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Sources of Capital for Commercial Farm Operators

Steven R. Koenig and Charles B. Dodson'

Abstract

The 563,000 U.S. commercial sized farms manage over $600 billion in capital to
produce nearly 90 percent of the total annual value of U.S. farm production.
Managed farm business capital consists of leased assets, owner supplied equity, and
borrowed capital (debt). Landlords (leasing) were found to be a major source of
capital, especially for young and low resource operators. Among all commercial
farms, leased capital accounts for over one-third of total farm capital, while debt
capital accounts for only 10 percent. The greater reliance on leased capital suggests
that leasing terms and availability may have a greater impact on the survivability of
young and low resource farmers than do Federal or State subsidized credit programs.

Commercial farm businesses, those with annual sales of more than $50,000, require
large amounts of capital to produce nearly 90 percent of the Nation’s total supply of food
and fiber. On average, the total farm business investment (value of owner equity, borrowed
capital, and leased assets) of the 563,000 commercial sized farms exceeds $1 million.

Large amounts of capital necessary to control the means of farm production can act as a
barrier to entry for beginning farmers or thwart the growth of farm firms with few financial
resources. A major objective of Federal farm credit policy is to help these operators obtain
control of productive assets through subsidized credit programs.

In the wake of the 1980°s farm financial crisis, Boehlje and Pederson called
attention to the need to develop new and imaginative approaches to financing production
agriculture. They postulated that a recapitalization of US agriculture would require new
equity owners which would likely be nonfarm investors or institutions. This would lead to
more leasing by farm operators. Greater leasing would reduce the farmer’s financial risk
associated with debt financing by expanding the number of investors to absorb losses.
However, there has been little published analysis which specifically examines how assets
are being financed since the 1980°s financial crisis. Previous published studies have
examined the feasibility of long-term land leasing (Baker and Thomasine), factors influenc-
ing the choice of cash versus share rent (Allen and Lueck) and the effects of land tenure on
profitability and solvency (Ellinger and Barry; Richardson, Lemieux, and Nixon).

This research tries to determine the importance of debt and leased capital to various groups
of commercial farm operators during the 1990’s. It examines age and wealth effects on

1 The authors are financial economists with the Rural Economy Division, Economic
Research Service, U.S. Department of Agriculture.
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capita} use as well as differences in real estate and nonreal estate based capital. It also

examines the income generating capacity of commercial farms and the relative importance
thgt different lender groups have in supplying capital to the farm sector. The results from
this study should provide insight into relevance of Federal farm credit policies, especially

those trying to affect the overall capital availability for beginning, low resource, and other
classes of operators.

Methodology and Data

The capital structure of commercial farms was analyzed using the expenditure
version of USDA’s Farm Costs and Returns Survey (FCRS).? The FCRS is a multiple
frame survey that provides farm expense, income, and balance sheet estimates along with
operator characteristics for a calendar year. Estimates discussed represent averages of
combined year end data for 1991-93. The averaging of three years of data was done to
increase the reliability of estimates. The analysis includes assets and debt associated with
the farm business, but does not measure that of nonoperator landlords. Consequently, it
does not provide a complete accounting of the farm sectors assets and liabilities and is not
directly comparable with data reported in USDA’s Economic Indicators of the Farm Sector
series.

Defining Commercial Farms by Age and Wealth

USDA and Census define a farm as any establishment that sells or normally would
sell at least $1,000 of agricultural products in a calendar year. Using this definition there
are now about 2 million U.S. farms. However, most of the value of U.S. farm production
is attributable to commercial-sized farms, which produce over $50,000 in farm products
annually. These farms account for 25 percent of all farms, but produce nearly 90 percent
of U.S. annual farm production. Many of the smaller farms are operated by part-time
and/or lifestyle farmers who derive utility from the rural lifestyle and rely primarily on off-
farm income sources. As a result, these operators may be willing to maintain greater
investments in capital equipment and nonproductive assets than a commercial operator.
Thus, excluding them should provide a more representative picture of the capital actually
used to produce agricultural products.

Commercial-sized farms were divided into a young farmer group (under 40 years
old) and a older farmer group (over 40 years). The two age groups were further divided

2 Other versions included a cost of production survey which is designed to estimate
the total per acre cost of producing specific crops and a farm operator resource
version. The expenditure version was used because it includes data on debt held by

lenders.
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Table 1. Defining farm operators

into three subgroups based on
wealth (see table 1).> Groups
were defined as to be somewhat
homogenous. For younger farm-
ers, the equity thresholds defin-
ing the low resource, moderate,
and wealthy categories were
lower than for the older group.
For example, young low re-
source operators were defined as
having less than $150,000 in
equity whereas older low re-
source operators were defined as
having less than $250,000. This
was done to account for the
overall increase in wealth with
age. While thresholds are arbitrary, the low resource operator thresholds approximate the
bottom 25 percent of all farms with respect to net worth.

Defining Managed Capital

Managed capital is the total current dollar value of capital used in the farm business
and includes leased assets, owner equity, and farm business debt. Excluded from debt
capital are accounts payable balances and accrued interest. Debt capital includes loans
secured by real estate and nonreal estate assets plus monies borrowed for annual operating
expenses. FCRS balance sheet assets are valued at their current value and not their cost

basis. The operator’s actual cost of capital may be more or less than stated, depending
heavily on when farm real estate assets were acquired.

The expenditure version of the FCRS did not collect data on nonfarm balance sheet
items such as securities, equities, and the value of other nonfarm assets. Among most
commercial-sized farm operations the farm operator household receives a majority of its
income from the farm business and the majority of their net worth is invested in farm

assets. Consequently, capitalization of the farm business is also very representative of the
household.

3 Commercial farm total includes about 6,000 corporate farms that could not be
allocated to either of the six subgroups.
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Estimating Leased Capital

Thg value of leased real estate capital was obtained from the FCRS. Survey
respondents were asked the value of owned and leased real estate assets. Since survey
respondents were not asked the value of rented nonreal estate assets, a value had to be
imputed from other survey data. The imputed values were based on the annual rental
payment of the leased asset. Capital leases and loans for nonreal estate capital have
historically included terms which approximate the life of the asset. Hence, they would
amortize over 7-10 years with a minimal salvage value. In recent years farm machinery
values, especially for tractors and combines, have held their nominal value. For example,
used machinery resale values for 10-15 year old tractors often are equal to their original
sale value. This would suggest that a perpetuity would provide a more representative value.
For this study, the value of leased nonreal estate assets was based on simple average of a
perpetuity and a 7 year amortization of the rental payment at the current interest rate.

Results

Probably the most striking result is the relatively minor importance of debt capital.
Lenders supply only 10 percent of the $638 million in total capital managed by commercial
farms (table 2). Instead, most commercial farm capital is held either as owner equity (55
percent) or is leased (35 percent). Leased capital is primarily supplied by landlords. While
low resource operators are more reliant on debt than other operator groups, leasing is their
primary capital source. For low resource operators, over 60 percent of all capital is leased
and only 15-17 percent is borrowed. As anticipated, the reliance on debt and leased capital
financing decreases as age and wealth increase.

Capital used by commercial farms is concentrated in the hands of the largest farm
operators. Wealthy young and older operators account for only 18 percent of commercial
farms, but about 40 percent of the total value of commercial farm production and managed
capital. The traditional farm group, which may best reflect the popular view of the
American family farmer, accounts for 43 percent of all commercial farms, but accounts for
only 32 percent of the total value of production.

The average amount of capital managed per farm for wealthy operators was also
substantially greater than that of other groups. Older wealthy operators manage $2.8
million per farm, while younger wealthy operators manage $1.9 million per farm. In
comparison, low resource operators appeared greatly undercapitalized, averaging under
$600,000 in total capital managed per farm. On average, wealthy operators reported the
dollar value of annual farm production to be three or four times the amount of their low
resource counterparts.

Yet, the groups with lower resources appear to achieve a more efficient capital
utilization as indicated by the ratio of the value of farm production to capital managed
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(figure 1). Additionally, these groups tend to have less capital managed per acre operated.
This does not necessarily mean that lower resource operators are better managers. Groups
with more equity reported higher returns on owned assets (ROA)*. When a charge is made
to the farm business for operator labor and management costs, average returns become
negative for many lower resource farms (see table 5). This suggests that many of these
operators are accepting a lower than market return for their labor and management. One
likely explanation is that wealthier operators achieve a more efficient utilization of their
labor through larger and more modern equipment.

Use of Debt Capital

Not only is debt a minor source of capital for farm businesses--its use is irregular.
Thirty percent of all commercial operators report no debt (table 3). With the exception of
aspiring young farmers, less than half of the farmers in any group owe any mortgage debt.
With the exception of low resource operators, this is also true for nonreal estate debt.
Average indebtedness for the six farm groups ranges from just over $100,000 to under
$400,000, with $166,000 being an average across all groups. Debt capital use was found to
decrease with rising age and wealth.

On average, 75 percent of all indebted farms reported having either an operating
loan or nonreal estate loan. However, use of all debt forms (mortgage, nonreal estate, and
operating loan) by one farm was uncommon. Only 10 percent of all indebted farms
reported owing all three debt forms. This finding questions the belief that full service
lending is required to compete effectively in farm credit markets.

Indebted young and older low resource operators’ greater reliance on credit is
indicated by debt-asset ratios of 0.57 and 0.47, respectively. The mortgage debt-to-real
estate asset ratio is even higher for these groups--0.82 for younger farmers. Thus, it is
likely that many of these low resource operators utilize leased capital to the extent they do
because they have no more borrowing capacity.

Although lenders supply only 10 percent of the total managed capital to commercial
farms, for nonreal estate capital, lenders are a somewhat more important source. Roughly
17 percent of nonreal estate capital is borrowed. Again, age and wealth affects are evident,
with more low resource and younger farmers using debt to control nonreal estate assets.
Nearly 40 percent of nonreal estate capital used by young low resource operators was debt

4 Return on assets were calculated as: (Net farm income - management charge -
unpaid family labor + interest paid) / total farm assets. Management charge was
assumed to be 5 percent of the net value of production. Unpaid family labor was
estimated based on the annual hours of unpaid family labor estimated by survey
respondents * farm wage rate obtained for USDA farm labor surveys. '
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financed. For older wealthier farmers, only 12 percent of their total nonreal estate capital
was debt financed.

Commercial banks are a major source of nonreal estate capital to low resource
operators, supplying over 20 percent. This is in sharp contrast to other lender groups who
typically supply less than 5 percent of total nonreal estate capital. For real estate capital, all
lender groups’ share of total managed capital was less than 5 percent.” The U.S. Depart-
ment of Agriculture’s (USDA) targeting of credit to low resource operators is evident, with
USDA supplying unmeasurable amounts to older and wealthier groups. Across all six age
and wealth groups and regardless of the type of credit, the Farm Credit System (FCS)
consistently supplies between 2-3 percent of total managed capital. In aggregate, the FCS
appears not to be a significant source of capital for U.S. commercial farms.

These results may have implications for Federal and State agricultural credit policies.
USDA Farm credit programs are increasingly being targeted to low resource young and
beginning farmers. Yet for this low resource group, USDA direct lending supplies only 5
percent of the total capital managed by these commercial farmers. The FCS is even a less
significant source of capital for low resource farms, supplying only about 2 percent of their
total capital. Termination of the FCS’s government enterprise status or the curtailment of
USDA'’s direct lending programs may not have as much of an affect on low resource
farmers, as many may believe. Given their reliance on leased capital, young and low
resource operators may benefit more from policy efforts that improve efficiency of leasing
arrangements over polices that focus on debt capital access.

Use of Leased Capital

Leasing has always been one of the more common methods of "financing" the
control of farm real estate. Farmers have historically viewed leasing as a temporary
measure until funds are available to purchase land. The results from this analysis suggest
that this trend could be changing with leasing being an important source of capital for older
and wealthier operators.

About three-fourths of all commercial farm operators reported leasing some real
estate with the percentage declining as age and wealth increase (table 4). Cash leasing as
opposed to share leasing is a more popular type of arrangement with 30 percent of all acres
operated under cash leases. Regardless of group, cash leasing is more common than share
leasing. Yet, share leases still represent an important method of acquiring land for young
and for low resource operators, with over 30 percent of these operators total farmed acres

5 This share does not take into account the amount of leased capital, primarily real
estate, that these lenders may be financing. However, surveys of farm landlords
indicate they owe little real estate debt.
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being share leased. Wealthier and older farmers are better equipped to absorb the risks of
cash leasing and are also less in need of the input financing which share leasing offers.

Leasing is also an important method with which to a gain control of nonreal estate
assets. For all commercial farms, 17 percent reported leasing machinery or equipment.
Younger operators and older wealthier operators were found to be somewhat more likely to
lease machinery. Younger operators may be using leasing because they may find them-
selves rationed out of regular credit markets. Wealthy older operators may find that leasing
allows them to keep up with the latest technology at a lower cost or may find tax advantag-
es to leasing.

The value of leased nonreal estate assets was estimated at $6.5 billion which is about
two-thirds of nonreal estate debt (excluding production debt) owed by commercial farms
($9.5 billion). While the procedure used to estimate the value of leased machinery was
somewhat arbitrary, it is clear nonreal-estate lenders are facing strong competition from
machinery and equipment leasing.

Leasing was most common among cotton and grain farms, accounting for roughly
half of their total managed capital (figure 2). This is likely because of the large amount of
land that these enterprises use. Nursery/greenhouse, livestock, and fruit/vegetable opera-
tions rely heavily on owner equity, making it difficult for young and beginning farmers to
become established in these enterprises. Contractors are an important source of capital to
poultry operators and this is increasingly true for hog farms. On specialized poultry farms,
it was found that over 50% of all farm production is covered by a production contract.

Income as a Source of Capital

Building capital through internally generated funds can be difficult for some
commercial farm operations, especially for low resource operators. Average net farm
income was only $17,471 for young low resource operators and $16,073 for older low
resource operators. The wealthy groups appeared to be the most likely to generate capital
from farm income. Nearly 50 percent of older wealthy operators and 40 percent of young
wealthy operators reported net farm incomes over $50,000.

Off-farm income appears to be a capital source for wealthy older commercial
operators, but not for many in the other groups. This group averages over $47,000 off-farm
income annually, whereas the other groups average between $15,000 and $25,000.
Seventy-five percent of all farms reported less than $25,000 in off-farm income. Less than
5 percent of young farmers reported over $50,000 in off-farm income.

The potential for generating additional capital from off-farm income appears some-
what limited. Few commercial farm operators appear to have either the time to devote to
an off-farm job or the training. Commercial operations average 2,200 hours of labor
annually with many requiring between 2,000 and 3,000 hours of operator labor annually.
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Among commercial operators under 40, who probably needed off-farm income the most,
only 25 percent reported less than 1,500 hours of labor. With only 15 percent of young

operators reporting a college degree, many may lack the necessary education to obtain off-
farm incomes sufficient to help capitalize their farm business.

Implications

The results of this study, while not astonishing, indicate the importance of leasing as
a source of capital for commercial farms is much greater than that of debt capital. Debt
capital share of total managed capital for commercial farms was only 10 percent, which
compares to 35 percent for leased capital. As anticipated, the use of leased assets and debt
capital was found to decline with increasing age and wealth of the farm operator. Also,
lease capital use was found to vary considerably by enterprise.

The study shows that capital utilized by commercial farms is large--averaging over
$1 million. To gain control of produictive assets, low resource farmers, particularly young
operators, rely heavily on leasing. While debt capital represents a significant source of
nonreal estate capital for low resource farmers, when real estate is considered it becomes
much less important for this group. The research also indicates that internally generated
capital from the farm business or the farm owner is often limited to wealthier commercial
farms. This suggests that low resource are more likely to need to attract capital from equity
investors (usually through leasing) to finance production expansions.

The findings of this research may help to rephrase questions relating to Federal and
State credit policies that assist young and low resource farmers. Perhaps most interesting is
the relative small amount of capital supplied by the Farm Credit System to commercial
farmers, particularly young low resource farmers. Their 2 to 3 percent share of total real
estate and nonreal estate capital brings into question the importance of FCS’s role in
supplying capital to the sector. Because of this small share, whether the FCS merits
continued Federal support would then largely hinge on the degree of competition it might
bring to farm credit markets. They are almost absent from financing young low resource
farmers, bringing into question the lending competition they may offer these farm operators
(Dodson and Koenig).

USDA lending resources are clearly directed toward low resource borrowers with
about 5 percent of these operators’ capital coming from USDA direct loan programs. A
proposed redirection of USDA programs to young beginning farmers, would likely boost
this share, but these operators would still rely mostly on landlords and commercial banks
for much of their capital needs. The data does not account for loans guaranteed by USDA,
but largely made by commercial banks.

Given their reliance on leased capital, young and low resource operators might
benefit more from policy efforts that improve the efficiency or attractiveness of leasing
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arrangements. At the Federal or the State level this might be accomplished through the tax
code by giving favorable tax treatment to the lessee on leases involving low resource
beginning farmers. The findings also yield thoughts on the direction of agricultural finance
research. Historically, the agricultural finance literature has focused more on the issues of
institutional credit delivery and supply. Perhaps, there should be more focus on the
efficiency of alternative leasing arrangements and other investor equity financing arrange-
ments. For example, what real estate leasing arrangement provides the optimal balance of
risk and return for low resource or young farmers? '
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Figure 1. Low resource farms produce more per unit
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Figure 2. Nursery and poultry farms least likely to lease
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