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i nders are using more compre-
enswe and formal methods to
k. evaluate the performance and
financial condition of agricultural pro-
ducers. Financial ratios are integral
components within these methods.
Ratios are excellent tools to measure
and monitor performance of borrowers
over time or compare borrowers to a
peer group or benchmark. Further-
more, credit scoring models are often
based on specific ratios (see Kohl's
Call, page 4). The increasing reliance
of credit scoring systems and other
formal methods places increased sig-
nificance on the quality and consisten-
cy of the ratios values.

Historical research studies
have demonstrated the usefulness and
applicability of financial ratios. 1 have
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worked extensively with financial
ratios and credit scoring systems.
Financial ratios and credit scoring sys-
tems, used appropriately, are excellent
tools in assessing the financial condi-
tion of an agricultural producer.
However, there are potential pitfalls
and “caution areas” when using finan-
cial ratios.

The issue I would like to
emphasize in this column
relates to interpretation and imple-
meniation issues related to financial
ratios. There are specific situations that
can result in deviations in ratio values
without real differences in the financial
performance of the producer

To illustrate some otentlal
pitfalls in ratio analysis, note
the abbreviated financial information
reported in Table 1.
The current ratio,
debt-to-asset ratio
and rate of return

ratio and debt-to-equity ratio.
Furthermore, the most common
method to calculate the rate of return
on average farm assets is to use the
average of beginning and end-of-year
assets in the denominator. Since inven-
tory values are liquidated prior to year
end and the proceeds are used to pay
the operating loan, the value for aver-
age assets is lower for Producer B.
Although not reported here, the asset -
turnover ratio (gross returns/average
farm assets) would also be quite differ-
ent between the producers. 1 could
carry the case one step further and
state that Producer A sold $100,000 on
Jan. 2, 1997, and used the proceeds to
pay off the operating loan. Is the finan-
cial condition that different between
the producers based on a three-day dil-
ference in sales? The credit scores of
these producers would likely be sub-
stantially different if these ratios were
used in a credit scoring model.

The examples illustrate that ratios
may not always be leading indicators
of financial performance. One needs to
look behind the numbers to investi-
gate if the ratios truly reflect strong or
weak performance. When comparing a
specific producer’s performance over
time or comparing to other producers,
be sure to look beyond the ratio val-
ues. Make sure to disentangle differ-
ences and changes in ratios that result
from specific accounting methods,
marketing patterns and tax issues from
differences that truly reflect perfor-
mance and financial condition. €

TABLE 1 PRODUCER  PRODUCER | on farm assets are all
A B clearly preferable for
Current ratio 1.20 2.00 Producer B. How-
Debt-to-equity ratio 2.20 0.87 ever, the only differ-
Rate of return on farm assets L ”7 8% 10. 1% ence between the
fgalanneaShBeﬁ?[BG ks 1'50106;) = 000 =] two producers, is
urrent assets .
Noncurrent assets 90,000 90,000 glat P(r)%%uc?r B S old
Total assets 240000 140,000 | $100.0000 grin
e oapegs anEH[OI')’ one ay
Current liabilities 125,000 25,000 .
Noncurrent fiabilities 40000 40000 | Priortotheendof
Total liabilities 165,000 85000 | the yearand used
Total equity 75,000 75000 | the proceeds o pay
off the operating
Total assets on 12/95 200,000 200,000 loan.
Total equity on 12/95 46,000 46,000 The_transaction
31l\llir§[ufxne statamenf ¢ emsJur; 9955 ::..'.' 40 ‘000 2 does not affect
et farm income from operations )
interest expense 13 200 13,200 accr.ual income or
) equity but does
Family living withdrawals 36,000 36,000 affect the current
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