
Sales 
- $1,000 1974 1/ 54,516,408 67.6 11,231,940 13.9 * * * * 14,425,607 17.9 

1978 66,450,597 61.6 17,388,248 16.1 16,311,239 15.1 7,041,915 6.5 23,353,153 21. 6 
1982 77, 506, BOO 59.2 21, 519, 531 16.3 22,901,908 17.4 8,578,458 6.5 31,480,367 23.9 

Y 1974 data for farms with sales of $2,500 or more 

* = Data unavailable .. 
Soorce: Census of Agriculture. 
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Tabl e 2--Net farm income and off-farm income as percentage of total 
income of farm operator families 

Year 

1960 
1965 
1970 
1975 
1978 
1979 
1980 
1981 
1982 
1983 

Net Farm Income 

57.6 
50.3 
44.9 
51. 7 
48.2 
47.9 
36.1 
43.7 
36.2 
28.2 

---Percent---

Of f-Farm Income 

42.4 
49.7 
55.1 
48.3 
51.8 
52.1 
63.9 
56.3 
63.8 
71.8 

ALTERNATIVE SOURCES OF FINANCING AND ACQUIRING RESOURCES 

As described in the previous section the financial and ownership structure 
of the farm firm is determined by both the form of business organization used 
and the sources of financing or other means of acquiring resources. This 
section describes alternative sources of financing and/or acquiring the 
resources needed for the farm firmi (a) full ownership financed with 
accumulated equity (.savings), (b) debt f;inancing, (c) outside equity 
financing, (d) contracting and vertical coordination, (e) leasing and renting, 
and (f) custom hiring. 

Farmer's choice among these alternatives depends upon the form of business 
organization, management ability, and his ability to bear risk. Each 
alternative has specific impacts on the risk faced by the farmer, as well as 
implications for management freedom and potential income streams. Table 3 
summarizes the alternatives in terms of availability, advantages, and 
disadvantages. 

Full Ownership 

Perhaps the simplest means of obtaining access to resources in agriculture 
is through purchase with owned equity or savingsi that is, buying required 
resources with cash from savings or obtained from the sale of other owned 
assets. Tl;lis is the most traditional of all means of acquiring assets, an 
exchange of savings or current equity to obtain a needed resource. 

Full ownership provides two important advantages ( table 3). A full 
owner-operator has complete management control and receives all potential 
rewards of earnings and capital gains. He assumes all of the business risk of 
no income and no earnings, and he assumes all of the financial risk associated 
with resource ownershipi capital gains, possible loss of value and wealth due 
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Table 3-- Sources of financing or means of acqui r ing resources for farmers 

Source or means: 

Savings/full 
ownership 

Debt financing 

Outside 
equity 
financing 

Contracting/ 
Vertical 

coordination 

. 
Renting/leasing: 

• 

Custom hiring 

Availability 

Li.mited to 
established farmers: 
with accumulated 

equity 

For farms with 
some accumulated 
equity or cash 

flow ability 

Not widely used 
but increasing 

Mostly confinement 
livestock feeding 

Widely used 
Land availability 

depends on local 
conditions 

Widely used, but 
may be scarce 

in busy seasons 

Advant ages 

Complete management: 
control 

No financial risk 
from leverage 

Rapid growth 
through leverage 
Inflation reduces 

real cost of 
borrowing 

Management control 
retained 

Disadvantages 

Severely limits 
growth 

Reduces funds for 
family living 

Extremely high 
financial risk 

Ca.sh flow problems 
in inflationary 

times 

Loss of management 
control 

Rapid growth 
through outside 

capital . 
Reduces financial 

risk 
Outside investors 

May requi r e 
non-standard 

:business organization 

share business risk: 
Reduces debt 
service costs 

Reduces total risk 

Flexibility 
Known costs 

High tax expense 
writeoffs 

Share leases reduce: 
risk 

Kigh tax expense 
writeoffs 

Loss of management 
control 

No capital gains 

Some loss of control 
in production 
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to economic circumstances, technol ogical advances, etc. However, financing 
with i nter nal equity does not add to financial risk through leverage (the 
so-called "principl e of increasing risk"), since no debt capital is involved . 
Ther efor e , full owner ship i s a means of maximizing management control ove r t he 
resource , while avoi ding t he increased f i nancial risk that would be assoc i ated 
wi t h debt f i nancing. However, the remaining risk is borne solely by the farm 
fami ly--none is shared by outside owners or investors. 

A p roblem wi th full ownership financed by internal capital is that unless 
liquid savings are very large (which is unlikely), or the assets sold to 
obt ain the new r esource wer e e ither not needed or earning low returns, use of 
accumulat ed equity to obtai n new r esources does not expand the earning power 
of the fi rm. Therefore the growth potential of the firm is severely limited 
by r e l ying enti r ely on accumulated capi tal to purchase full ownership of 
r esources. 

Debt Financing 

This limitation on growth potential when using "savings" (either cash or 
noncash assets) encourages the use of debt capital to leverage the procurement 
of needed resources for the agricultural firm. Rather than using the proceeds 
from the sale of existing assets, assets are financed wth debt capital which 
is secured by the collateral which their ownership generates. 

Debt financing was the favored means of the 1960s-1970s for agricultural 
firms to expand. While in other industries the larger individual firms 
incorporated and "went public" to solicit equity financing, the family farm 
business entities in agriculture used existing capital in illiquid assets 
(such as land) as equity to borrow additional funds for expansion. This 
seemed rational because (1) net returns could be increased through increasing 
volume, (2) capital gains could be realized through borrowing while retaining 
control of the land resource, and (3) rapid inflation in the 1970s brought 
speculati ve gains to those who acquired land (farmland values had increased 
without interruption for three decades). Real interest rates were low and 
inflation covered most of the cost of borrowing during this period. 

Particularly for those operators with sufficient beginning equity and cash 
flow to obtain and service mortgages, debt financing of farmland purchases is 
an attractive option. 'Ihis is especially true for those with high enoll9h 
income to benefit from interest deductability and capital gains tax features 
during periods of rapid escalation of farm real estate values. During ' the 
economic environment of the 1970s, many farm operators pursued a strategy of 
debt-financed land acquisition to obtain higher total current incomes and long 
t erm capital gains, or some combination of these. By the mid 1980s, debt had 

. ballooned to almost 300 percent of the level in the mid-1970s. 

For operators able to meet downpayment requirements and wi th cash flows 
adequate to the level of debt incurred, debt financing may offer a number of 
advantages. One of the primary advantages of debt financed real estate 
purchases over the past forty y~ars has been the potential for capital gains, 
but tax treatment is also important. Although land is a permanent asset and 
thus not depreciable, property taxes and interest payments are deductible from 
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ordinary income and any increase s i n va lue a r e t axed p r efer ential ly as capi ta l 
gains. 

Debt financing provides t he farmer with l everage f or firm g r owth, known 
fixed costs over a finite period (providing inter est rate s are fixed) , and no 
interference in management (Table 3) . Ibwever, debt financ i ng greatly 
increases the financial risk faced by the farm firm. Lenders providing debt 
capital assume no management responsibilities, no share in the p rofitability 
of the firm and expect no capital gains. '!hey want safe t y o f princ ipal and 
interest with minimum risk. From the farmer's perspective , obt aini ng an asset 
through debt financing typically requires a large i n i t ial equit y in the 
property purchased (generally 20 to 30 p erce nt of the purchase price ), or 
significant unencumbered equity in other property as security , thus e l evating 
the level of financial risk of the f i rm. Particularly during per iods of high 
long-term interest rates, servicing debt places a heavy cont i nuous burden on a 
farm's cash flow as well. In this situation a major change in the economic 
environment, such as occurred in the 1980s, can threaten the basic survival of 
the debt financed firm. Given the increasing volatility of financial markets 
and macroeconomic variables, both the costs and financial risks associated 
with debt financing is now forcing many farmers to seek alternatives. 

Outside ~ity Financing 

An alternative to debt financing is to obtain off-farm equity · capital. 
Fqui ty capital can be provided by the current owner of the firm from 
internally generated funds (full ownership) or by outside investors who are 
willing to invest in the business in exchange for a share of future income 
and/or asset appreciation. External equity capital provided by new 
shareholders is often an important source of investment funds in nonform 
businesses. Same farmers now appear to be adjusting their financial structure 
in this direction as a means of dealing with the present financial cri~is. 

External off-farm equity capital has played an increasingly significant 
role in the livestock subsector in recent years. Investor ownership of cattle 
on feed, hog farrowing and finishiIB facilities, and poultry production 
facilities has become significant (Scofield: Penson and Duncan, p. 88). 
Ci trus groves; fruit and nut orchards, and grape vineyards have in the past 
also attracted substantial amounts of equity capital, encouraged by "tax 
shelter" provisions that have in some cases now been eliminated. 

A number of institutional and legal channels exist for transferri ng 
external equity capital to agriculture. As described earlier in thi s report , 
many of these involve changes in the legal organization of the farm f i rm. 
Moore provides a thorough description of these channels (pp. 74-77): direc t 
investments by family heirs who have left agriculture or are not directly 
involved in management of the farm, direct farmland purchases by nonfa rm 
investors, vertical integration by agricultural processors and first handlers, 
investors fonning partnerships and limited partnerships to pool capi tal and 
share risks, real estate investment trusts, and both general and Subchapter S 
corporations. Many of these partnership, corporate, and trust arrangements 
remain closely held by the farm family. 
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An advantage of equity financing is that it can provide additional capital 
for firm growth, without the additional financial risk that would be 
ass~iated with debt financing (table 3). With the high investment costs and 
financial risk associated with firm growth, . outside equi ty capital is being 
looked to by an increasing number of farmers as a viable alternative . 
Although the present owner( s) of the farm give up a share of the potential 
profitability and capital gains from the investment, a significant portion of 
the business and financial risk is borne by the new equity investors. 

Shifts from debt to equity financing are also a means used by some farmers 
to extricate themselves from serious debt/cash flow conditions (Riley). This 
adjustment involves contractually trading future income or asset growth with a 
current lender in return for a reduction in current debt service costs. The 
current firm owner is effectively selling a part of the business (now or in 
the future ) in return for help through a difficult cash flow situation. The 
result is to establish enough working capital to meet current commitments, 
without losing control of the business. Farmers accept such arrangements in 
return for liquidation of a portion of their long term debt. 

The investor/lender in such an arrangement typically wants no management 
responsibili ty, but wants to protect current loaned funds and is willing to 
accept a share in the firm's profits (both income and capital gains) to do 
so. 'Ihus, they are modest risk-takers relative to outright investors. 'Ihe 
farmer can lose control of the firm under certain conditions, but thi.s is 
likely a mor~ontrolled, "friendlier" takeover than foreclosure or bankruptcy. 

Lenders accept this shift to equity accounts because reducing debt costs 
improves the farmer's ability to survive and prosper. 'Ihis, in turn increases 
the farmer 's potential to service the remainder of the debt. Second it 
reduces forced sales of property under depressed conditions, prcrnoting a more 
orderly land market and improving the balance sheets of both lerrler and 
borrower. 

Moves in this direction are not unique to agriculture. The sharing of 
equity in lieu of debt has been done in financing of personal residences for a 
number of years. Oontracts to share in equity have been used in industry to 
reward ·managers for over a decade. Secondary markets in debt/equity account 
transfers have been used for long periods. Shift to equity from debt has a 
long history in reorganizing businesses. To date, actual use in agriculture 
appears to be increasing as more and more farmers are forced to work out of 
the financial crisis; however, no aggregate statistics are available to 
document this increase.Y 

A portion of the external equity investment in agriculture can be 
explained by Federal income tax provisions, which can provide strong 

Y Shared equity financing could be encouraged by a state or the Federal 
government. Ei ther States or the Federal government could subsidize the 
secondary holders of the equity accounts. The willingness of investors in 
these secondary companies could be enhanced by rules for writing off potential 
losses, treatment of foregone interest as capital gains, depreciation of the 
contract and so on. Rules and regulations affecting who could invest or hold 
equity accounts would possibly be helpful. 
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incentives for high-income investors to enter agriculture (Hoore, p . 73) . In 
the past most of these incentives have involved the ability to convert current 
income to long-term capital gains or to defer current taxes to future time 
periods. Foreign investors are also attracted to U.S. agriculture due to tax 
preferences offered by offshore tax havens based on tax conventions or 
treaties with the United States. Retention of farmland ownerShip by surviving 
spouses and other heirs of operating farmers is also encouraged by Federal 
estate tax laws. 

Despite these advantages, many farmers continue to view outside equity 
capital with distrust, particularly when farmland is involved. fv1any States 
have enacted l egislation restricting outside equity investment in farmland by 
both foreigners and domestic corporations (Penson and Duncan) . Much of this 
anxiety appears to be over issues of control and ownership of agricultura l 
resources; farmers want to retain complete management control of the land 
resource, as well as the cultural and emotional values associated with 
ownership. Thus farmers tend to view outside equity investments with 
considerable apprehension. 

The loss of management control associated wi th some forms of equity 
capital, as well as the need to move away from the traditional sole prcprietor 
business form, continue to restrain the extent of external equi ty capi tal 
flows into agriculture (table 3). These features are perceived as important 
disadvantages by many farmers. 

Contractual Arrangements and Vertical Cbordi nation 

Some sectors of agriculture routinely obtain access to capital and 
resources through contractural and vertical coordination arrangements with 
processing firms (Mighell · and lbofnagle). Such arrangements provide the 
farmer with credit, inputs, resources, and sometimes management assistance. 
The integrator or contractor also shares some of the business and financial 
risk of the farm. The farmer may give up some management control over the 
farm, and forego some potential benefits from gains in asset values, product 
prices, etc. 

Follo.ving the lead of the poultry industry, red meat producers are 
increasingly using contractual arrangements to place livestock in feedlots. 
Cllstom feeding appears to be more prevalent among hOj producers than among 
cattle feerlers in the Midwest, primarily because hog producers are more 
financially stressed than either cattle feeders or cow-calf operators and thus 
may be more eager to accept such arrangements. 

The broiler industry stands at the forefront of the poultry sector with 
about 90 percent of all broilers grown under contractual arrangements. 
Although these contracts can vary, facilities and labor are usually provided 
by the grower in return for a minimum. base payment per pound of li veweight 
gain, plus bonuses for feed conversion efficiency. The nonfarm "integrator" 
owns the broiler throughout production and processing and provides the chicks, 
feed, medication, and supervision. The contract grower is not considered an 
employee of the firm, thus freeing the integrator of added expenses of social 
security, insurance, and other employee costs. 



16 

Whether other segments of the agriculture industry will grow in this 
direction is not known, although the pork industry could be in the initial 
stages of such a transition. Most of the producers of hogs on contract are 
doing so in response to credit needs. 

Leasing of Resources in u.s. Agriculture 

Access to resources can be obtained without changing the firm I scapi tal 
structure or organization. Leasing is a method of acquiring the use of a 
productive asset without acqulrlng ownership of the asset---itself 
(Suddendorf). Farmland has traditionallY ,been the asset most commonly leased 
by farm operators, but leasing of other assets such as machinery and even some 
livestock has also become increasingly prominent in recent years (Penson and 
Duncan) . 

For the purposes of this discussion agricultural assets are divided into 
'two groups: farm real estate, which is treated as a productive asset of 
infinite life (at least relative to the plannin:J horizon of the individual 
farm owner or operator), and other prcrluctive assets such as machinery, 
equipment, and livestock which yield a finite flow of productive services. 
'Ihese physical differences affeCt the tax treatment of the assets and the 
calculation of their economic values, and thus have considerable impact on the 
nature of the purchased vs. lease decision facing the farm operator. 

Leasing Farmland 

Farmland is generally leased under one of two types of arran:Jements: the 
cash lease, which requires a fixed cash payment in exchange to use rights to 
the land for a specifioo period; or the share lease, which provides for a 
fixed porton of the crop to be turned over to the landlord in exchange for use 
of the land. Traditionally landlords have also provided some specified 
portion of variable production costs under share rental agreements, increasing 
the ,risk-sharing between landlords and tenants. The len:Jth and complexity of 
land rental arrangements may range from simple one-year oral agreements to 
fixed lOn:J-term leases for multiyear enterprises such as tree c~op production. 

Renting farm real estate offers a tradeoff between the potential 
wealth-accumulation advantages of ownership and the cash flow and current 
income advantages of renting. Because farm real estate leasing requires no 
down payment, use of the resource may be obtained at much lower initial cost 
than under purchase, and periodic payments for its continued use may also be 
lower, particularly during periods of high interest rates. This has 
traditionally been the major attraction of leasing for low-equity, beginning 
farm operators, and in fact has often been the sole available route into 
farming for many of these operators. 

For established farmers, leasing farmland can also offer a number of 
advantages: it conserves equity and credithOrthiness, allowing investment in 
other farm or nonfarm assets; it provides improved cash flow and realized 
after-tax income (lease payments are deduct.ible in full as a cash expense); 
and it allows a greater flexibility in making year to year chan:Jes in acreage 
opera1=:ed (provided land is available to rent). As farmland prices rose 
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relative to l and r ental rates duril'B the 1970s, leasing became 3. vi.rtual 
necessity for low-equi.ty operators and increasingly attractive to established 
operators wary of the financial burdens associated with debt- financed 
ownership. 

Farmland leasing may r educe both the financial and business risks faced by 
the farmers. First it is an important tool with which to manage the farm 
firm's financial risk by r educing leverage (Richardson, et . al.) . 
Additionally, because share renting spreads the business risks of agricultural 
production between landlord and tenant, it offers farm operators an additional 
important risk management tool. 

Ibwever, other . aspects of farmland leasing may increase financial ri s]s, 
given the broader definition of financial risk advocated in this paper.~ 
Lease holders of course stand the risk of loosing any potential capital gains 
from land value appreciation in the future. More importantly, the continuity 
or long term permanency of resource access is rrore uncertain under leasing 
canpared to ownership, and may be subject to future rent increases, estate 
sales, competition from other prospective tenants, etc. Cbmpared to debt 
financing, leasing decreases risk by decreasing the firms leverage, but it may 
also be risk increasing in terms of added uncertainty about long term access 
and control of resources. Operators' attitudes toward these different risks 
are thus important in the decision to lease or buy farmland. 

Farmland leasing has 10l'B been prominent in U.S. agriculture. In 1935, 42 
percent of U.S. farm operators were tenants (meaning that they only operated 
land rented from other owners), and 44 percent of U.S. farmland was operated 
under lease arrangements (table 4). 'Ihe proportion of tenant operators 
dropped continuously until the mid-1970s, reaching a low of 11 percent of U.S. 
operators in 1974. In 1982, 12 percent of U.S. farm operators were full 
tenants, and 41 percent of U.S. land in farms was operated by leaseholders. 
'Ihe total amount of land rented has increased slowly since 1950. 

While the proportion of full tenants in U.S. agriculture has dropped since 
the 1930s, part owners (those operating some owned land and some rented land) 
have increased dramatically both as a proportion of total farm operators and 
in the fraction of total land controlled. By the 1980s, part owners made up 
approximately 30 percent of all operators and accounted for over 55 percent of 
all farmland operated. Since the mid-1950s, more leased farmland has been 
operated by part owners than by full tenants. 

Leasing Machinery, Equipment, and Other Inputs 

Machinery, equipment and other depreciable assets are generally leased 
under one of ' two types of arrangements. Operating leases provide short-term 
rental of an asset to an individual farmer at an agreed-upon hourly, daily, or 
other periodic rate. Equipment or other items rented on operating leases are 
typically used by a large number of operators over the asset's useful life. 

3/ Financial risk defined as those risks associated with the acquisition 
of-the farms fixed resources or assets, as distinct from the business risk 
associated with the annual operating income from these resources. 
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Table 4- - Pr cportion of U. S. Farms and Farm Acreage Operated by 
Tenure Class, 1935-1 982 

Farms by Tenure Operated Lam by Tenure 

'Ibtal 
Full 

Year : (),..tner 
Part 

Owner 
Full Part Owne rs Land 

Tenants Owners : owned : rented: total : Tenants : Rented 

- -Fercent of total farms-- -Fercent of total acres-

1935 47 10 42 37 13 12 25 32 44 
1940 51 10 39 36 13 15 28 29 44 
1945 56 12 32 36 17 16 33 22 38 
1950 57 15 27 36 21 16 -37 18 34 
1954 57 18 24 34 23 -18 41 16 34 
1959 57 23 20 31 25 20 45 14 34 
1964 58 -25 17 29 26 22 48 13 35 
1969 62 25 13 35 28 24 52 13 37 
1974 62 27 11 35 28 25 53 12 37 
1978 57 30 13 30 28 29 57 12 41 
1982 59 29 12 32 27 29 56 12 41 

Lessees acquiring equipment under operating leases mayor may not be required 
to pay maintenance, insurance, and personal property tax costs, depending on 
the t erms of the agreement. 

Financial leases, on the other hand, are long-term contracts in which 
the farm operator obtains use rights for most if not all of the useful life of 
the asset and is responsible for all maintenance and insurance costs. The 
financial lease is similar to a 100 percent credit-financed purchase, except 
the l essor retains ownership of the asset. Commercial leasing corrpanies, 
equipment manufacturers, and financial institutions all may provide financial 
l easing of assets used in agricultural production. Farm machinery is the 
asse t most commonly rented under financial leases, but leasing of dairy cattle 
also attracted attention in the early 198Os. 

Leasing machinery offers farm operators advantages similar to those of 
renting farmland. First, the farmer is able to acquire use of the asset 
without making a sizable outlay of (internal) equity capital as a down 
payment. A second advantage of machinery leasing relates to the treatment of 
l ease payments as a deductible expense for Federal incane tax pUl:pOses. By 
deductl ng the entire lease payment as an expense, rather than just interest 
and a llONable depreciation, farmers may reduce their - income tax liabilities 
a nd increase their cash income. Under certain circumstances investment tax 
credits may be "passed through" from the lessor to the lessee, providing 
addi t i onal advantages. 

The third advantage of long-term leasing over debt-financed purchases 
is that the cost of capital remains fixed over the life _of the leasing 
agreement. This may be particularly irrportant during periods of rising or 
fluctuati ng market interest rates, when the use of variable-rate loans to 
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fiQance "asset purchases would expose farmers to considerable financial risk . 
If a purchase option i s specified in the initial lease agreement, then the 
farmer has also obtained a hedge against rising asset costs. '!he combination 
of reduced leverage, imprOVed liquidity, and stable capital costs offered by 
machinery leasing makes it an effective strategy for managing financial r i s k 
in agriculture. 

Leasing also holds disadvantages for farm operators. Since leasing 
typically involves new machinery, lease payments may exceed carrying costs of 
financing the purchase of older machines. This is particularly true for 
seasonal equipment. Also, any r esidual value of the asset , which may be 
considerable, belongs to the lessor. The income tax advantages of l easing 
must also be weighed against those associated with ownership (Davenport, et. 
al.). Purchasers of farm equipment may deduct interest and accele ra t ed 
depreciation and claim investment tax credits for Federal income tax 
purposes. The farm operator's income tax exposure, and thus the value of the 
tax-shielding features of ownership (particularly the investment tax credit), 
would weigh heavily in the decision to buy or lease. Generally speaking, the 
higher the farmer's marginal tax rate, the higher the cost of debt financing, 
or the lower the salvage value of the asset under consideration, the more 
attractive leasing will be. 

Custom Harvesting and other Hired Services 

Farm operators can also obtain the use of some resources through the 
hiring of custom services such as crop harvesting, trucking, or fertilizer or 
herbicide application. Custom hiring is particularly attractive for operators 
of smaller farms or those in need of highly specialized or intensive machinery 
services of limited duration. Under custom service arrangements, both 
machinery and operator labor are hired to perform a particular task at a 
specified time. Operators generally hire custom crop services at rates based 
on a set per acre charge, although custom harvesting and hauling rates 
generally include a base price per acre plus extra charges for above-average 
yields and excess mileage to storage or market. 

The extent to which custom field services are used varies by both crop 
and region. For example, recent survey data indicate that the percentage of 
the corn crop custom harvested varies from 8 percent in Illinois and Indiana 
to as high as 48 percent on irrigated land in Texas. Oats, on the other hand, 
is a secondary crop enterprise on many farms, and a very high proportion of 
the Cbrn Belt oats acreage is custom harvested. Overall, custom harvesting of 
cash grains is most extensive in the Plains states, (for wheat), and in 
Arizona and California. 

Hiring custom field services offers farm operators several potential 
advantages. It allows machinery services to be obtained when they are needed 
and the precise amount required. Cash costs are frequently much lower for 
custom services than for machinery purchase or long term financial leasing, 
and use of custom services can thus improve the farm firm's cash flow and 
conserve liquidity. 

The chief disadvantages of custom field services relate to the farm 
operator's loss of direct control over when and how field operations will be 
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performed . Particularly in the case of operations for which timeliness is 
critical , such as harvesting small grains , farmers may find t hemselves 
competing with a number of others for the service s of a . limited number of 
custom operators at a critical point in the season. Use of custom service s 
may thus increase farm operators I business risk even as it r educes the i r 
financial ri sk.~ 

SUMMARY AND RESEARCH IMPLI~rlrnS 

The early 1980s saw a substantial shift in the economic and financi a l 
environment surrounding the operation of the farm firm. Major financial 
variables appear to be moving toward new equilibrium levels, but at the same 
time this equilibrium is becoming much more unstable than in earlier time s. 
These changes have markedly increased the financial risk facing U.S. farmers. 

Adjustment in Financial and Ownership Structure 

In r e sponse to these changes, the U.S. farm sector appears to be 
slowly adj usting toward a new organizational and financial structure to deal 
with the new environment. Figure 3 schematically pictures this adjustment 
process. Key economic and financial factors are shown at the center, and the 
farm firm is represented at the top. Three types of adjustments are 
occurring: (a) adjustments in the organizational form of the farm business, 
(b) adjustments in the entities making investments or providing capital to 
farming, and (c) adjustments in the means farmers are using to finance or 
otherwise acquire resources. These adjustments are interrelated in a complex 
(and not well understood) manner, as suggested by the circularity shown in 
figure 3. 

Generally, the adjustment is away from the traditional sole 
proprietorship, savings financed ownership structure that has been traditional 
to U.S. family farming. There has been a marked decline in the sole 
proprietorship business form, particular.ly for commercial farms; these are 
being replaced by partnership arrangements and family-held corporations. 
'There has also been a great increase in the diversification am liquidity 
provided by off-farm incane. At the same time investors outside the farm 
family are becoming more important, often accompanied by nontraditional 
arrangements to share equity, risk, and management in the farm. Debt 
financing and leverage are declining as the principal means to finance or 
otherwise acquire the resources necessary for the farm production process, 
while leasing and outside equity financing are growing in importance. As a 
general statement, these chancres appear to represent the slow but steady 
emergence of a more "industrial" type of business organization and financial 
structure in the U.S. farm sector. 

Questions and Research Implications 

Many of the assertions in this paper are presented as hypotheses to be 
investigated in future research. This approach is due partly to the 
preliminary nature of the work, but mostly to limitations of the present data 
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Fi gure 3--Ci rcul ari ty of i~eans of Acqui ri ng Resources, 
Farm Business Organization and Investment in 

Agriculture 
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and the lack of a basic theo~J of finance, organization, and risk bearing in 
agriculture • ., 

While u.s. farmers are gradually convertiIB their businesses from sole 
proprietorships to family corporations, the ,causes for this adjustment an; 
many and varied and evidence of ~ts relation to financial structure is mostly 
circumstantial. Unfortunately many changes in the financial environment 
faciIB farmers--including high real interest rates, falling asset values, and 
increased volatility in credit markets--have become much more pronounced since 
the 1982 Census of Agriculture provided data on organizational forms. Little 
statistical evidence is now available to show conclusively that recent changes 
in the financial environment have resulted in increased changes in the form of 
business organization, or that changes in financial structure are associated 
with changes in the form of business organization. Nevertheless, the 
precediIB discussion and Figure 3 suggest some likely hypOtheses. 

Data limitations present barriers to a quick appraisal of the present 
situation. Present balance sheet statistics do not categorize equity capital 
by internal and external sources (Simunek and Evans). Available data sets 
provide no cross-classification of balance sheet statistics and the form of 
business organization in the farm sector. Information on the magnitUde of 
equipment leases and the proportion of funds provided by outside equity 
financing are now lacking. USDA I S farm sector income and balance sheet 
statistics do not reflect the services or obligations associated with 
financial leases (Penson and Duncan, p. 88). Both data and research are 
needed to reduce such limitations. 

A final need is for risk research, particularly to understand the · 
management of financial risk as broadly defined in this paper. To date, most 
of the theoretical foundation and empirical risk research has been concerned 
with short-term business (income) risk. References to managing financial 
risks are found in the general business management literature, but little 
application of this theory to farming businesses has been made. As a result, 
the suggestions about financial risk management fourrl in this paper are 
conjectural and await further conceptualization, empirical testing and 
mooeliIB. Methodology in this area is rapidly evolving, but at the same time 
is in its infancy; an incredibly complex and challenging research area is 
beiIB identified in the process. 
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