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Pastures under adverse conditions - Too expensive?

Lending for pasture establishment and improvement

Jon Blissett

Rural Finance Manager
Narional Australia Bank
New Enpland NSW

Nati{ma! Ausiralia Bank has been in business for
over 140 years. The National is the larzest
lender 1o farmers and roral industnes, with advances
corrently standing a1 3.7 billion, The Bank's aim is
to strengthen and improve its leadership position
with peaple on the land by undertaking changes o
the Bank's services in country districts which are
now coming inlo effect.

To focus more closely on farming customers, the
Bank has established several new positions, includ-
Ing senior managers, in each State to oversee the
provision of all our financial services to the rural
community,

In addition to serving customers’ interests, the
Bank is also setting up more and larger Business
Banking Centres. Each of these will be headed by a
Rezional Business Manager. These managers in
turn, amongst their other duties, oversee strategic-
ally located Rural Finance Teams. Managers of
these teams, unlike many of the Bank's competitors,
have the power to approve loan and leasing arrang-
ments for clients without the delay of referring deals
10 superiors elsewhere. The Rural Finance Teams
consist of an experienced Rural Manager and a Ru-
ral Graduate Trainee with a degree in Agricultural
Economics or similar qualifications,

The service provided by the Rural Finance
Teams is personal and carried out on farm where all
production and financial records are held. The
teams are equipped with up-to-date tools: laptop
compuiers, portable printers, computer sofitware cic
to enable 4 professional service to be delivered.

When the first Bural Finance Teams were estab-
lished on a rrial basis al Wagga Wagga and Dubbo
in 1988 it was unknown territory. Their success is
evident, with 36 teams located in all States,

With all that in place, how do Managers at NAB
go about the process of “Lending for Pasiure Estab-
lishment and Improvement " ?

Data used for lending decisions

Al lending decisions are determined by two fac-
Lirs:

= Safety; and,
= Profnability,

No matter how large or small the loan, the Man-
ager will assess the borrower on five major criteria -
commonly called the “5C"s” these are :

& Character - Shown by the reputation you have
developed with the Bank for financial munage.
ment and planning.

e Cupital - Shown by the assets and liabilities in
the application.

® Capaciry - Demonstrated by the cashilow.

e Conditions - Supported by evidence of your in-
dustry and your physical performance.

o Collateral - Supported by security and other
business the farmer does with the bank to ad
the application

Lending for pasture development or improve-
ment is assessed on the same basis as any lending
whether it s Jor an agricultural enterprise or any
commercial oriented business. Planning is the key.
There is a relatively new saying “Farmers don't
plan to fail - they fail to plan”. The thing about not
planning is that failure comes as a complete sur-
prise and 15 not preceded by periods of worry and
depression.

Armed with a forward cash flow budget for the
ensuing 12 months the farmer approaches his bank
manager and says "1 want to borrow 3XXX 1o im-
prove the place”. A broad approdch, however a lot
maore information is certainly needed.

The cash flow is an important start. As the pro-
posal states it is for “pasture improvement”, One
year's cash Mow will be insufficient to judge the
impact on the borrowing due to the delayed impact
of bringing the new pasture development into the
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production cycle. Therefore the Bank would need (o
look at 3 years. Not only is the Bank looking fur
dollars and cents on the cash flow, it needs o look
al the assumptions behind the construction of the
cash Mow budget, A terminology currently used in
the Bank is “How much of what by when” o gauge
the impact, fe. current stocking rales, cover crop
yield, area to be improved, potential stocking rate,
increased weight gains, changes to micron levels,
changes to marketing of produce, timing erc.

Adso néeded  will be the latest  financial
statements for the farmer’s enterprise. Hopefully
they will be no more than 3 o & months old. In
acddition, the Nnancial statements should be accom-
panied by a trial balance or cash book details for the
period from the end of the latest financial year te the
date of the lending application.

Armed with all this information the Manager
should now be in a position to commence his as-
sessment of the proposal.

The Bank over the past decade has developed
toods that enable muanagers w assess the financial
performance of the farm and the risk prohle of their
customers, Mational Australia Bank has developed
its own programme called “Rural Credit Assess-
ment” which encompasses the following elements |

¢ (Cash Flow Budget

e Siatement of Assets and Liabalities.
e Farm Analysis,

e Livestock Schedule.

The first three elements are all interactive and
provide the data for the farm analysis report.

The information provided o the Bank to analyse
past performance is identical to that provided o the
Taxation Depariment and provided by the farmer's
accountant in the form of annual linancial state-
ments, comprising profit and loss statement, live-
stock schedules, enterprise income and expenses
and balance sheets. We rely on at least the past three
year's data and as time goes by we are able to build
a history and comparison of the farm over a number
of years.

The Farm Analysis appears in the format shown
in Table |. An ability o measure farm performance
is important 0 a farmer's banker as it allows the
banker 1o obtain a true indication of the profitability
of the farm, management performance and risk.
Analysis of these factors determines the risk profile
of the customer and consequently the margin the
farm will pay on any borrowings.

There are & number of financial and physical in-
dicators (eg. wool cothd, yields, growth rates)
which can be used to analyse the performance and
viability of a farm business. Lenders tend to develop
their own preferences for particular ratios, many of
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Table 1. Farm analysis formal.
Farameter Linit
Farm operating surplus per hectare (FOS/ha) S
Farm operiting costs per heetare (FOCha) Sfha
| Farm operating costs as a % of frm income %
Return on operating costs o
Feturn on farm income e
Return on farm assets (ROA} ]
Return on farm equity (ROE) T
Total farm labilities: farm ancome ratic
Tonal farm liabilities: FOS rAtic

Interest as a percentage of farm income o

foterest cover lmes

which express the same data differently, Indicators
calculated over time are useful in identifying rrends
in farm performance.

Definitions of four key indicators used by the
Mational are as follows:

Farm operating surplus per ha (FO5/Mha)

Represents the difference between farm income
generated and farm operating costs (total costs less
depreciation, interest, and drawings/living expenses)
on a per hectare basis,

| FO¥S/ha = Farm income - Farm Operating Costs |
Total Farm Avea (ha)

FOS/a 15 a comparative performince statistic
within a particular district, The district may be
identified by soil types, rainfall, topography and
vegetation. FOS/ha can be compared from farm to
farm in a particular district as it is not influenced by
the level of debt or living expenses. FOS/ha
indicates the return a farmer is achieving per land
area, A high FOS/ha suggests a farm manager who
is a better business manager andfor technically
superior.

Trends im F(5dha

What factors could contribute to a fall in FOS/Mha
over time?

¢ declining productivity,

o 3 fall in prices received for commodities.
o farm operaling Cosks are INCreasing.

e declining production levels/vields.

e pccurrence of a natwral disaster eg. drought,
Nood, disease, weed or insect infestation,
* purchase of a neighbouring property which is
less productive than that already owned
While an increasing FOS/ha over time is a fa-
vourable trend, you should be alert to any problems
hidden by a rising FOS/Mha.

e unsustainable farming practices, ep. overstock-
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ing-and cropping for short lerm gams

o FOS5/Mha may increase because less productive
fand is sold off. This decision may be a positive
move 1o reduce debt however you will need o
be satisfied that the property remains viable.

e deferning expenses such as maintenance and fer-
tlisers:

Limitations to the use of FOS/ha

In some extensive pastoral arcas where land area
15 not the limiling factor {eg. some pastoral areas of
the Northern Territory) and in some intensive indus-
tries. FOS measured per hectare 15 nor the most
meaningful measure,

In these cases in addition to the preparation of a
farm analysis report, FOS can be expressed in terms
of other umits viz:

o Sheep - FOS per DSE (dry sheep equivalent);
& Cattle - FOS per cattle unit;

e Grape production - FOS per vine;

o Piglets - FOS per sow;

e Brolers - FOS per 100 chicks arriving,

Farm operating costs as a percentage of total
Sfarm income (FOC)

Farm operating costs s a percentage of total
farm income (FOC) gives an indication of how effi-
ciently the business is producing its income. For ex-
ample, if FOC equals 50 per cent, the cost structure
of the farm business is such that for every 50 cents
spent on operaling costs a dollar of income is gener-
ated.

FOC as % atal farm income =

Farm operating costs x 10

Total farm income

Trends in FOC as a percentage of raral farm income

A declining FOC may be interpreted as a favour-
able trend A low FOC may be misleading as a
farmer may reduce costs withoul o greal impact on
income in the short term, perhaps by reducing fertil-
iser inputs in one season, which may well have an
adverse effect on future productivity.

Return on Farm Assels (ROA)

This figure provides an indication of how effi-
ciently the farmer is using the farm’s total asset
base, A farm with consistently low or negilive
ROA indicates the farm 15 inefficient or assets are
underutilised (for example, machinery istoo big for
the needs of the farm or alternatively the assets are
overvalued),

ROA (%) = (FOS) - Farm management charge) x 1040

Toral asscts

Return on farm equity (ROE)

This 15 the relurn being generated on the
farmer’s equity in the business. This figure may be
compared with the rate of return for allernative in-
vestments - for example, bank deposits or from
pther sectors of the eeonomy,

ROE (%) = (FOS - FMC - [E) x 100
Equity (net worth)

where: FMO = Farm manggement churge

IE = Interest expenditure

A consistently low or negative ROE may indi-
cate that the farmer has a preference for the rural
lifestyle or the farm business exhibits asset fixity,
the inability to divest funds off-farm without selling
land and the principal place of residence. Eventually
such o farm business 15 unlikely to be viable without
off-farm income.

Two other indicators that have a major relevance
are the ratio of total farm liabilities to farm income
and interest cover or interest paid as a percentage of
farm income, These ralios should be self explanat-
ory. I debt levels are too high and interest is taking
u high percentage of gross farm income there is not
much chance of survival in a low interest rate chi-
mate let alone being able to survive should another
1988-90 period come around. Quantifying both ra-
tios - debt to farm income levels should not exceed
3:1 and imerest cover should be less than 25%.

The underlying factor in any lending decision is
the continued viability for all customers who gener-
ate income from on-farm sources. Some farm busi-
nesses will pot meet this criteria, but will sull
present sound lending opportunities, given secure
sources of off-farm income,

The National defines a viable farm business as
une which generates sulTicient income to:

& Service borrowings,

» Provide the family with an adequate standard of
living.

& Allow investment on farm o0 maintain the

farm's productive assets.

o Provide funds for investment which increases
long term productivity.

To quantify the definition, $50,000 cash operat-
ing surplus is required per family before:




Jon Blisserr

= Family drawingsfwages/dividends
= depreciationfreplacement cost

= capital expenditure

=5 debt repayment

=% income lax

NOTE

=The 350,000 cash income viability hase is
likely to grow over Lime

= Add 530,000 per additional family.

In summary a lending manager will use the
following to assess farm performance and the lend-
ing decision :

s Financial statements - past 3 to 5 years.
o Statement of assets and liabihines,

e Management ability.

o Direction - goals, helistic planning.

s Industry performance and outlook - forcocasts
(ABARE, rural advisors, povernment policy ),

e Individual's  posivon  within industry -
diversification, location, benchmarks.

Assessment process

We are able to assess an individual farmer’s
financial performance using the farm performance
indicators, How do they perform amongst their
peers and is there any method to pauge this
performance? The simple  answer s yes
Benchmarking, Benchmarks and or Key indicators
have been around for a number of vears and in
different guises. A number of accountants with large
agricultural  client  hases, ABARE, Farm
Management 500 are a few of the organisations are
already providing a measure of comparison for the
rural community. Over the past five years National
Australia Bank has developed a set of benchmarks
using our rural customer base in the New England
and North West district of the State. It is restrictive
in s0 much that we have only used information
supplied by our borrowing customers, We have been
ahle to provide our customers with reliable data for
comparison as our sample size is in excess of 1100
producers. The accuracy of the information pro-
vided is very high given that much of the data is ex-
tracted direetly from tax returns and from the
farmers. Over a number of vears we will be able o
build & profile of our customers and be able 1o chart
their progress and performance using the farm
financial ranos and key performance data,

Interest margins

The final decision approving & loan is o assess
the interest rate the bank is to apply to the facilities,
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Each applicant is assessed on an individual
basis. The method of determining risk margins 1s
the same for rural and commercial borrowers
despite the regular comment that farmers are treated
differently, In fact if a raral bormower 5 in receipt of
an interest rate subsidy from the Rural Assistance
Authority the risk rate margin cannot be amended
during the term of the subsidy. Also the bank is not
ahle to apply a risk margin in excess of 2% of the
base lending rate. Margins are an indication of the
level of risk the bank takes in lending depositors
funds, The more accurate the information given o
the lending manager the better the assessment of the
level of risk the farm or farmer represents and also
reinforces the imponance of the relationship with
the bank.

Factors affecting margins include:
e {verall industry rating

=sperformance and exposure to specific mdus-
nes

e Cash Fiow

=sforecast v actual cashflow -

=15 1t positive/negative?

=sensitvity to production levels and prices
& Secunly position

=smarket value

=ssaleability

= convertibibity

= environmental - chemical contamination,
State laws SEPP46, endangered species, na-
Live vegetation

=»Mongagee sale 15 last ditch option
e Management
=» past history
=» depth - management succession
= skills invéntory
o Profitability
==ustainahle
=sconsistent
= artificial - maintainable (sale of assets)
=roff-farm income
=sdiversification
s Equity position and trends
=5 level of assets and liabilities
=+ impact on farm performance

= level of debt serviced by the farm
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=» improving or declining may find uselul in future dealings with your bank-
. . . . Crs:
e Bank relationship and pereeived integnity
“Fiancing Your Form' produced by the Ausiralian Baokers

=vadvise banker of changes - positive and or nega- Association in conjunction with Marcus Oldham  Farm
five Maonngement College Consulting Company.
T e e “Farm Businest Planming” which comes in (wo pars “A" and
"B« National Austalio Bank
=account conduoct “Codde of Practice for Farmers™ - Australion Bankers Agsociation
"Understanding the Cost of Farm Finonce™ - Austrafian Bankers
Further reading Association
"Managing Agricultural Price Risk" produced in conjunctlion
The following lists some publications that vou with Menash University
Appendices

Appendix 1 - The following disclaimer accompanies all farm analysis reports and would be attached to Appendices 2
and ).

Farm Management Charge: $16,000
El
Hational Australia Bank Limited
A.C_H. 0D4044937
Farm Analysis Report

Customer Name Date: 30/04/1997
Customer Kumber

IMPORTANT INFORMATION

The Farm Analysis Report represents an estimate of Trading Results, Performance
Ratios and Capital Structure for your farm/business. The Farm Analysis Report
estimates are based on information, contained in the Cash Flow and Statement of
Position Reports, which have been supplied to National Australia Bank Limited

i "the Bank™) by you or your authorised representatives,

Ine Farm Analysis Report estimates are based upon the assumptions contained within
the Cash Flow and Statement of Position Reports. In view of the many assumptions
used variations from projections may occur. In addition the report includes an
assumed farm management Tee which amount has besn shown.

The Farm Analysis report estimates will be affected by the accuracy of information
prﬁln'd?d and 1ts relevance in light of changes in general economic conditions and
other factors,

[t is important that the Farm Analysis Report estimates are revised each time the
Lash Flow and/or Statement of Position projections are amended.

50 far as the law a1lows, the Bank disclaims any warranty or representation as to the
accuracy or reliability of the information and statements in this document.

The Bank advises that the Farm Analysis Report 1s produced to assist the Bank in
making ily own credil assessments and it should nol be rélied upon by any other
oerson as constituting any statement of information or opinion Dy the Bank. The Bank
w111 not be Tiable in any way whatsoever (whether in negligence or otherwise) for any
1655 or damage which may be suffered by any person relying upon such information or
oLherwise arising in connection with the contents of or any omission from this
document except where 3 liability is made non-excludable by legislation.
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Appendix 2 - Farm analysis report mixed farming/grazing Liverpool Plains,

National Australia Bank Limited Page 1 af 2
A.C.N. DD4044937 .
Farm Analysis Report

Customer Name Date: 30/04/1997
Customer Number:

10.6.91 10.6.52 0.6.93 10,694 10.5.95 30.6.95
FARK EATIOS  FARN RATIOS  FARM EATIOS  PARM RATIOS  FAEM EATIOS  FARM RATIOS

TRADING RESULTS

Farm locome 458,535 653,928 BS54, 993 927,658 BES, 555 1,048, 578
less Farm Operating Coste [FOC) 146,135 475,208 £92,195 £73, 895 566,536 188,130
Gross Farm Qperating Surples |BOS) 132,600 178,721 162, 5% 1140 15,033 160,448
lezz Interest 16, 450 106, 241 51,018 130,455 11,031 5,212
Surplus after Interest 86,150 12,456 16%,578 133, 34k 47,002 210,176
legs Capital Expenditure o ] ] 0 o

legs Drawings 0 g ] 0 0

¥et Cash Ipcome Before Tar 86,150 12,480 10%,578 133,348 7,002 110,178

PERFORMANCE RATIOS

Farm Operating Surples

per Bectare (ROS/Ha) (§/Ha) 47,26 €169 57,95 90,45 113,70 4241
Farm Operating Costs

per HBectare [POC[Ez| (4/Ha) 110.55 168,35 MELTE H0.16 0150 250,87
Parm Operating Costs as.a [t}

af Farm locoms 1142 167 B0.58 1.8 £1.497 75,46
Return on Operatimg Coste (4 1.0 130 13,15 1n.u £1.02 1H
return oo Farw Iocome (k) 0.5 N 15.51 .12 1184 1.1
fotura oo Farm Mgzets (RO (%) 1.1 1.3k 1.0% 4 16 5.1 .1
Retere on Barm Equity (ROB) %) 147 140 1.1 1.5% 5.1 i1l
Total Farm Liabilities:Parm Ipcome LU L.42

Total Farm Liabilities:FOS 1.0 5.1 §

interest a5 a (Y| of Farm lacoes §.31 16.35 £.20 12.9%

Interest Cover {times) 185 164 1.07 .1

CAPITAL STRUCTURE

Tetal Farm Area (Ha) 1,1 L Lin 3,107 17 L
Total Farm Lizbilities (3] 434,200 1,386, 200 1,153,200 1,321,601 £1§,52% 485,000
Toral Parm Assets () 4,288,500 4,421,07% 4,738,500 5,374,610 4,705,200 {872,791
Total Parm Equity (5) 1,432,300 1,004,873 1,892,300 4,052, B0% 4,075 64 4,387, 7191
Tatal Parm Bquity [4) 89,36 6842 1.4 15.41 86.63 a0.05
NON-FARM FACTORS

Mon-Farm Income [§) 0 i 1 0 67 0
Mom-Farm Iocome 35 2 (4| of

Total Gross Income 0.00 .08 0.00 0.0@ f.10 0.00

Seasonal Conditions -
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Appendix 3 - Fram analysis report Tor grazing sheepfeattle New England Tablelands.

-

NHational RAustralia Bank Limited
A . C.N. 004044937

QustaﬂEr Hame -
Customer Number:

TRADING RESULTS

Farm lncome
less Parm Operating Costs (FOC)
Fross Farm Operating Serplug [FOS)

legs Interest
Surplug after feterest

iess Capital Expenditure
tezz Drawingg

Wet Cash Income Before Tax
PERFORMANCE RATIOS

fare (peraticg Surplus

per Bectare (ROS/Ha) [4/Eal
Farm Operating Cogte

per Bectare (POC/Ha) 15/Ea)
Fzrm Qperating Costs as a %)
if Farm Incoas

feturo o0 Qperatiog Costy (%)
teturn on Pare lncems (1}
taturn on Parm Aszets [(ROM) (%)
‘etern oo Fara Bquity [RDE] (%)

Tetal Fare Lizbilities:Farm Incoms
fatal Parm Liahilities:?08

Interest &5 a (1) of Fare locoms
imterest Cover (times)

CAPITAL STRUCTURE

Total Farm Area |Ha)

Total Farm Lisbilities (3]
Total Farm hesets (5
fotal Farm Bquity (5}
Total Farm Eguity (%)

NON-FARM FACTORS
San-Fare Tncome [4)
“on-Fare Income ag a (b) of
Totzl Gross locome

Seagonal Conditions

Farm Analysis Report

16.6.91 30.5.92 10.6.,93
FAEM EATION FAEM RATIOS  FARM RATION
1,258,070 B9z, 354 £18, 711
171,956 715, E82 350,839
83,01 175,67% 16T, 582
H B0 1
(82,811 175, 082 67,119

b i} i

i 131,687 51,650

482,833 41,375 s, 11
154,73 LE. 29 8581
M7, 36 135,63 14
b1.51 inn 56. 70

5k 6% .1 67,40
1610 1632 R
6.5 i | P

1.58 1Al 426

[

LT

b.02 0.07 0.0

2004 .46 .9 2600, 80
3,185 31 35
E08, TI0 537,413 460,000
£,577,853 §,577,853 6,040,120
5,960,613 b, 040,414 5,540,110
40,75 91,83 92.18

1 0 il

o080 0.00 0.00

W.6.94
FARN RATIOS

138,433
411,022
117,411

Bl
327,350

]
42,000

145,350

104.91
13
85 b6

12,16
4028
145
1.75

.01
§367.1%

3,285
11,187

£ 876,940
£, 163,653
5351

B 120

-1

Bage b af 2

Date: 30/04/1997

10.6,95
FARE RATIOS

1,083,079
00U
183,005

11
182,173

0
150

2,12

40,68
259 %
1411

A
.15
1.7
1.9

201
LB

3,285
160, 000
£,730,090
£,170,090
TR
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Appendix 4 - Chart lor farm income, farm operating sur-
plus and farm operating costs mixed farming/grazing
Liverpool Plains.
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Appendix 5 - Farm operating surplus and farm operating
costs expressed as dollars per hectare and farm operating
cosls expressed as o percentage of farm income mixed
Farming/grazing Liverpool Plains.
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Appendix 6 - Return on assets and return on equity
mixed farming/erazingLiverpool Plains
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