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During volatile times in agriculture due to changes in crop prices and costs, working capital, “cash”, is
your friend. Working capital is the result of subtracting current liabilities from current assets. Current
assets are bank accounts, crop inventories, prepaids, stock and hedging accounts, and other current
items. Current liabilities include accounts payable, operating loans, accrued interest and current portion
due of intermediate and long-term loans. With working capital, a farm can adjust to adversity such as a
drought, lower prices, and rising interest rates and crop inputs. Also, one can position themselves to
make down payments for capital purchases such as land, machinery or even a new home. How much
working capital do | need? That is hard to answer in absolute terms as it differs by size, type, age and
goals of each farm family. However, by using ratios, you can measure your working capital as a
percentage. With these ratios, one can benchmark to their peers as well as monitor their trend over-time.
Two common ratios are working capital to gross farm returns and working capital to operating expenses.
Each use a component of net farm income as a measuring stick for working capital.

Volatility in Earnings

Figure 1 shows the average return to the operator's labor and management income adjusted for inflation
from 1972 to 2021. Average return to operator’s labor and management can be thought of as the
farmer's "wage" or "salary". This is what remains from the operator's net farm income after a fair return to
the operator's equity in machinery and land has been subtracted. We will use the standard deviation to
measure volatility as it measures the difference of earnings from the average of the period.

The standard deviation for the entire period in the chart is $86,348. The green area in Figure 1 (1980-
2006) was a relatively stable period for earnings with a standard deviation of $33,523. The pink area
(Figure 1) was the run up in prices starting with the ethanol mandate with a standard deviation of $80,508.
The final period in Figure 1 has been the most volatile with a standard deviation of $133,365. Therefore,
using this most recent period of time, 2023 can potentially change $130,000 from the average earnings of
the period from 2013 to 2021. Thus, working capital is needed as a “safety net” to draw on when cash
flows are short or lower earnings.
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Figure 1. Operator's Share of Labor & Management Income Adjusted for
Inflation
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Working Capital Ratios

In Figure 2, the average working capital ratios are shown from 2002 to 2021 for the average lllinois grain
farm enrolled in lllinois Farm Business Farm Management (FBFM). Working capital to gross returns has
ranged from about 20% to about 55% while working capital to operating expenses has ranged from about
30% to about 90%. Why is there so much difference in ranges for these two working capital ratios?
Typically, as gross returns increase so does working capital, so they move in tandem and little change to
the overall ratio, thus less variability during this time frame, but on average has been increasing. On the
other hand, working capital to operating expense is much more variable, because when working capital
increases, operating expense tend to not increase as much. Also, when operating expenses experience
a larger increase, gross farm returns may or may not increase at the same rate, thus working capital
could go up or down. Working capital to operating expenses has been increasing over time, but grain
farms were using some of their working capital during the 2015-t0-2019-time frame, which was a period of
lower overall returns. A 40% working capital to gross returns ratio means that you have enough “cash” to
replace 40% of your gross returns in that year. A 60% working capital to operating expense ratio is
interpreted as the farm has enough “cash” to pay for 60% of that years operating expenses without
having any other income. A strong working capital to gross returns ratio for a grain farm would be 30%.
50% would be a good working capital to operating expense ratio for a grain farm.

Figure 2. Working Capital Ratios
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Summary

Working capital is needed to help grow the farm but also help weather the unknowns. The average
lllinois grain farm has had strong working capital since 2006. As mentioned, your ratios could be lower or
higher than these averages based on age, type or farm/family goals which is okay if you understand why.
The key is to monitor your working capital over time and if wanting to benchmark, make sure you are
comparing to your peers. A farm should measure their working capital at the same point every year, that
is why FBFM uses year-end to measure financials. One’s financial ratios, especially working capital can
drastically change throughout the year due to timing of sales and paying for expenses. The next couple
of years are forecasted to be lower accrual income years than the past few, so careful managing of
working capital and other financial information is needed.

The author would like to acknowledge that data used in this study comes from the lllinois Farm Business
Farm Management (FBFM) Association. Without Illinois FBFM, information as comprehensive and
accurate as this would not be available for educational purposes. FBFM, which consists of 5,000+ farms
and 70 professional field staff, is a not-for-profit organization available to all farm operators in lllinois.
FBFM field staff provide on-farm counsel along with recordkeeping, farm financial management, business
entity planning and income tax management. For more information, please contact our office located on
the campus of the University of lllinois in the Department of Agricultural and Consumer Economics at 217-
333-8346 or visit the FBFM website at www.fbfm.org.
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