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Factors Contributing to Earnings Success

of Cash Grain Farms

Ashok K. Mishra, Hisham S. EI-Osta, and James D. Johnson

ABSTRACT

The objective of this study was to identify factors which contribute to the earnings’ success
of cash grain farms in the United States. The study analyzes three measures of success
including net farm income per dollar of asset, operators’ returns to labor and management,
and operators’ management income. Logit regression analysis shows that controlling var-
iable costs, ownership, management ability, technology adoption, and diversification are

important factors that influence success.

Key Words: cash grains, diversification, earnings success, logit regression.

The structure of U.S. agriculture has shifted
steadily toward bigger and fewer farm busi-
nesses. Published data from the U.S. Depart-
ment of Agriculture show that the current
number and the average size of farm stands at
2 million and 470 acres, respectively. This is
compared with nearly 6.8 million farms that
existed in 1935 with an average size of 155
acres (Jones and Canning and Agricultural
Statistics, USDA). An interesting issue, given
this downward trend in farm numbers, is what
makes some producers/farmers more success-
ful than others. In other words, what is the
likelihood that a farm will have above-average
returns and be a successful business in years
to come. With agriculture potentially becom-
ing less dependent on federal subsidies, the
potential for increased variability of returns
due to the vagaries of weather or the volatility

The authors are agricultural economists, Economic Re-
search Service, U.S. Department of Agriculture, Wash-
ington, DC. The views expressed here are not neces-
sarily those of the Economic Research Service or the
U.S. Department of Agriculture. The authors appreci-
ate the helpful comments and suggestions of anony-
mous reviewers and the editors. Any remaining errors
are the responsibility of the authors.

of commodity prices is likely to have an im-
pact on the sector.

Under the 1996 Federal Agricultural Im-
provement and Reform Act (FAIR, 1996), pro-
duction flexibility contract payments remain
fixed regardless of prices (see Nelson and
Schertz, 1996 for more detail). As a result,
many farmers will face greater risk of income
volatility, reflecting market variations more di-
rectly. Essentially, the government carries lit-
tle risk under the 1996 FAIR Act while farm-
ers who participated in commodity programs
face greater risk. To manage the risk shifted
to farmers, individuals will have to develop a
risk-management strategy best suited for their
farms (for example, hedge or use futures mar-
kets, forward-contract crop sales, reduce debt/
increase savings and equity, use market infor-
mation and analysis, or increase education).
Farmers will select strategies to improve farm
production efficiency, risk management, and
overall returns/profits in order to be successtul
in their farming business. A better understand-
ing of the characteristics that influence returns
and/or profits would be useful to producers
who wish to make changes in their farming
operations in order to increase returns, and to
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policymakers who aim at formulating policies
that help farmers maintain stable incomes.

The purpose of this study is to identify fac-
tors that contribute to success on commercial
grain farms in the United States, using farm
level data. The success of a farm is assumed
to be reflected in the farm’s profitability as es-
timated by three measures: (1) modified net
farm income per dollar of assets (MNFIDOA);
(2) operators’ labor and management (OLMI);
and (3) operators’ management income
(OMI). To control for extraneous factors that
may influence the results, the analysis is con-
ducted by farm type, specifically, for cash
grains.

Data Description

Data for the analysis is from the 1994 Agri-
cultural Resource Management Study
(ARMS) also formerly known as Farm Costs
and Returns Survey. The ARMS, conducted
annually by the Economic Research Service
and the National Agricultural Statistics Ser-
vice, is a multiframe stratified survey with the
sample being drawn from a stratified list and
area frame. The ARMS is composed of several
questionnaire versions (for technical docu-
mentation, see Morehart, Johnson, and Bank-
er). The survey collects data to measure the
financial condition (farm income, expenses)
and operating characteristics of farm business-
es, the cost of producing agricultural com-
modities, and the well-being of farm operator
households. The survey design of the ARMS
allows each sampled farm to represent a num-
ber of farms that are similar, the total number
of farms being the survey expansion factor.
The expansion factor, in turn, is defined as the
inverse of the probability of the surveyed farm
being selected (U.S. Department of Agricul-
ture, 1991).

The Farm Operator Resource version
(FOR) is dedicated to the collection of special
data on farm and farm operator households. In
1994 the FOR collected information on busi-
ness contacts by farm operators, management
decisions, sources of information, use of tech-
nology, management strategies, and off-farm
employment. The 1994 ARMS also collected
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information on the importance of the financial
conditions of the farm. Financial condition is
measured by asking about the importance of
expanding the business, reducing the debt, re-
ducing the costs, moderating fluctuation of
prices received for products, keeping records
for financial analysis.

The 1994 FOR version of the ARMS pro-
vided information on farmers’ use of various
marketing, production, and financial strategies.
Farmers were given a list of strategies and
asked to identify their uses.! About 40 percent
of all farm operators indicated that they em-
ployed at least one financial strategy.? About
the same proportion of farm operators also
used some marketing strategy.’ About 55 per-
cent of all farm operators indicated that they
used at least one production strategy.® The
1994 FOR also asked the farmers to describe
their use of new technologies. The farm op-
erators were given five choices: (1) 1 wait to
try new technologies until they are proven by
other operators in my county, (2) I use about
the same technologies as other operators in my
county, (3) I am willing to try new technolo-
gies even though only few other operators in
my county use those technologies, (4) I am
usually the first in my county to try new tech-
nologies, and (5) None of the above. Thirty-
eight percent of farmers indicated that they
used the same level of technology as other
farmers in their county. Twenty-one percent
indicated that they tried new technologies
even though only a few other farmers used
them, and only three percent said that they
were usually the first to try new technologies.

Previous Studies

A descriptive approach has been used to ana-
lyze the relationship between profits and farm

! Responses included: has used, will use again;
have used, probably won’t use again; have not used;
and does not apply.

2 Examples include: maintaining an open line of
credit, keep cash on hand, renegotiate loans, and
matching loan maturity terms with sales of products.

3 Some examples of marketing strategies include:
hedging or use of futures, contracting the sale of farm
products, and spread sales over the year.

4 Examples include: diversification; insurance (crop
and livestock); leasing land, machinery, and equip-
ment; and use of custom work and contracting inputs.



Mishra, El-Osta, and Johnson: Earning Success of Cash Grain Farms

characteristics (e.g. Johnson et al.; Reimund
and Somwaru; and Strickland). They all sug-
gest that characteristics such as farm size, lo-
cation, and cash grain production were posi-
tively related to a measure of profit. On the
other hand, factors such as when the primary
occupation of the operator is not farming, age
of the operator, and livestock production were
all negatively related to a measure of farm
profitability. Reinsel and Joseph suggest that
commodities produced, location, size of op-
eration, management, and natural phenomena
are factors that cause returns to vary.

Several studies have examined the relation-
ship between profit and farm characteristics
(e.g. Garcia, Sonka, and Yoo; Wood, Johnson,
and Ali; and Ali and Johnson). Kauffman and
Tauer (1986), using farm level data from New
York dairy farmers, investigated the charac-
teristics of a successful dairy farm. They iden-
tified successful farms using first-degree and
second-degree stochastic dominance tech-
niques for a panel of 112 dairy farms. Using
logit regression they determined important
characteristics leading to farm success. They
concluded that maintaining high milk produc-
tion, controlling hired labor and purchased
feed expenses, and adopting new technology
selectively were key to financial success. Man-
agerial ability generally is considered a key
determinant of financial success in farming.
Sonka et al. (1989) used managerial ability as
a measure of farm performance to identify
successful and less successful farms (cash
grain farm in Hlinois). They used logit regres-
sion to identify the factors that affect farm fi-
nancial performance and concluded that price
of the output and yield were important factors.
Plumley and Hornbaker (1991) used different
financial ratios to measure the financial suc-
cess of Illinois cash grain farms. They used
Kauffman and Tauer’s (1986) technique to
group the farms into successful and less suc-
cessful categories. Their findings show that
successful farms are characterized by higher
liquidity, fairly balanced composition of as-
sets, lower debt, and higher profitability.

Risk management strategies (for example,
hedging, use of futures market, and insuring
the crops and livestock) adopted by farmers
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could affect their financial performance and
hence improve the farm’s probability of suc-
cess. It is well known that farming is a risky
business,” with much uncertainty about yield
and price, and strategies to deal with that un-
certainty are important. Previous studies have
investigated agricultural producers’ perspec-
tives on the importance of different sources of
risk as well as the management practices farm-
ers adopt to reduce those risks (Boggess et al.,
1985; Perry et al., 1995; Perry and Johnson,
1996; and Patrick, 1984). Planning and risk
management strategies continue to play an in-
creasing role in providing returns to farmers.
Holt and Brandt (1985) list numerous studies
that show hedging can reduce risk. They point
out that if farmers are sufficiently risk averse,
they should hedge even if hedging may lower
average prices. Curtis et al. (1987) conclude
that in some cases farmers’ use of selective
hedging strategies resulted in increased in-
come, while reducing the risk. Shapiro and
Brorsen (1985), in a study of Indiana farmers,
found that farmers perceive hedging to both
increase income and improve income stability.
However, Fazier (1984) points out several fac-
tors—such as lack of understanding, fear of
margin calls, and basis risk—that are respon-
sible for a low participation rate in hedging
market by farmers. Also, hedging is not used
because the volume required by the trade is
not low enough for most farmers to partici-
pate.

Periods of greater commodity price vari-
ability, greater exposure to world supply and
demand conditions through open trade policies
(for example, NAFTA, and GATT), and a
more market-oriented farm policy (FACT Act
of 1990 and FAIR Act of 1996) have placed
and will continue to place increasing attention
on commodity marketing. This increased at-
tention had led to the development of alter-
native marketing strategies (Paul et al.) These
include futures and options markets for agri-
cultural commodities such as wheat, feed

5 Barry (1984) identified five sources of business
risk in agriculture: production or technical risk, market
or price risk, technological risk, legal and social risk,
and human sources of risk.
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grain, soybean, and cotton. Newbery and Stig-
litz (1981) suggest that farmers’ use of futures
markets may be influenced by exposure to
risk, transactions costs, size of operation,
whether or not their commodity is continu-
ously stocked, and the cost of information.
However, they point out that the use of futures
markets is not as prevalent because futures
markets are only effective in stabilizing in-
comes over a short period. Alternative meth-
ods of reducing marketing and production risk
are also available. These include forward con-
tracting, price support programs (Ali and
Johnson and Wood, Johnson and Ali), crop in-
surance, and spreading sales over the year.

Unlike previous research, this study pro-
vides a national perspective and allows for the
introduction of risk behavior in the analysis.
Our research is unique because it uses national
farm-level data and measures the probability
of success of a farm in an era where farmers
will assume greater market risk. Results will
provide farmers and policy makers a better un-
derstanding of the factors that will affect farm
viability in the future.

Methodology and Model Specification

The appropriate measure of economic success
has been a topic of much interest among econ-
omists and accountants. Some would argue
that accrual net farm income (before taxes) is
a good measure of overall financial perfor-
mance while others suggest that returns to la-
bor and management is the better measure. Yet
other researchers have used several financial
ratios to measure farms’ financial performance
(e.g. Plumley and Horbaker; Ellinger et al.).
Kauffman and Tauer use labor management
income per operator and rate of return on eg-
uity capital excluding appreciation as mea-
sures of farm performance.

Success is a subjective term and depends
in part upon the time frame considered and the
goals of the farm business and/or farm house-
hold. Therefore, the criteria by which a farm’s
performance is measured must be clearly de-
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fined.® Several studies have investigated the
use of net farm income (NFI) as a perfor-
mance measure (Melichar; Haden and John-
son; Seger and Lins). The benefits of using
NFI, as a measure of profitability have been
well documented in the past studies (Lins er
al., Seger and Lins). Positive value of NFI is
critical to survival of the farm. Most farmers
must balance equity growth with the need to
meet short-term cash commitments. The use
of NFI as a sole performance measure, how-
ever, may present a problem because it is an
accounting measure which does not address
opportunity costs. Hence the use of NFI as an
economic performance measure does not nec-
essarily accurately reflect use of the resource
base. The measure is a dollar amount and it is
therefore difficult to compare across farm
businesses. Also, the form of business orga-
nization (family owned, corporation, etc.) can
cause problems for interpretation of this result.
However, we will use a modified net farm in-
come per dollar of asset (MNFIDOA) as a per-
formance measure. The modified farm income
is defined in Table 1.

In light of the above problem, two addi-
tional measures are used: (1) operators’ labor
and management income (OLMI) and (2) op-
erators’ management income (OMI). Table 1
shows a precise specification of the computa-
tion of MNFI, OLMI, and OMI. OMI allows
concentration on factors affected by manage-
ment decisions and is defined as net farm in-
come, less opportunity cost on total capital,
and the return to non-operator labor (for ex-
ample, unpaid workers such as farm operators’
spouse and family members). This measure

¢Based on financial guidelines set forth by the
Farm Financial Standards Task Forces (FFSTF), finan-
cial performance refers to the results of production and
financial decisions, over single or multiple periods
(Forbes, 1991). FFSTF further notes that measures of
financial performance such as NFI include the effect
of external and uncontrollable forces (for example,
drought, flood, and grain embargoes), and the results
of operating and financing decisions made during the
course of the production process. Because the net farm
income measure is an absolute amount and is size-driv-
en, any comparison across farm businesses that is
based solely on this measure must be interpreted with
caution.
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Table 1. Computation of Modified Net Farm Income, Operators’ Labor and Management In-

come, and Operators’ Management Income

1. Modified Net Farm Income (MNFI)

MNFI = Net Farm Income (NFI) plus interest expense.
NFI = Gross farm income — total farm operating expenses

excludes marketing expenses
where

gross farm income = gross cash farm income + net change in value of crop, livestock, feed, and
fertilizer inventory and accounts receivable + value of farm products used or consumed on the
farm + gross imputed rental value of farm operators dwellings

and

total farm operating expenses = total cash operating expenses + estimate of non-cash expenses
for paid labor (includes feed, fuel, housing, meals and other food, utilities, water coolers, and
vehicle for personal use) + depreciation on farm business asset.

2. Operators’ Labor and Management Income (OLMI)

where

OLMI = net farm income — charge to non-operator unpaid labor — charge to capital

and

charge to non-operator unpaid labor = {number of hours worked on farm} X {wage rate}
wage rate = NASS state average for all hired workers + social security tax for 1993

charge to capital = {networth} X {2.28%}

3. Operators’ Management Income (OMI)
where

OMI = net farm income — charge to operator unpaid labor — charge to non-operator unpaid labor

— charge to capital
and

charge to unpaid operator labor = {number of hours worked on farm} X {wage rate}

(OMI) may be deemed to be an appropriate
indicator of operator performance over time
because the success of a farming operation ul-
timately depends on the ability of the owner-
operator to manage resources used in produc-
tion. Decisions concerning the selection of
farm enterprises, combination of farm inputs,
and other financial exposure are eventually re-
flected in OLMI (See Alchian and Demsetz
(1972) and Downey and Trocke (1981)).

In order to identify various characteristics
of successful farm firms, a method is needed
to differentiate between successful and less
successful farm firms. Because of the data lim-
itations, farms are classified based on each
performance measure into two categories: less
successful farms and more successful farms.
The first subgroup includes farms whose fi-
nancial performance was in the bottom three-
fourths of the sample. The second subgroup is
composed of those farms whose financial per-

formance was in the top one-fourth of the
sample.

After the more successful and less success-
ful groupings were established, the character-
istics of farm firms’ production and manage-
ment attributes responsible for this separation
were investigated using a logistic regression.’
We have adopted the logit model as originally
suggested by Berkson (1944) and redefined by
Theil (1970). Each farm was assigned a value
of 1 or 0, according to its classification as
more successful or less successful. Specifical-
ly, the logit is defined as the natural logarith-

7 The logit model was selected primarily because
the majority of the independent variables in our model
are dichotomous which results in data being concen-
trated in the tails and in the probability distribution
resembling a distribution based on a logistic function
(see Kmenta). Also, we are measuring the likelihood
of success given certain marketing, production, and
management strategies used by farmers,.
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mic value of the odds in favor of a positive
response (in this case being a successful farm),
that is:

(1) L, =log

)

where

., m),

(j = MNFIDOA, OLMI, and OMI),

L, is the log-likelihood function that the
ith farm is among the successful
group of farms when the jth perfor-
mance measure is used,

P, is the conditional probability of a
farm being successful given the
knowledge of X, ,

X, are set of farm operators’, farm, and
financial characteristics, and,

B’ is a vector of parameters to be esti-
mated.

1
Py = T ey
It can be shown that and one can use Equation
1 for estimation purpose. The independent
variables hypothesized to affect the farm’s fi-
nancial performance which are chosen to en-
compass the three areas—farm operators’
characteristics, farm characteristics such as
production and marketing efficiency measures,
and financial characteristics—are presented in
Table 2.

The inclusion of farm operators’ character-
istics such as age and education may give
some insights into the influence of training,
experience, and demographics on farm busi-
ness financial performance. These factors af-
fect the production function (Huffman, 1980
and Becker, 1975). Education is hypothesized
to have a positive effect on all three measures
of success (MNFIDOA, OLMI, and OMI), as
predicted by the human capital theory. Better
educated farmers tend to be more successful
and to receive the same or better returns from
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farming as elsewhere (Perry, 1990). Warren,
using cross-classification analysis, found that
operators of higher income dairy farms in
New York had a higher-than-average level of
education. Cunningham-Dunlop assessed the
effect of education on farm profits in Canada.
She concluded that the net returns to education
in Canadian agriculture were positive. On the
other hand, Laband and Lentz and Osburn
found a negative effect of education on the
financial performance of the farm.

Seven farm production characteristics are
hypothesized to contribute to farms’ financial
performance: nonfarm income, machinery val-
ue per harvested acre, participation in govern-
ment commodity programs, ratio of cash op-
erating expenses, and diversification. Nonfarm
income may affect labor and management. If
the source of the nonfarm income is wages and
salaries (in this study we use income from all
other sources), then one would expect the effort
expended to detract from farm labor and man-
agement, contributing to lower performance of
the farm. Machinery value per harvested acre
is expected to be negatively related to farm per-
formance. Ali and Johnson used machinery ex-
penses per tillable acre as a variable in explain-
ing returns to labor and management. They
found that this variable has a significantly neg-
ative influence on the labor earnings.

The variable ratio-of-cash-operating-ex-
pense to value-of-farm-production (COPEVP)
is used to take into account the variable cost
of production. Cash operating expenses in-
clude expenditure on labor, purchased feed
and livestock, maintenance and repair, fertil-
izer and chemical, seed and plant and custom
hire work. It is hypothesized that more suc-
cessful farms will have a significantly lower
ratio than less successful farms. Plumley and
Hormnbaker have used the COPEVP as the var-
iable to study (using mean analysis) charac-
teristics of successful and less successful Illi-
nois grain farmers. Kauffman and Tauer and
Haden and Johnson have used expenditures on
hired labor to measure the same effect. There-
fore, a negative relationship is hypothesized
between COPEVP and the probability that a
farm will be successful. Warren and Burritt in
their study found that most profitable dairy
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Table 2. Independent Variables for Logit Regression

Variable

Expected
Definition Signs

Operator’s Characteristics

HIGHSC
SCOLL
COLL

WORKOFF

Farm Characteristics

Production Characteristics

PARTGOVT

MEVPHAA
COPEVP
DIVERSIF
ORGAN

Management Practices

Level of formal education (= 1 high school, 0 otherwise)
Level of formal education (= 1 some college, 0 otherwise)
Level of formal education (= 1 completed college, O other-
wise)

Participation in off-farm work (= 1 working off-farm, 0 oth-
erwise)

Participation in govt programs (= 1 participated, 0 other-
wise)

Value of machinery per harvested acre

Ratio of cash operating expense to value of farm production
Entropy measure of farm diversification

Type of business organization (=1 sole proprietorship, 0 oth-
erwise)

Use of forward input pricing method (= 1 participated, 0
Participation in contracted sale of crop and livestock (= 1
Participation in hedging/futures markets (= 1 participated, O
Adoption of technology (= 1 if waits to adopt proven tech-
Adoption of technology (= 1 if second to adopt technology,
Adoption of technology (= 1 if first to adopt technology, 0
Use of farming information (= 1 uses extension service, 0

Lease/rent land (= 1 leases/rents land, O otherwise)

FORWARD

otherwise)
CONTRACT

participated, 0 otherwise)
SPREAD

otherwise)
WTECH

nology, O otherwise)
SCTECH

0 otherwise)
FSTECH

otherwise)
EXTENSION

otherwise)
RENTLAND
KBKRC

Keeping books and records (= 1 records income/expenses,

0 otherwise)

farmers were controlling their cash expenses.
Luckham focused on identifying financial ra-
tios associated with profitability of Virginia
dairy farms. He found that controlling oper-
ating expenses (which measures cost control)
was positively related to profit. Korth used a
variety of statistical techniques to identify fac-
tors related to financial success of Nebraska
beef-hog, grain, and dairy farms between 1978

and 1982. He found that expense structure had
a negative and significant impact on the finan-
cial success of the farm.

Diversification, as measured by an entropy
index® (DIVERSIF) which was popularized by

8 It is important to note the DIVERSIF takes a value
of 1 when there is completely diversified and 0 when a
farm is specialized (Samuelson 1967, Theil 1972).
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Theil, is used as a explanatory variable in the
model because of the several desirable prop-
erties it possesses (see Hackbart and Ander-
son). It is assumed that diversification may
lead to economies of scope which lower costs
and increases profit®, thereby producing a
greater probability that a farm will be more
successful. Newbery and Stiglitz point out that
crop diversification is one of the ways by
which farmers can reduce risk and variability
associated with farm income. Pearse, using re-
gression analysis, found that among other
things increased cropping intensity increased
returns to operator labor. Kauffman and Tauer
used diversification (value of crop sales/total
cash receipts) as an explanatory variable to
model the successful dairy farms in New
York.

The ORGAN variable was used to indicate
the form of business organization chosen for
the farm operation, either sole proprietorship
(or individually owned) or multi-owner forms
(such as family held corporation, cooperative,
and non-family corporation). This variable as-
sumes a value of 1 if the farm was individually
owned and O otherwise. Type of ownership is
expected to be positively related to the farm’s
chances of being in the successful group if it
is organized under sole proprietorship. On the
other hand, the more people that contribute as-
sets to the production process the greater the
asset base to work from, resulting in a better
financial performance. Therefore, one cannot
predict the effect of ORGAN on the financial
performance of the farm. Garcia et al. found
that the degree of land-ownership by the op-
erator was inversely related to short-run profit
maximization. Burton and Abderrezak in their
study of Kansas farms found that the propor-
tion of non-ownership had positive correlation
to expected profits. In contrast, Kauffman and
Tauer in their study of successful dairy farms
in New York conclude that the sole proprie-
torship form of business organization in-
creased a farm’s chances of success.

Managerial ability has been used in regres-

® Because this study uses cross-sectional data, as
one reviewer noted, any significance of the DIVERSIF
variable should be interpreted with caution.

Journal of Agricultural and Applied Economics, December 1999

sion models as a set of demographic variables
or production practices (Sumner and Leiby;
Bailey et al.; Mykrantz et al.). Managerial
practices in general have been found important
to the success of farming operations (Sonka,
Hornbaker, and Hudson). However, there is no
clear consensus arising from previous studies
on what variables represent management or
accurately represent managerial ability. Ford
and Shonkwiler used latent variables such as
crop, financial, and dairy management practic-
es to study financial success of dairy farms in
Pennsylvania. Their findings show that man-
agement practices such as milk sold per cow,
milk sold per individual, veterinary expenses
per cow, and heifers and calves per cow are
important determinants of farm financial suc-
cess. Hoffman indicated that well-managed
farms, based on farm records, are better able
to compete in per-unit profitability with farms
many times larger. In our study two variables
are used as a proxy for management practices:
(1) use of rented/leased land in production
process and (2) keeping books and records on
farm income and expenditures. It is hypothe-
sized here that better managers tend to rent or
lease land for production process instead of
buying. Buying of land diverts available cap-
ital that could be used in the production pro-
cess. On the other hand, keeping good records
on the income and expenditure of the farm,
and perhaps on each enterprise, may help the
farm operator in allocating resources and time.
This makes the operator more efficient and
hence more profitable. In a recent article Crane
notes that budget analysis can be used to iden-
tify and manage risk. Further, risk identifica-
tion and management involves the understand-
ing of enterprise and its components.

Pulter and Zilberman in their 1988 study
point out that decision support application
software (for example, ledger accounting,
spreadsheet, and database management) helps
in crop and livestock management, irrigation
scheduling, and herd improvement. More re-
cently, software is available that takes the
farmer step by step in determining the conse-
quences of various choices he/she makes un-
der different financial and physical conditions.
Kauffman and Tauer use hay ratio (haylage as
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a proportion of all hay) as a measure of tech-
nology adoption. They point out that farmers
who adopted haylage production technology
over dry hay significantly improved their
farm’s probability of success. The 1994
ARMS also surveyed farm operators about
their use of new technologies. Based on their
response, four categories (using dummy vari-
ables) were created as a measure of technol-
ogy for use in the present study. First, farmers
who indicated that they were the first one to
adopt a new technology (FTECH) in their
county were given a value 1, and 0 otherwise.
Second, farm operators who indicated that
they were willing to try a new technology
even though it has been tried by only few op-
erators in the county (SCTECH) were given a
value of 1, and O otherwise. Third, operators
who indicated that they would wait to try new
technology until they were proven by other
operators in the county (WTECH) were given
a value of 1 and O otherwise. Finally, farm
operators who indicated that they use about
the same level of technology as other opera-
tors in the county and who did not indicate
any level of use of new technologies (NO-
TECH) were given a value of 1, and O other-
wise. This final category acted as a base
group.

Table 3 presents the summary statistics of
the data. In general, operators of successful
farms were younger, except when the success
was measured in terms of operators’ manage-
ment income. Operators of successful farms,
on average, worked less off the farm. The per-
centage of farm operators reporting off-farm
income was as low as 31 percent for success-
ful farms and as high as 52 percent for less
successful farms (Table 3). The characteristic
that stands out is that more successful farms
tend to have lower value of machinery per
harvested acre, lower variable cost of produc-
tion, higher participation rate in government
programs, and tend to use more marketing and
production contracts to mitigate risk in farm-
ing. More successful farms (28-32%) tend to
use forward input contracting as means to re-
duce risk in input markets. More successful
farms tend to use extension services for their
information on farming and other related is-
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sues than their counterparts. Finally, approxi-
mately 62 percent of more successful farm op-
erators tend to rent or lease land.

Results

Table 4 shows the parameter estimates for suc-
cessful cash grain farms for three measures of
success. In all of the measures, use of forward
contracting in input markets by cash grain
farms is positive and statistically significant at
1 percent level of significance. The results in-
dicate that farms that adopt forward contract-
ing of inputs are more likely to be successful,
possibly indicating efficiency in resource use
by the way of timely delivery of inputs and
inventory control. Forward contracting of in-
puts could facilitate the planning process and
allow farmers to diversify purchases over time
(Haydu et al.). Having inputs in stock ensures
smooth and efficient running of the business
operation (Taha). Purchase price is of special
interest when quantity discounts and price
breaks can be secured.

Controlling the variable cost of production
is another important variable that contributes
to the success of farm firms. Our results, using
all three measures of success, indicate that ra-
tio of cash operating expense to value of pro-
duction (COPEVP) is negatively correlated
with the success of farm firms. Results indi-
cate that farms which have controlled their
cash operating expenses are more likely to be
successful than farms which did not. These re-
sults are consistent with the findings of the
past studies (Kaufman and Tauer, Haden and
Johnson, Korth, Luckham, Sonka, Hornbaker,
and Hudson, and Warren and Burritt). The
sign on value of machinery per harvested acre
(MEVPHAA) was negative but was only sig-
nificant when success was measured in terms
of modified net farm income per dollar of as-
set (MNFIDOA). Economically, it makes
sense to have less capital tied up in machinery
and one way of getting around machine own-
ership is to lease or custom hire the machinery
needed in farm operations. Ali and Johnson
obtained a similar result in their study of
North Dakota farm operators.

In all three measures of success, farm own-
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Table 4. Parameter Estimates of Factors Affecting Farming Success of Cash Grain Farmers

(1994)
Variable MNFIDOA OLMI OMI
Intercept -0.471 —2.689 —0.443
(0.896) (0.752)*** (0.837)
HIGHSC 0.581 0.566 0.356
(0.408) (0.435) (0.391)
COLL 0.854 0.092 0.102
(0.899) (0.677) (0.689)
FORWARD 0.954 0.981 0.886
(0.325)*** (0.319)*** (0.311)***
CONTRACT 0.395 —0.023 0.188
0.427) (0.409) (0.382)
SPREAD 0471 0.729 0.242
(0.321) (0.379)* (0.319)
SOLE ~0.861 —0.529 —-0.574
(0.326)*%** (0.286)* (0.326)*
DIVERSIF 1.987 1.198 4.196
(1.234)* (1.123) (1.072)%#+
PARTGOVT ~0.565 1.328 0.576
0.377) (0.498)*** (0.397)
MEVPHAA ~0.003 —0.0006 —0.0007
(0.0008)*** (0.0004) (0.543)
COPEVP ~2.853 —2.648 -1.507
(0.807)*** (0.741)*** (0.674)***
STECH 0.329 0.361 0.319
0.329) (0.341) (0.328)
SCTECH 0.874 0.232 0.322
(0.349)*** (0.366) (0.372)
FTECH ~0.844 -0.530 -0.319
(0.628) (0.565) (0.571)
EXTENSION 0.551 0.554 0.144
(0.304)* (0.303)** (0.298)
RENTLAND 1.088 0.197 0.028
(0.344)*** (0.379) (0.321)
KBKRC 0.196 0.742 0.162
(0.426) 0431)* (0.506)
WORKOFF 0.194 —0.382 —0.328
(0.289) (0.285) (0.196)*
F-Statistics 5.15%* 5.27%* 3.24%
McFadden’s R? 0.28 0.30 0.25
Sample 1101 1101 1101

Numbers in parentheses are standard errors. Single, double, and triple asterisks indicate statistical significance at 10%,

5%, and 1% levels respectively.

ership (SOLE) has the expected sign. Results
indicate that farms owned by individuals are
less likely to be successful than farms owned
in partnership or corporations. A possible ex-
planation of the negative linkage between
farm business organization and likelihood of

success is that more people contribute to the
asset base and greater asset base means better
financial performance of the farm firm. Farm
diversification, as measured by the entropy in-
dex (DIVERSIF), has a positive sign but is
only significant when success is measured by
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modified net farm income per dollar of asset
(MNFIDOA) and operators’ management in-
come (OMI). Results indicate that farmers
who diversify are more likely to be successful
than those who do not diversify. Diversifica-
tion helps to smooth farm income, i.e., vari-
ance in returns is minimized as long as returns
to different enterprises is imperfectly correlat-
ed (Newbery and Stiglitz). One of the other
ways to spread risk and smooth income from
farming is to spread sales of farm products
over the year. Results show that spreading
sales (SPREAD) over the year has a positive
sign and is statistically significant in the case
where farming success is measured by opera-
tors’ labor and management income. Farm
firms are more likely to be successful if they
spread sales of their farm product over the
year.

A farm operator may generate a higher to-
tal net income by combining on- and off-farm
work, but when investigating the success of
farm firms farm income mattered most. When
measuring success in terms of operators’ man-
agement income, results show that working off
the farm decreases the likelihood of a farm’s
being successful. A possible explanation is
that farm operators who work off the farm
have less time to manage the farm, resulting
in mismanagement of resources in the produc-
tion process. In contrast, if one measures suc-
cess by operators’ labor and management in-
come, participation in government programs
increases the likelihood of a farm’s being suc-
cessful. A possible explanation for a positive
correlation between participation in govern-
ment programs and success is that participa-
tion in government programs gives farm op-
erators time to better manage their time and
resources.

The coefficient for EXTENSION is posi-
tive and statistically significant in two mea-
sures of success: modified net farm income per
dollar of assets and operators’ labor and man-
agement income. This result indicates that op-
erators who use agricultural extension services
are more likely to be successful. Visits to the
agricultural extension services may allow
farmers to increase their allocative efficiency
(Hurd; Huffman). Additionally, operators who

Journal of Agricultural and Applied Economics, December 1999

frequently visit extension offices may benefit
from new technology (such as new varieties
of seed, farm implements, and tools) and from
getting quick answers to their farm problem.
Furthermore, their visit may help in reducing
their yield variance and in smoothing the flow
of income.

Management strategies such as renting/
leasing land (RENTLAND) for production
and keeping books and record (KBR) on farm
income and expenditures are important deter-
minants of successful farms. Coefficient for
RENTLAND is positive and statistically sig-
nificant when success is measured by modified
net farm income per dollar of assets (MNFI-
DOA). A positive possible explanation to the
positive linkage between renting/leasing land
and successful farming is that leasing/renting
frees some capital resources from being tied
up in land mortgage and interest payments. A
significant positive relationship between keep-
ing books and records and successful farming
is found, but only when success is measured
in terms of operators’ labor and management
income. Results suggest that farm operators
who keep track of their income and expendi-
tures through bookkeeping are more likely to
be successful in their business. These results
are consistent with Hoffiman’s findings. The
influence that technology has on the chances
for farm success is evident from this study.
The coefficient on SCTECH is positive and
statistically significant at 5 percent only when
success is measured by operators’ labor and
management income. This finding indicates
that operators who are not the first one to
adopt a new technology (FTECH) in their
county are more likely to be successful than
those who use the same level or do not use
new technology.

Conclusions

The purpose of this study was to identify fac-
tors that contribute to the success of commer-
cial farms, in particular of cash grain farms.
A logit analysis was used on data from the
1994 ARMS survey to measure the likelihood
of a farm’s being successful given its use of
certain farm, operator, production, marketing,
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and risk-management strategies. The study
used three measures of success. In all the cas-
es, returns to operators’ labor and management
performed well when compared with the other
two.

The likelihood of a cash grain farm’s being
successful depends on its control of variable
costs of production, machinery cost, and farm
ownership. Risk management strategies such
as forward contracting of inputs, spreading
sales over the year, participation in govern-
ment programs, and farm diversification also
contributed toward the success of a farm. Use
of new technology, especially after some one
else has tried it out in the county, plays an
important role in the success of a farm. Use
of extension services increases the likelihood
of a farm’s being successful. Finally, manage-
ment factors such as use of rented/leased land
and keeping books and records on income and
expenditure help operators to be efficient and
eventually contribute towards the success of
the farm.
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