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Effects of the Farm Financial Crisis on the
Profitability of Agribusiness Firms

James O. Wise Steven C. Turner
University of Georgia University of Georgia

~ -Agriculture has been subject to frequent and dramatic shifts in production,

prices, and incomes. Basic reasons for this problem include unstable interna-
tional markets, weather, and even government programs. These shifts have
caused economic hardships for farmers and for agribusiness firms that supply
inputs to farmers and process and handle farm products. Durmg 1981-1987
these hardshlps were so severe that this period was known as the “farm financial
crisis years.” However, in contrast to the difficulties that most farmers and
agribusinesses were facing, lower feed prices actually benefitted poultry and
some livestock farms and agribusinesses.

In 1985, depending on the measure of stress used, about 20 to 33 percent of
the farms in the U.S. were financially stressed (Jolly, et al.). The incidence of
financially stressed farms was widespread but was greatest in the Corn Belt, Lake
States, and Northern Plains. However, the intensity of financial stress was
greatest in the Delta, Southeast, Southern Plains, Northeast, and the Pacific.

Tubbs points out the relationship between financial difficulties on farms and
the rural community. His community in Iowa lost two out of three grain
buyers/farm supply stores, four out of six farm equipment dealerships, and
innumerable rertail stores. He cites the need to quantify the impact of the farm
crisis on the entire rural economy.

Ginder, er al. state that the viability of agribusinesses, consumer and retail
businesses, and social institutions such as schools and churches is directly related
to the financial health and number of farmers in an area. They further point
out that the farm crisis will create negative impacts on those agribusiness firms
who particularly supply farm inputs and marketing services at the local level.
The negative impact will be both direct and indirect.

Bowker, et al. analyzed the impacts of alternative farm policies on rural
communities. Bowker reported that two groups of industries are most affected
by farm policy. The first group includes firms that deal directly with agri-

cultural production, i.e. agricultural service firms, banking and credit, and
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nondurable manufacturing. The second group includes household related
industries, i.e. retail trade and services.

A reduction in farm program benefits such as a drop in target prices would be
felt by all sectors. Declines in crop production, value of production, and net
returns would result in declines in those firms supplying i inputs to agriculture
and those firms related to households. Conversely, a rise in farm program
benefits and consequent increases in net returns in the crop sector would
enhance activity for households, retail trade, and services.

Glover concentrated on the impact of the farm crisis on agribusinesses. His

analysis showed that sales of most large farm machinery during 1985 were less
than half the number sold in 1979. Fertilizer use during 1985 was down 9.2
percent | from the high in 1981. Other farm inputs are related to the acreage of
major Crops. Thus the demand for production inputs peaked in 1980-81 and
bottomed in 1983. Another negative effect on agribusinesses was bad debt
losses, which were estimated to be as much as $7 billion in the U.S. during the
1982-85 period.
* This study analyzes the effects of the farm financial crisis on the profitability
of agribusiness firms in an I8-county area in southwest Georgia. The Georgia
Agricultural Statistics Service identifies these counties as Area 7. This area is
fairly representative of agriculture in the Coastal Plain region of the South with
respect to crops, livestock, and farm size and in relanon to input purchases and
product sales. The area primarily produces row crops, is heavily dependent on
agriculture, and for the study period was characterized by a high rate of
delinquency on farm loans and a high rate of farm financial failures (Wise, May
1989).

The farm enterprises that serve as a base for agribusiness firms and the trends
of these enterprises were reported by Wise (Dec. 1989). Peanuts and corn
ranked first and second in crop value over the 1981-1987 period for the area.
Soybeans were third in value until they were replaced by cotton in 1986. The
value of cattle and calves ranked next to peanuts every year except one. How-
ever, overall cattle, calves, and hogs only averaged about 29 percent of the value
of crops. Over the seven-year period all major crops except cotton declined in
acreage and value. The value of soybeans fell by almost 80 percent, wheat by 72
percent, and corn by 52 percent. The overall decline for the six major crops was
about $108 million, or about 26 percent. The value of hogs and pigs fell by
about 49 percent and the value of cattle and calves by about 28 percent. Overall
the value of livestock fell by about 29 percent. The total value of crops and
livestock declined by almost $145 million or about 27 percent.

The focus of this analysis is on possible differences in the effect of the farm
financial crisis on different types of agribusiness firms. However, it is recognized
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that not all of the effects of the farm situation are reflected in the results. For
example agribusiness firms may have added non-farm goods and services, i.c.
lawn mowers, etc. In addition the study was unable to analyze the number of
agribusiness firms that have failed. Thus the total impact is probably worse than
that reflected in this analysis. On the other hand, the existing firms may be
better off by having acquired some business from those firms that failed.

Farm Crisis and Agribusiness Firms

Poor farm financial performance would be expected to have different impacts
on different types of agribusinesses. Some purchases can be delayed (land,
machinery, etc.), while some can be reduced (fertilizer, feed, storage, etc.).

Agribusinesses that rely primarily on sales of goods or services that can be
delayed are at a distinct disadvantage in times of financial crisis. On the other
hand, firms that market goods or services that are considered variable costs to
the farmer are at less risk during a farm financial crisis. The farm decision maker
will allocate resources between fixed and variable costs. In hard times, invest-
ments in fixed assets should decrease relative to variable assets. An examination
of different types of agribusinesses should exhibit the above characteristics.

Data and Methods

The source of data for this analysis was a sample of 94 agribusiness firms.
Thirty-six of these firms provided annual data for each year, 1981-1987, and
these firms were used for the analysis, yielding a total of 252 cross-section time
series observations. The firms were classified into four categories based on the
major source of their income. The categories were 1) capital goods and services,
such as equipment dealers, which provide items that have useful lives greater
than one year; 2) consumable goods and services, such as fertilizer and feed
dealers, that provide items that are totally consumed within a one year produc-
tion period; 3) commodlty marketing, processmg, storage, and handling ser-
vices, such as grain elevarors and cotton gins, and 4) combination firms, which
are active in two or more of the first three categories. Useable data were
provided by seven firms in group 1, 12 firms in group 2, 10 firms in group 3,
and seven firms in group 4.

The tabular method was used to analyze changes in costs and returns for
 average firms over the study period. In addition the standard deviations and the
coefficients of variation for annual net incomes were calculated. The standard
deviation is an absolute measure of variation from the average. The coefficient
of variation measures the relative (or percentage) variation from an average. In

Fall 1992 39



Effects of the Farm Financial Crisis

this study the coefficient of variation measures how income varies for individual
firms within a year and from one year to another, as well as how incomes vary
by type of firm. Net income as used in this study is defined as the income
available to pay for operating capital, depreciable assets, management, income
taxes, and risk. -

Results
Capital Goods and Services Firms

Table 1 shows that firms providing capital goods and services such as farm
equipment were adversely affected by the farm financial crisis. Net incomes did
not reflect a steady downward trend, but the average for 1986 was negative and
there were large variations within and among years. For example, the coefficient
of variation of average net income varied from about -2350 to 245 percent and
annual changes in income varied from an increase of about 1070 percent to a
decrease of about 105 percent. The variability in net income was the result of
variations in both gross sales and expenses.

Consumable Goods and Services Firms

Firms providing consumable goods and services such as fertilizer and other
annual inputs experienced variability in income within years as well as among
years (Table 2). Although variability occurred there were no negative incomes
for the average firm over the study period. In addition the relationship between
gross sales, expenses, and net income was fairly constant. However, the average
net incomes and the profit margins were not as high in 1984-1986 as in the
other years during the period. © -

Firms Providing Marketing, Processing and Related Services

The individual firms in this category experienced rather large variations in
income on an annual basis (Table 3). Coefficients of variation ranged from 134
to 190 percent. However, the average firm experienced annual increases in net
income for four out of the seven years, and average profit margins were fairly
stable.

Combination Firms

The average firm in this category did not experience any negative net incomes over
the study period (Table 4). However, average net incomes varied considerably
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over the period with annual declines of over 60 percent being recorded in three
out of the seven years. Average net incomes also tended to be lower during the
later three years of the period. The variation of individual firm incomes was
greater during the last four years of the period.

Comparison of Profitability and Variability by Type of Firm

Firms engaged in marketing, processing, and related services showed the
highest average net income over the seven-year period (Table 5). These firms
were also the largest of the four types of firms as measured by gross sales. These
firms also had the highest net margin relative to gross sales and the lowest
coefficient of variation. A number of these firms were engaged in the buying,
processing, and other services related to peanuts. Consequently, their business
was not as subject to variability as firms dealing with other commodities.

Those firms providing consumable goods and services had the second highest
net income and net margin relative to sales. Average gross sales ranked second
and variability in income was third.

Combination firms were third in terms of size, ranked fourth in terms of net
margin relative to sales, and had the third highest net income. These firms
experienced the next to the lowest variability in incomes which was no doubt
due to the fact that they were diversified. Firms providing capital goods and
services, mostly farm equipment, had the next to the lowest average net income,
next to the lowest net margin on sales, and the highest variability in income.

Concluding Remarks and Implications

Agribusiness firms in this stiidy were adversely affected by the farm financial
crisis. These adverse effects were indicated by negative incomes in some years,
by low net margins relative to sales, and by rather large variations in individual
firm income within years and among the seven years analyzed.

Overall, firms providing capital goods and services, mainly farm equipment,
were the ones most severely affected. The adverse effects were in the form of
negative incomes for individual firms and the average firm for 1986, relatively
low net incomes, low net margins on sales, and high variability in incomes.

Firms providing marketing, processing, and related services were the least
affected by the farm financial conditions. These firms showed the highest
average incomes, the highest net margins on sales, and the lowest overall
variability in income.
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Table 5.
Comparison of Seven Year Averages of Profitability and Variability by Type of
Agribusiness, Southwest Georgia, 1981-1987

Net Income Coefficient
($)/Gross  of Variation

Gross Net Income of Net

Type of Business Income ($) Expenses ($) Income ($) $) Income ($)
Capiral Goods and

Services © 1,361,671 1,235,235 126,436 .088 485
Consumable Goods ‘

and Services 1,753,928 1,578,385 175,543 .098 265
Marketing and

Processing 11,840,675 8,245,745 3,594,930 299 168
Combination of

Goods and

Services 1,648,648 1,555,059 93,589 .056 229

Implications for Agribusinesses

Strategies that agribusiness might consider in maintaining financial viability
are discussed below.

Adding product lines and additional services, both farm and non-farm, would
reduce risks and provide new profit opportunities. This diversification strategy
is a method of spreading business risk. Many examples exist, but one would be
that of a farm machinery and equipment dealer adding lawn and garden,
construction equipment, and other types of machinery to their line. Further-
more, a firm that is heavily dependent on sales of fixed assets might reallocate
resources to sales of variable assets such as repair services. :

Expanding the current territory of operations would be a possibility for a
number of firms. Most of the firms in this study were local and regional firms,
with only about 10 percent doing business on a national scale. Over the study
period the average radius of business activity for these firms was only about 145
miles.

Integration of an additional phase of the production, processing, or market-
ing chain is an alternative for agribusiness. This strategy has been employed
successfully by many firms and others are moving in that direction. A prime
example of success is the poultry industry.

Increasing the ﬂemblhty of the business so that it is able to respond to
changing economic conditions is also an option. This would entail being able to
change products, services, costs, etc. as the farm sector changes. Pragmatically
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this would involve facilities and equipment that are capable of alternative uses
and perhaps retraining programs for labor. Keeping fixed costs low relative to
variable costs provides the flexibility of lowering total costs as conditions change.
Keeping fixed costs low also provides the opportunity to change products,
services, etc. in a relatively short time frame.

Glover adds to the above list the alternatives of scaling back operations and
going out of business. Scaling back could achieve efficiencies by the elimination
of unprofitable lines and by aligning costs with a decreased demand.
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