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Determinants of Return on Equity in U.S.
Local Farm Supply and Grain
Marketing Cooperatives
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Fartn suppiy cooperatives ane an important component of the ratail agribusmess industry in
the United States. The objective of this reseavch is to identify financial variables that are
determinants of return on ceuity n thess cooperatives. Firm effects are important and thest
effect is the result of menagerial decision making and director poficy. The estimated
coefficient on asset size was not statistieally sipnificant, suggesting that return on equity is

tnvaramt to gize over this time penod.,
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' Tt should be noted that the Cooperativa Extension
Servies bas a long bistory of praviding reseanch and
education to local and regonel cooperatives. In 1975,
37 specialista had appointments in cooperatives, but
today, fewer than eight do. Cooperatives have invested
more than 520 million in endowments o apricnlturel
economics dopartments in Notth Ametica. These funds
gre used to peovide siodent scholerships, operating
expenses, and progrem support. Extension programs
are the singl® Jevgest source of training for dicectons in
local farm supply and marketing cooperatives in the
United States, For example, extension specialists at
Iowa State TJniversity, Kansas 3tete Unjversity,
Oklehoma State University, and Texas A&M Univer-
sity provide traming for over 1,000 producer-directors
annually in Colovadas, Olinois, Indiang, lowa, Kansas,
Missouri, Mentene, MNebraska, Ohio, Oklahome,
Texas, end Wyoining. These include programs in
finance, povernancs, and strategie thinking.

Loecal farm supply and grain marketing
COQperatives are an important component of
the retail agribusiness indusury in the United
States.! They supply inputs such as chemicals,
feed, fertilizer, tires, and similar products to
producers. In some regions of the United
States, many of these cooperatives also
purchase feed grains (e.g.. corn, grain sor-
ghumy) and food graing (e.g,, soybeans, wheat)
and merchandise those grains. These coopera-
tives are owned by producers who provide the
equity capital for the cooperative and receive
a share of the profils in the form of patronage
refunds, a payment made m proportion to the
prmount of business volume conducted with
the cooperative. These producers cxercise
control of the cooperative by electing fellow
producers as directors whe govern the co-
operative. Then a board of directors hires
a general manager to manage the cooperative.

In recent years, the profitability of local
farm supply and grain marketing cooperatives
hasz decreased eonsiderably in the Great Plains
and other regioms of the United States
{Figure 1}. Whipker, Akridge and Joshua
and 3ecaff apd Reca suggest possible ressons
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Figure 1.  Average Return on Equity for 648
Local Farm Supply and Grain Marketing
Cooperatives, 1994-2004

for this decline. These raasons include global-
ization (e.g., off-shore fertilizer sourcingk;
changes in 1.5, farm policy; changes in acres
planted and bushels produced; weather issues,
auch as extended drought becavse of lack of
reinfall or smow, higher costs becanse of
msurance and other inputs; mcreased regula-
tory requirements; and changes in buyers,
suppliers, and competiven that has eaused
margins on chemicals and other products to
decline, Many of these driverz are “indusuy
effecta™ in the sense that they impact every
cooperative within the farm supply and grain
marketing industry,

Firm effects are specifie o a firm and are
under the control of the manager. For {amm
supply and sgain marketing cooperatives, firm
effects are under the contrel of the manaper, who
is hired by r board of directors, Directors of
these cooperatives are becoming aware of the
need to better understand firm effects that
determine profitability of their local coopera-
tives, These firm effects can be related to
profitability (ability of a manager to negotiate
more favorable inpul prices with suppliers,
ability of a mapager to get better prices, betier
merchandising of grain to buyers, ability of the
manaper to operate in a meore cost efficient
manner, ete), lquidity {manager’s preference
reparding current meset and lability holdings),
efficlency (intensity of asset wutilization by
& tanapger), solvency (board of director prefer-
ences for equity vs. debt financing), and righk
fhow variable profitability is within the industry).
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With the exception of solvency, which is
determined by a board of directors, these
effecis are under the control of the manager.
In practice, a manager can make recominen-
dationa, but the board acivally determines the
level of equity through the income distribution
decision each year. These partienlar firm
effectz can be auantified through fmancial
ratios, and benchmarks can be established by
a hoard of dircctors and can be used In
a manager's evaluation. Information regard-
ing the significance of these ratios can help
a board determine which are more important
when evaluating performanee of the coepera-
tive and., hence, the performance of the
tranager.

The objective of this researsh iz to de-
termine variables that are determinants of
return on cquity i local farm supply and
grain marketing cooperalives, The first section
digcusses the literature on management and
profitability. The second section provides
a degeription of the data. Regression analysis
is wvsed to identify significant determinants
assaciated with return oo equity. Finally,
conclusions and implications {or managers
and directors are provided, Financial data for
648 cooperatives in 36 states over 10 years are
used in this study, The rescarch suggests that
there is no relationship between asset sizo and
profitability and that firm effects are impor-
tant snd their effect is the result of managerial
decision making and director poliey.

Literature Review

A great amount of research has been done by
agricultaral econcmists to better anderstand
the effect management has on profitability.
This research has used farm-level and agri-
busineas-level data, Farm-level data stodies
are relevant because directors of cooperatives
are farmers and farm supply and grain
markeling cooperatives are an extension of
the farm businezs enterprise. The literature can
be divided into three main categories. One
stream of research has focnsed on identifying
financial and management variables that
affect profitability. This iz referred to as the
Combined Financial Ratio and Management
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Foctor literature, A& second stream of research
has focused on izolating the effect of manage-
ment varables on profitability, This is referred
to as the Management Factor literature, A
third stream of resecarch has focused on
identifying industry, diversification, corporate,
and firm-specific variables and measuring
their effect on profitabality. This is referred
ty as the Todusiry and Resource Factor
literature.

Many of these studiez have provided
recommendations for producers wha manags
farming operations and managers of food
businesses and agribusinesses. The word agri-
business 13 used througheut to denote coopera-
tives and investor-oriented firms, although
most of the research has been done en
cooperatives. Thess recommendations include
irlormation that can be used in benchmarking
performance. Virmally all of the studies have
used cross-sectional time series data to de-
termine the effect on performancs. Examples of
the more important studies in all three streams
of research are summarized below,

Combined Finanelgl Ratfo and Management
Foctor Literature

Meny stodies have been conducted examining
relationships between financial ratwos and
management factors and variows performance
measures. These studies used a wariety of
statistical f{e.g., equality of means testing,
stochastic dominance) and econometric and
statistical procedures (e.¢., regression, discrim-
inant analysia) to answer questions related ta
farm growth (Musser and White; Patrick and
Eisgruber) and a producer’s ability to repay
lgans {Duon and Frey; Hardy and Weed;
Hardy et al; Johnson and Hapen) and fo
1dentify characteristics of higher and lewer
profitability measures of return on equity and
income per operator (Haden and Johnson;
Kauffman and Taver; Plumley and Hornba-
ler: Mishra, El-Osta, and Johnson; Purdy,
Langemeier, and Featherstone). In general,
these studies have found that variables related
to size {&.p., number of cows, farm size) and
gutput prices (e.g., milk) were associated with
highar profitability, and varfables related to

203

greater cosls (e.g., operabing expenss ratio}
were asaociated with lower profitability,
Similar studies have looked at agribusi-
nesses and food businesses {Akridge, Ariyar-
atne et al.; Baab and Keen: Barton, Scliroeder,
and Featherstons; Claussen; Forster; Ginder
and Henmingsen; Harns and Fulton; Helmes;
Terman and Parliament; Mitcheli; Parcell,
Featherstome, and Barton; Schrader et al;
Van Dyne and Rhodes). In peneral, thess
studicas have found that firms with greater
profitability were less leveraged, less diversi-
fied, and had better liquidity management.
Only ane of these studies (Barton, Schroeder,
and Featherstone) found a significant relation-
ship between firm size and performance.
Boarda of directors are expected to set
policy ot the amount of equity & cooperative
maintaing on it balance sheet. They also
decide the type of equity redemption program
fi.e., age of patron, revolving fund, ete.) wsed
in the cooperative.® Directors, through desi-
sioms on asset investment and equity manage-
ment, decide the amount of interest expenss,
patranage payable, debt repayment, and
similar varables. Factors such as squity and
total assetr are determined by the derisions of
directors, Variables such as net margn (e.g.,
retuen on sales), asset turnover, end current
ratie are mote under the contrel of 2 manager.’
MNone of these stndies mensured specific
management factors as variables {(f.e., prices
paid {or specilic inputs or received for outputs,
a productivity measure such az employee
productivity, ete.), This i3 not surprising given

thge of patron refsrs 19 an cquity manigement
program  whereby produecers have their slloeatsd
retaincd patronage refunds redeemed upon teashng
EOME AgE [L.g., B35 yrars is a coiminon g in many of
these programsh Revolving fund tefars to s equity
management program whereby ellocated retained
patromage refunds are redeemed to all producers on
A first-in, Nrsl—+ul hasis. For example in 2006, for
a cooperative whose oldest allocated cquity was
retained in (996, a 10-year tewolving fund would
redeem all allocated patrooege for the year 1995
befove redesring 1997, ete, These are the two most
commen systermalic squty redemption methods,

*A good practice of boards s to consider the
genercl manager as if he or ahe were 8 member of the
board. In mest publicly ttaded companics, the genoral
mangger or TECQ 51t3 on the board of directors.
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that financial and other data en agribusinesses
are not disagprepated like farm-level data.
Apribusinesses have multiple plants and loca-
tioms and often buy in bulk for all locations,
making it more difficult to izolate produstivity
measures. Apribusinesses have many employ-
ees, making it difficult to messure manape-
ment. In addition, apribusinesses buy many
inputs and sell many outputs, which make it
difficull to isolate price variabies. Finally, it is
difficult to measure management; this, man-
agement fs often an omitied variable and part
af the unexplained variation in these models.

Management Factor Literature

For the reasons cited abowve, few siudies have
estimated the statistical relatfonship betwesn
performence and various explanatory vark-
ables. Five studies used regression analysis to
tmeasure profit per hundredweight of pork
produced (Boland and Patrick; Edwards, van
der Siuis, and Stevermer), management returns
per acre {Mivens, Kastens, and Dhurvetter;
Scnka, Hombaker, and Hudson), net dairy
farm income (Feord and Shonlowiler), and
return on cquity {Dean). These smudees found
that greater pecformance was associated with
lower operating costs, higher crop yields, larger
farm size, and higher output prices. Manape-
ment affects all of these factors, but other
variables such as weather can affect crap yields.
No studies have been made on agnbwsiness
firms that have used only management factors.

Tndustry ond Resource Factor Literature

Given thess difficulties, the management
literature has used regression analysis {0
measure the statistical relationship between
performance and various independent wvari-
ahles, Performance as measured by return on
assets (e.g., McGahan and Porter 1999;
Schumacher and Boland 2003} or Tobin's g
{McGahan) is divided ioto variables that
represent average profits that acerue to all
firms in a given industry (indusiry elfects),
average profits that accrue to firme that are
diversified (“corporate effects™), and the re-
sidual profita are agsumed to accrpe to firms
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with better (or worse] management of 1e-
gources. These studies have found that greater
performance comes from the industry 3n which
a firm operates (&g, industry membership)
than whether a firm is diversificd (McGahan
and Porter 2002, Schumacher and Boland
2004). The remdual return: are important but
not as nnportant 8s industry membership
determining profitability,

Sunnnary of the Litcraiire

The literature generally suggests that the
ability to achieve lower costs is an important
factor in achisving greater peofitability m
farms and agribusinesses. Profits were also
found o be positively related to preater crop
yields, animal productivity, and farm size. The
ability to mahage hNguidity is an fmportant
measure of profits in farms and agribusinesses,
However, size was not found to be a significant
variable i determining profitability in agei-
businesses, whereas mixed results ware (ound
for farms. This study contributes to the
literature by modeling present profitability as
a functinn of previous (as opposed to present)
management decigions and studying local
farm supply and grain marketing cooperatives
(as opposed to farms and agribusinesses).

Description of the Data

This study uses fiscal year end financial data
from cooperatives in 36 states, inchoding
Alabama, Arkansas, California, Colorado,
Delaware, Flornda, Idahe, Illinots, Indiana,
Tawa, Indiann, Kanszas, Kentucky, Louistana,
Maine, Maryland, hassachusetts, Michigat,
dinnesota, Mississippl, Missouri, Montana,
MNebraska, North Dakota, Dhio, Cklahoma,
Oregon, Petnsylvanta, South Dakota, Ten-
nesses, Texas, Utah, Virginla, Washington,
West Virginia, and Wisconsin. The coopera-
tives ate loesl farm supply and grain market-
ing cooperatives. Cooperatives with sales
greater than 5300 million were considersd
regional cooperatives and were excluded from
the study. There were 648 cooperatives with
complete financial data from 1994 ta 2003,
The data came {rom databases crested by
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Table 1. Summary Statistics of 648 Local Farm Supply and Marketing Cooperatives for 1994

2003

Yarighle Uimita Miean 3D Minimum Maxinmm
Total asssts i 8,276,003 13,452,004 256,944 1B1,054.4642
Retum on squity % G.81 6.11 —-60.6 63.0
Total equity % 4,742,526 4,033 775 245,864 51,325,953
Met margn & 1.51 1.77 —4.78 13.85
Assets-to-equity % 147.04 40.98 100.40 427.55
Asset tumovet 2.53 1.42 0.8 21.2]
Sales L 23,210,144 37,227,013 157,463 203,198,585
et income k3 174,376 28D TR — 66,956 3,270,842
Ratury on assets ] 4,16 17 —-14.798 20.40

g lender to cooperatives and ovsed by the
Arthur Capper Cooperative Center at Eansas
State University., The total number of ob-
servations available [or analyais was 6480
{648 cooperatives multipled by 10 periods).
Table | shows the summary statistics of the
variablea used in the analysis.

Methodology

The theoretical model nged in this analysis
incorporates financial measurements from the
areas of efiiciency, liquidity, profitability, risk,
and solvency. The literature review indicated
that variouz {inancial variables tepresenting
these financial measurements have been found
to be Jmportant in previous research. This
model is similar to that used on agribusiness
data by Fomster, with one important distine-
tion: The independent variables are Jagged to
datermine the effect of previous manageriaf
decizionz on present performance. 11 appears
reasonable 10 assurne that the current period’s
prafitability is a function of past managerial
decizions. The theoretical model ia given as

{1} ROEy = f(LIQUIDITY,,_1,
FOLVEWCT fymze
PROFITABILITT 11,

EFFICIENCY (;_»RISK, 1),

where ROE,, 15 the average return on equity
(ROE) for vear ¢t and ¢ — 1.7 The most recent
time pericd m the 2-year average is denoted by
the subacript z. The subscript [ denotes the

values corresponding ta firm £, The bara abave
the variables denote that it is an averase and
not a single-year value. For example, ROE; 2009
refers to the 2-year average for the years
2003 and 2002. The variables on the right-
hand side, LIQUIBITY,, ., SOLVENCY,,_3,

PROFITABILITY ;_», and EFFTCIENCFir.»
are the averape liguidity, solvency, profitabil-
ity, and efficiency measures for the years r — 2
and ¢ — 3. The time period subscript £ — 2 for
these independent variables refers to the moat
eurrent year in the I-year average. For
expmple, EFFICTENCT jqop is the 2-year aver-
age of the efficiency financial measurement for
the years 2000 and 2001.* This medel implies
that the future financial success of coopera-
tives 18 a function of past financial perfor-
mance. The variables were lagged in a manner

‘Royd also used McKinsey & Company’s Valun
Created Tndex az a dependent variable. In peneral, the
resalls wete yery similar belwern the twoe models,
which {5 not surprising gven previous research by
Turyey et al,, who found a high degres of coreelation
between coonomic valoe added end ROE. These
redults are not discussed here but are available an
request rom the authers.

*A 2-vear average was wscd because it bhas basn
presenied in past literaturs to be a better measure than
A single year's measure, The reasoning behind the use
of a 2-year average versns a single-year value is 1o halp
nullify & spike in the financial measurements eaused by
an abnormal year. This is especially true when loolking
At grain marketing cooperatives. A major lender 1o
local cooparatives gsuggested 1o the aothers that
managers are ustally given 2 years to analyze their

perforinance, This prowvides further justification for
the 2-year 1ag,
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to avoid overlap between the dependent and
independsnt variables,

The last variable in the empirical model is
the risk varable, The risk vaniable 1o this time
series is the measurement of the standard
deviation of ROE aver time. This is similar to
that used by Mitchell, Claussen, and Dean but
different from Forster, who used the coeffi-
cient of varation of ROE. Ruoelli, Cotlins, and
Lacugna showed that the standard devietion
af ROE is the most common measurement of
risk in management studies.

Eauation (1} represents a theoretical model
on the basis of financial measnraments used in
previous research, An empirical model that
uses explicit variables representing each of the
financial measwsements 3 formulated. This
empincal model, on the basis of the theorstical
model in Equation {1} is shown in Equa-
tion {2);

|:1:| R'DEF.I = fl:C-Rf.l—Zs*’iTEr,t—b
R'DEF.r—-!-!NPM.F—EsATf,E—Es
TIE; 0 RISK) - 1 ASSETS - 2)

Each of these wvariables has besn used in
previous research. The adjusted current ratio
{CR} iz the variable representing the liguidity
of the fitm. The current retio is adjusted
current assets divided by adjusted cuwrrent
labilities. This measures a firm's ability to
pay off short-term debt {debt due within one
period) with its corrent assets (most liquid
assels). The current assets are the most liquid
assets that cem be turned into cash within
a year of the balance sheet date, These include
tnventories and account reeeivables. The
eurrend liabilities are short-term Kabilities that
are due within 1 year or an operating period.
Current liabilities are adjusted to be current
Habilities minus the sum of any patronage
payable, taxes, and short-term loan payables,
Thiz adjustment is commenly made in co-
operative finance research.

The assets-to-equity (4TE) ratio measures
the firm’s financial leverage positiom or the
inverse of the percentage of assets that have
a claim by shareholders and is a measure of
solvency. The profitability varables used are
2-year averaged, lagped values for ROFE and

Journal of Agriceltual and Applied Econanries, Aprtl 2007

net profit margin (N¥PAM). Net profit margio is
defined as net income before taxes divided by
sales. Asset turnewver (4T is a measure of how
efficiently 4 cooperative uses jts assets and is
calculated by dividing total sales revenue by
Lotal assets and explaing how efficiently assets
are being tarned into sales. The times interest
earned {TIE) variable mensures a firm's ability
to pay curremt interest expenses with pross
ineome and is calculated as the sum of net
inesme and interest divided by interest. The
risk variable (RISK) measures variability of
ROE over time. A varfabls for the total assets
tetrn {ASSETSY iz included to account for
possible economies of size,

Each of the vanables was differenced by
the contemporaneous 2-year industry average
across all cooperatives. Thiz differencing
allows for changes in the market over time
and removes any industry effect in the model.
The ROE ecmld be differsnt in 1995 relative to
2003, The differenced variables represent
comparative 2-vear averapes of each of the
variables. Table 2 shows summary statistics of
the differenced data. Nete that the standard
deviation measurez the variation 1n each
cooperative relative to the industry average.

The empirical madel (Equation [2]) was
estimated by ordinary least sguares in SAS.
The cross-sectiona] component corresponds to
the individual cooperatives, whereas the time
serigs component corresponds to the [995-
2003 2-year average time perinds. Bartlett’s
test was used to check for heteroskedasticity,
and the Durbin # statistic was used to check
for autocorrelation, MNeither was found in the
maodel. Correlation coefficients and variance
inflation factors were examined for possible
evidence of multicollinearity and none was
detected.

Recsnlts

On the basis of the R* measure, the econo-
metric model was not very successful at
predicting ROE for an individual eaoperative.
However, the resulis did show that certain
variables were statistically significant. The
poor performance is not unexpected becauss
of the inherept difficnlty in predicting future
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Table 2. Summary Statistics of Differenced 2-Year Average Data of 648 Logal Farm Supply

and Marketing Cooperatives for 1905-2003°

Variahle Mean Y Minimum Maximum
Returmn on eqnity 0.00 013 =538 0.51
Current ratio 0.00 113 -3 52 827
Assets-tomequity 0.60 0,77 —0.539 1800
Lapged return on equity 0.00 0.17 =538 6.66
Net profit margin (300 0.03 —0.43 0.20
Agnet turnover (.06 1.38 —2.105 31.7%
Times interest camed (.00 .01 —{.30 0.25
Total arsets .00 0,12 —0.07 222
Hisk .00 .14 -1l 1.71

= The year 1995 refers ta a 2-year Average from 19041094 1995 rafers to o 1995-1996 average, and <o on.

Table 3. Regression Results for Equation (2% Estimating Lagped Financial Ratios on Future

Return on Equity

WVariabis Parameter Estimate Standard Error
Intervept 0.0635 00090
Lagged current ratio — 0 0004 ¢.oog2e
Tapged asseta-to-squty rato — 00092 0.0016*
Lapged return on equity ratio 1.4121 00165
Lagged net profit margin rato 0.5088 006357
Lagged asset turnover ratio 00019 0.0007"
Lagged times—to—interest eamed raho =0.1154 0.1907
8T of retuth on equity — 00265 00087
Assets =0.0107 00080
&R 0,357

Root mean sguated error 0.068

* The variable it sipnificaniiy difTersnt from zero at the 0 evel of signilitance.

ROE, The results in Table 3 from the re-
gression show that 35.7% of the variation io
the 2-year average for ROE is explained by
vadables in the model® This is sioular to
values reporied by Clanssen, Dean, Forster,

*Binary variables wore alsa used lor ench of the 34
states as a rmeasurs of geoprophy. Howeser, the 35
varigbles {one was dropped in the estimation} only
added .011 (o the adjnstad 82 and 8 Chow Test did not
find sipnificant differcoess in the parametear estimates
It shontld be noted that 1B states had a significant sigm.
Il & eouperative was located in Arkamsas, Colorado,
Tdabe, Kansas, Lovisiana, Missourd, Montana, Olkla-
harmae, 3onth Dakota, Texas, or Washington, it led to
a lower ROE relative to West Virginia. If a cooperative
waa located in llingis, Indiapva, Towa, Kentucky,
Minnesota, Ohio, or Teonessae, it Ted to A highar ROE
relative to West Virginia. The parameter eslimntes
were very small.

and Mitchell, The root mean square error was
0,068, which indicates that the standard error
of the regression is 6.8,

Two of the eight variables in the model
were not statistically significant at the .10 leve]
of sigmificance (assets and times interest
earned). The cocfficient for the current ratio
variable wag -0.0004. This implies that a one-
unil increase in the corrent ratio {adjusted
current assets divided by adjusied current
fiabilitics) results io a decrease in ROFE of
0.04%. An increase 1mn the current ratio
(liguidity) sugpests that the cooperative is
using less debi to {inance current assets. This
would suppest that the cooperative is not
utilizing its hiquidity afficiently, which impliss
that a manapger has greater current assets and
debt to finance those asseis than iz tmost
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efficient which, in turn, decreases ROE. This ia
net sorprising given that many managers
would prefer to have high liguidity on the
balaoce shest,

The lagped average ROE wvariable had
a coefficient of 14121 and was highly
sipmificant. This was expected because past
profitebility suggests that a firm’s manage-
ment i making pood decisions, These good
decizions mede in the past, theoretically,
should carry over to {uture financial perfor-
INATICE,

The ATE variable had & coefficient of
=0.0082, which implics that firms eould
improve their ROE if they wera to use more
cquity ta finanece investments. The coefficient
for the wet profit margin (profitability) was
0.9088. It is reasonable to expect that the net
profit margin a cooperative is able to eam
would have a large effect on net income and
the numerator of ROL The asset tumover
variable had & coefficient of 0.001%. This
sugpests that il a cooperative can increase
sales 1 relationship to assets for the year by
one unil, it can increase its ROE by 0.19%.
Mitchell and Claussen’s results were simiiar
for the relationships that asset turnover,
Eross margin, and asset-to-pquity ratie had
on ROE,

The risk vatiable coefficient was —1.0265,
This implies that a cooperative that lias higher
risk relative to the induvstry, as measured by
the standard deviation of ROE, tends to have
a lowsr ROE. This sign was not expected
bBecange one would cxpect that greater risk
would be associated with a higher RCE, but
this negative relationship was also found by
Mitchell, Claussen, and Dean and in a number
of other studics in Ruefii, Coilins, and
Lacugna’s review of over 100 similar studiss,
This could be a result of a lack of liquidity in
the marlket. The market cannol adjust fast
enolgh becaunse of the tack of buvers and
sellers to adjust risk and retarns to efficient
market conditions.

Conclnsions

This research contributes to the management
fiterature by modeling present performance as
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a Mnction of previous financial performance
by managers of local farm supply and grain
marketing cooperatives, There are two impor-
tant findings {rom this research,

Firat, industry effects are bevond the
contral of a board or manaper. However,
firm effeets, such as efficiency, liquidity,
profitability, and solvency, are contrellable
and theit effest is the result of managerial
decisions and director policy. For example,
8 board of directois’ choice of how much
cquity to have detenmines the solvency mea-
surement through the income distribution and
equity redemmion desisions. These decistons
can affect profitability in the future fe.g.,
board decides to botrow money for asset
reinvestment. which generates: an interest
expense i the foture instead of retaining
income to make that investment). These
decisions are not within the direct contre] of
a manager but generally controlled by board
policy.

In addition, boards of directors itmmplement
(or decide neot to implement) recommenda-
tions by a manager to close or sell off
underutilized assets. This affecis the efficiency
measurement. I managerial evaluation is
linked te benchmarks on firm effects such as
profitability and efficiency for the previous
yvear, A board should consider the affects of its
previous decisions and whether it has given
that manager the ahility to achieve these
benchmarks. This analysis wounld suggest that
decisions made 2 vears previously can he
measnred on this year's performance, which
should be considered when boards of directors
conduct anmual evaluations of its manager,
Manaperial evaluationa are conducted annm-
ally, and extension programs that teach
a governance module on thanager appraisal
could discuss the role of benchmarks in these
performmance aress,

Second, there is mo relationship between
profitability and assel size, Thers was no
significant sign on asset size, sugpgesting that
ROE is invariant to size in these cooperatives
over this time period. This finding iz pood
news for loeal cooperatives with a smaller
number of assets. 1L would suggest that any
cooperative, regardless of size, can improve its
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profitability by focusing om the wvariahbles
identified in this research. Profitability experi-
enced a high degree of variability, suppesting
that other factors are more Important in
influencing profitability, such as asset ntiliza-
tion.

Local farm supply and grain marketing
cooperatives are an important part of the
retall agribusiness industry in the United
States. Producers who are direstors require
information about the sources of profitability
in their cooperative to beiter evaluate the
performance of the manaper, Managers con-
trol fimm effects in a cooperative. However,
boards of directors affect these effects through
the income distribution and equity redemption
decisions and throupgh their astions on man-
aperial recommendations, such as asser pur-
chases. Awareness of how board decisions in
the past affect present performanes 12 impor-
tant when evaluating a manaper,
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