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FARM FINANCIAL CRISIS 
A Three""Dimensf.onal Analysis 

INTRODUCTION 

The economic decline that has gripped the u.s. farm economy for the past 
five years continues unabated. Farm real estate values, a reflection of farm 
business economic health, peaked in 1981 and have declined each year since. 
After a decade of rapid increase, farm debt has leveled off and only recently 
begun to decrease. The increasing number and amount of farm loans being 
liquidated and/or in a delinquent state during this period evidence the growing 
degree of financial ill~health on u.s. farms (Wilkinson; USDA, December 1985). 

Recent studies (USDA .... July 1985, May 1986 and August 1986) have added 
greatly to our understanding of the current farm crisis. Those responsible for 
a.nd involved in these studies have this author's highest regard and are to be 
commended for the job done. However, depending on how one views the evidence, 
its interpretation can and will vary. It's the view that differs between myself 
and USDA. Each of us, despite our claims of "unbiased scientific inquiry", read 
the tea leaves and hear the signals differently. Selective hearing is a 
wonderful tool. On one hand, it permtts us to hear only what we want. On the 
other hand, however, it can prevent us from hearing disguised cries of anguish. 
I am fearful that we as a profession have been. in some sense of the word, 
engaged in a selective assessment of the current farm financial crisis. Not out 
of an explicit sense of not wanting to hear but because the perspective taken 
thus far in most analyses has prevented us from seeing the larger picture. I am 
concerned that we as academics are not correctly perceiving what farmers are 
trying to tell us concerning the financial health of their businesses. 

This presentation is an attempt to view the evidence from a different 
perspective. A perspective that will allow us to more correctly perceive the 
message. A perspective that removes a veil and permits us to see the raw truth. 
I will first, without a great deal of detail because the information is readily 
available, present USDA's useful view of the situation, including an assessment 
of what I perceive to be limitations of that approach. Second I will present an 
alternative approach for.assessing the situation including a brief discussion of 
my data base, methodology and results. Finally I will summarize my thoughts and 
present some food for. thought. 

CURRENT SITUATION ~~ a la USDA 

USDA aftaJ.ysas report that "Farming is still basic.ally profitable" (USDA, 
May 1986: 1) and that "The propoction of farms with the most serious financial 
problems ••• declined from 12.5 percent in 1984 to 11 percent as of January 1, 
1986" (USDA, August 1986: iv). The foundation for the first statement rests in 
the evidence that both net cash income and net farm income remain at relatively 
high levels while an increasing debt load is identified as the problem. The 
second statement arises from analysis summarized in Table 1. The 11 percent 
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referred to above are the families in the upper•left cell of the table. The 
authors are careful to note that these are not the only farms with current or 
potential difficulty. They do, however, state that these farms are their 
primary concern because of their potential for financial problems. Leaving the 
reader and public in general with the thought that these are the farms that are 
in real difficulty. The authors point out that the 31 and 14 percent that fall 
in the two lower•right cells are quite obviously in the best financial shape. 
The remaining 44 percent (upper•right and two lower•left cells) are implied to 
be in dubious financial condition but are not disaster cases. It must also be 
remembered that the results presented in Table 1 reflect a short~run view of the 
situation. 

Table 1. FARM FINANCIAL STRESS ......... 
% of u.s. Farm Families 

USDA GRID 
1/1/86 

Cash Flow Debt/Asset 
Ratio Negative Positive 

).4 
.1 .... 4 

(.4 

Source: (USDA, August 1986) 

11 
10 
24 

10 
14 
31 

Emphasis on the short•run quite correctly lead USDA researchers to 
• incorporate a variety of survival strategies employed by farm families during 

periods of low receipts. Strategies that conserve and generate c.dsh. 
Strategies that in effect disguise farm business financial problems. They 
transfer income from other sources, reduce inventories, reduce payment for 
family labor, and delay replacement of capital assets. Because the economic. 
distinction between the farm business and the farm household is often blurred, 
USDA studies commonly emphasized "family" rather than "business" cash flow, as a 
proxy for "farm financial stress". However, a positive cash flow, business or 
family, does not mean a farm business has paid all of its expenses and is in 
good financial health. Hidden costs (depreciation and unpaid family labor.) and 
subsidization (off•farm income and inventory reduction) can mask poor financial 
health. By focusing attention on "fami~y" cash flow, USDA studies failed to 
remove that mask. Just the oppostte has occurred. A veil has been created 
through which the untrained observer cannot see. The extent and degree of fa~ 
business financial strife in the u.s. has likely been underestimated. 

AN ALTERNATIVE VIEW ·~· a la LINES 
(i.e. Removing the Mask • Focusing On The Business) 

A true picture of farm business financial health i~ only revealed by 
isolating the business in terms of income and expenses. Off~farm income must be 
excluded. All farm expenses including unpaid family labor, depre~iat1on, and 
inventory reductions must be accounted for. Consideratton must be giv~n to (1) 
the ability of the business to meet tts shorttterm financial obligations 
(liquidity), (2) the risk•bea:r:ing capacity of the business (solvency), and (3) 



the longe~~run su~vivability of the business (profitability). USDA studies, 
because of the\r short•run emphasis, did not include the profit dimension. As 
such, legitimate business expenses were not charged, permitting some families to 
"live off depreciation". In other instances, the inclusion of off~farm income 
permitted the family to live, so to speak, off of mother's teaching salary while 
father ea~ned a zero or negative wage on the farm, yet the farm was not 
recognized as being financially stressed. 

Methodology 

A multi•dimensional ordinal measure of farm business financial health was 
developed in an attempt to correct for these weaknesses. It was constructed, as 
per Table 2, using heuristic rules to establish criterion levels. Liquidity, 
solvency, and profitability, respectively, were assumed satisfactory (+) if: 
(1) the business could meet its short•run cash needs (i.e. operating costs, 
operator labor charges, and principal payments), (2) debt~to6asset ratio did not 
exceed the point where lender and farmer were equally invested (.5), a·commonly 
accepted maximum for many lenders, and (3) rate of return to assets was not less 
than the average long term current return to farm assets (.04) (Melichar); 
otherwise they were unsatisfactory ( ... ). 

Table 2. 

Measure Liquidity 
94-4<+~4""'-t:...,:,. ~4-4-..C..C..£~-~- ....... 

Variable Adjusted 
Cash Balance 

..c.•s.•~+-4-4"' ... 4- ...... "'""'~"""""'~ 

Criterion > 0 (+) 

<o ("") 

+ 
Alternative + 
Combinations .. 

of .. 
Measures + 

+ .. 
... 

+ Satisfactory 
~ Unsatisfactory 

FARM BUSINESS FINANCIAL HEALTH 
DEVELOPMENT OF ORDINAL INDICATOR 

Solvency Profitability 
............. "*' ..... ........................ ""' .. '-"•• 
Debt .. To•Asset Rate of Return 

Rat:i.o To Assets 
........ ,. .... ..c. .... ..,..-4-4>4> ..:. ....... .:...w.•.;.•••--"• 

< .5 (+) > 4% (+) 

> .5 (~) < 4% ("") 

+ + ... + 
+ + 

+ 
+ .... 
... .... 

+ .. 
... .... 

Level of 
Ordinal 

Indicator 

0 (best) 
1 
2 
3 
4 
5 
6 
7 (worst) 



Profitability was the primary determinant of the ordinal ranking assigned to 
each satisfactory/unsatisfactory combination of variables used to assess farm 
business financial health. Given the long•run orientation of this study, a 
favorable profit picture was viewed as most important since it indicates, 
ceteris paribus, an ability to correct unsatisfactory liquidity and/or solvency. 
Liquidity rather than solvency was chosen as the second criteria for ranking 
financial health. A business wa& perceived to be in a better fiaancial state, 
ceteris paribus, if it did not have to borrow additional funds to meet cash 
obligations, regardless of profit condition, and thus commit itself to paying 
current expenses out of future income. Support for liquidity as the second 
ranking criteria is evident by noticing that an unfavorable solvency position 
for farms displaying favorable profit and liquidity did not create liquidity 
problems (i.e. profits were great enough to service higher debt~to•asset ratios 
and yet maintain favorable cash balances). 

Data Base 

The source of data was the 1985 Farm Costs and Returns Survey (FCRS), the 
same data used for the USDA study. This survey was collected through joint 
efforts of the National Agricultural Statistics Service and the Economic 
Research Service, USDA. The FCRS was unique. It consisted of 22,945 personal 
interviews by trained enumerators and yielded 11,497 useable questionnaires. 
The data collected on farm expenditures, income, capital investments, values of 
stocks and inventories, and financial information relative to demographic and 
other farm characteristics has been extensively used by USDA, GAO and the 
Federal Reserve in other financial analyses of the farm sector. The sample was 
a multi~frame, stratified survey consisting of list and area frames. Fa~ms from 
the list frame were stratified by various criteria such as economic size and 
size of labor force; the area frame was stratified by land use type. The 
sampling scheme allowed for the construction of survey expansion factors which 
were equal to the inverse of the selection probability. The expanded number of 
farms covered by the FCRS totalled 1.6 million, compared with 2.2 million farms 
from the 1982 Census of Agriculture. The Census included farms with sales of 
less than $1,000 which were excluded from the FCRS. Most undercounting of farms 
was for farms with sales less than $10,000. The survey provided a 
representative count for commercial farms (USDA, August 1986). 

Results 

Tables 3 thru 5 provide the relative incidence of financial health 
categories with respect to farm size, type, and region. The distributions have 
a bi•modal character. Farm businesses, for the most part, exhibited either 
quite good or quite poor financial health. The reader is reminded that this 
analysis excludes off+farm earnings, but includes estimated inventory changes, 
depreciation allowances, and charges for family labor. 

Information in Table 3 shows that (1) the financial health of commercial 
farms was better than for all farms and (2) the financial health of larger 
commercial farms was better than for smaller commercial farms. Restricting the 
analysis to commercial farms (at least $40,000 in sales) resulted in a 
significant change in the distribution of financial health, relative to that for 
all farms. Whereas, tW04 thirds of all farms had poor financial health 
(categories 6 and 7), only one+third of commercial farms were so classified. 
Conversely, approximately fifty percent of commercial farms and nearly 



tweuty~five percent of all farms were in good financial health (categories 0 and 
1). Restricting size of commercial farms even further, to a minimum of $100,000 
and then $250,000, resulting in further shifting of the distribution away from 
poor financial health categories toward good. Approximately sixty•five percent 
of the largest commercial farms (at least $250,000 in sales) were in good 
financial health while one•fifth remained in poor condition. These results 
suggest a strong continuum of improved financial health associated with farm 
size. 

Table 3. FARM BUSINESS FINANCIAL HEALTH 
SIZE COMPARISON 

U.S. FARMS • JANUARY 1986 

Financial Health lll Sales Of At Least 
Category Farms $40,000 $100,000 $250,000 

. ~ ~ ~ ~ ~ • Percent of Farms y ~ ~ . ~ . . 
0 {best) 18 36 42 46 
1 6 13 17 18 
2 1 2 1 1 
3 2 5 5 8 
4 8 10 7 4 
5 * * * * 6 57 26 17 14 
7 (worst) 8 9 10 8 

* Less than 1 percent 
!/Percentages may not add to 100 due to rounding 

The results presented in Tables 4 and 5 are not exhaustive but clearly 
detnonstrate apparent regional and farm type differences in farm business 
financial health. Commercial farms in the Southern region are clearly in poorer 
financial health than are commercial farms in the Corn Belt. Note that only 
one•fourth of the commercial Corn Belt farms were classified in categories 6 or 
7, while forty to forty~five percent of the commercial farms in the Southern 
regions were so classified. Commercial grain farms exhibited better financial 
health than did livestock, dairy or tobacco/cotton farms. Livestock and dairy 
farms were clearly worse than either grain or tobacco/cotton farms. This is 
likely the result of high inputs of unpaid family labor and higher levels of 
depreciable property per dollar of output. 



Table 4. 

Financial Health 
Category 

0 (best) 
1 
2 
3 
4 
5 
6 
7 (worst) 

* Less than 1 percent 
1/ At least $40,000 sales 

... 6 .... 

FARM BUSINESS FINANCIAL HEALTH 
REGIONAL COMPARISON 

U.S. FARMS • JANUARY 1986 

Commercial Farms 1/ 
Corn Belt Southeast s. Plains Delta 

• • • • • • • Percent of Farms 2/• ... • ~ ~ + 

47 32 30 40 
18 12 11 13 

1 * * * 
4 3 3 2 
7 7 9 7 

* * * * 
15 34 36 27 

8 12 11 11 

3/ Percentages may not add to 100 due to rounding 

Table 5. 

Financial Health 
Category 

0 (best) 
1 
2 
3 
4 
5 
6 
7 (worst) 

* Less than 1 percent 
1/ At least $40,000 sales 

FARM BUSINESS FINANCIAL HEALTH 
FARM TYPE COMPARISON 

U.S. FARMS ... JANUARY 1986 

Commercial Farms 1/ 
Beef, Hogs, Tobacco/ Cash 

Grain and Sheep Cotton Dairy 

... . • Percent of Farms ~· • 

47 27 43 25 
20 11 11 4 

1 1 1 1 
5 5 l 8 
7 13 19 17 

* 1 * * 
15 32 19 31 

6 11 6 14 

2/ Percentages may not add to 100 due to rounding 
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SUMMARY AND IMPLICATIONS 

These findlngs indicate that the ~farm crisis", when examined from a 
comprehensive view of business financial health, is more severe than other 
literature would suggest. Using the same data as this analysis but by only 
addressing the near~term cash crisis, USDA concluded that 11 percent of all 
farms were financially stressed (USDA, August 1986). However, sixty•five 
percent of all U.S. farm business and one•third of commercial farms were in 
serious financial difficulty, when off•farm income, inventory changes, 
depreciation, and unpaid family labor were taken into account. This is not to 
say that these percentages will fail in the near or not too distant future. 
Many farm businesses, commercial included, will purposely continue to be 
subsidized by off•farm income and unpaid family labor; and many will survive for 
some time by delaying the replacement of depreciable assets. 

As might have been expected, the results clearly show that the financial 
health of farm businesses improves with increases in size. Surprisingly, 
however, commercial grain farms and commercial farms in the Corn Belt were not 
worse off than most others. Commercial farms in the Southern regions and 
commercial livestock and dairy farms were clearly in poorer financial condition. 

The results have important implications for agricultural policy. Poor farm 
business financial health is pervasive in u.s. agriculture, although clearly 
worse in some regions, on some types of farms, and on smaller farms. Tightly 
targeted econrnnic assistance will (1) only address part of the problem and (2) 
result in proliferation of costly specific programs that may reward poor and/or 
part*time managers that may not warrant, need or desire assistance. A broad 
spectrum approach designed to shift the distributions in Tables 3 thru 5 upwards 
will (1) have high unacceptable public cost, (2) encourage over investment in 
agriculture, and (3) result in over production, low incomes, and poor financial 
health. Policies to assist operators of smaller farm businesses inadvertently 
subsidized by offffarm income, unpaid family labor, and/or asset depletion to 
understand broad economic issues and problems and adjust to economic realities 
may be useful. Likewise, policies to encourage development, implementation, and 
participation of farmers in educational and assistance programs that emphasize 
understanding, attainment, and maintenance of good farm business financial 
health may be beneficial. 

Much of the financial ill~health identified in this analysis results from 
(1) exclusion of off•farm income and (2) inclusion of depreciation. Both are 
important from a policy perspective. Policies grounded in the concept that the 
economic welltbeing of farm businesses includes off*farm income, foster a farm 
sector dependent upon off~farm income and unable to pay all its expenses. Such 
policies inadvertently promote transition to a sector dominated by partttime 
and commercial farms that are subsidized by family members working outside the 
sector. From a policy perspective, the farm operators themselves, rather than 
the general public, absorb the hidden costs of ensuring an adequate food supply. 
It remains to be determined if this is desirable or equitable as a policy 
objective. On the other hand, policies dependent upon a definition and 
measurement of farm financial stress that excludes depreciation underestimate 
the severity of the crisis, exacerbate the transition to part•time farms, and 
jeopardize sector productivity. Currently and during the past five years, many 
farm businesses have avoided being classified as ~financially stressed" by not 
replacing depreciable assets consumed in production. The sector ability to meet 



cash flow needs via this strategy is rapidly disappearing. If current 
conditions persist, many commercial operators will exhaust their ability to 
"live off depreciation" and find themselves unable to continue in business. 
Policies designed to address the "farm financial crisis" without considering 
these components of the problem may be short~sighted and unable to deal with 
continued economic deterioration in the farm sector. 
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