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................. University of Kentucky
........ Michigan State University

JOHN C. DoNETH ..

.University of Minnesota

E. H. M. HARTMANS
C. E. KLINGNER ..
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....... Ohio State University
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Except for the cover page and foreword, this publication is the
same as " CTedit as a Tool foT the Ag1·icultuml ProduceT" sponsored by
the Great Plains Agricultural Council. The outline for these publications grew out of work with the Great Plains Committee on Tenure,
Credi-t, and Land Values, and the North Central Farm Management
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Extension Committee. The credit subcommittees of these two regional
committees that gave special attention to this work consisted of:
Great Plains Credit
Subcommittee

North Central Credit
Subcommittee

ALLEN R . CLARK (Chairman)
EvERETT E. PETERSON (Chairman)
South Dakota State College
University of Nebraska
ERNEST FEDER
ARTHUR w. ANDERSON
University of Nebraska
South Dakota State College
JAMES MUNGER
PETER DoRNER
Agricultural R esearch Service &
University of Wisconsin
University of Nebraska
HowARD G. DIESSLIN, Consultant
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Farm Foundation
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otherwise assisted with the publication including members of the two
committees and subcommittees referred to above. Special recognition
is due a number of people. Everett E. Peterson reviewed the manuscript in detail, gave a number of suggestions, provided considerable
help in reproducing review drafts and editing of the manuscript, and
arranged for printing. Raymond J. Doll, agricultural economist, Federal Reserve Bank of Kansas City, reviewed the manuscript and helped
in formulating some of the statements pertaining to commercial banks.
Herbert B. Howell, Iowa Extension Service; James L. Robinson, Federal Extension Service; and R . C. Engberg, Farm Credit Administration; contributed suggestions and special assistance. A number of officials of the Farm Credit District of Omaha gave helpful suggestions
and assistance.
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Credit as a Tool for the Agricultural Producer
AARON

G.

NELSONl

the same as power equipment, electricity, fertilizer,
C sprays, and newer
feeding methods. Like many other tools, the
REDIT IS A TOOL,

credit tool can cut two ways. Properly used, it can contribute to a
larger income, greater security, and the attainment of individual and
family goals. Used unwisely, credit can be a liability rather than an
asset and a threat to the financial future of the user. Where a man
used to "earn his bread by the sweat of his brow," he now earns a
living largely by the use of tools, including financial tools as well as
mechanical tools.
In modern farming, 2 as in other businesses, the key to a satisfactory
money income is the proper combination of productive assets-land,
livestock, machinery, etc.-with available labor and managerial ability.
Borrowed funds are used by most successful farmers and other businessmen as a means or tool for achieving this proper combination or balance. Credit may be used to help buy a farm or add acreage to the
present unit; to build, improve, or renovate buildings; to buy livestock and machinery, or to cover operating expenses.
Sometimes credit helps provide funds for family needs, such as
sickness and education of children. By using credit for these purposes
the family may be able to avoid drawing funds from the business
which might disrupt an established balance in the operation.
The purpose of this bulletin is to give information that will help
farm fam ilies use credi t more effectively in organizing and operating
their farm business. A procedure is outlined to aid in judging whether
or not the farm business can be improved by borrowing funds, and, if
so, how much should be borrowed. The different types of loans
available to farmers, and how to figure the costs and other terms of
these loans, are discussed. Some suggestions are made about selecting
a lender. The important sources of farm credit are listed and the
terms upon which they ordinarily make loans are briefly described.
Examples are added to sh ow how credit is used to achieve certain
objectives and to illustrate some of the points discussed in the manuscript.

HOW MUCH SHOULD YOU BORROW?
This question confronts almost every farmer who assembles productive resou rces-land, machinery, livestock, operating fu n ds, and
the like-and organizes a business unit with which he can work or
1
Director of research and in charge of educational work, Farm Credit District
of Omaha.
2
For simplicity of wording, throughou t most of this publication "farm" is used
to denote ei ther farm or ranch.
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operate. Relatively few farmers have enough funds of their own to
acquire control of a sufficiently large unit to balance the management
of the operator. Many farmers lease part or all the land they operate.
Some, particularly younger operators, work out family arrangements
to provide part of the productive items they need to work with. Many
farmers use borrowed funds to help round out their units and fill gaps
which may develop.
Should You Borrow?
If you wish to operate a larger unit than you can provide with
your own funds, the first thing to consider is whether borrowing is
the best way to obtain additional assets. Renting, family arrangements, and other available methods should be compared with borrowing from the viewpoint of cost, assurance of being able to use the
assets for the necessary period of time, and the risk involved with
each method. Profits or benefits that can be realized by using borrowed funds should be considered. You should also determine whether
you have the financial strength to assume the added risks involved in
using credit. These considerations are basic in determining how much
you should borrow.

Will It Pay to Borrow?
Will you be better off by using borrowed funds than by geLting
along without them, considering both long- and short-term effects on
the business? Th e process of determ ining the amount it will pay LO
borrow involves a consideration of balance in the farm business. The
concept of balance is involved in many phases of farm operation. Soil
samples are analyzed Lo determine what fertilizer is needed to balance
soil nutrients. The amount of various nutrients that can profitabl y
be added depends upon their relative cost and the returns to be obtained from additional production resulting from their use. Likewise,
protein supplements are fed to livestock to balance the feed ration.
Here, again, the amount of supplements it will pay to add will depend
upon relative costs of feed and supplements, and upon the value of the
additional product produced. Thus, the balance one strives to attain
as illustrated by these examples changes from time to time as relative
prices and costs change. By striving to achieve the most economical
balance, net income usually can be increased.
In a similar manner, maximum net income is obtained when the
whole farm business is in balance, and in balance with the managerial
ability of the operator. A farmer uses his financial assets to obtain
land and buildi1~gs, livestock, machinery and feed, and to pay operaLing expenses and family living costs. Many farmers use part of their
assets in their cooperatives to provide buildings and equipment, and
operating funds for the part of their business conducted off the farm.
These alternative uses compete with each other fm the financial
assets of the farm family.
6

On your own farm, you and your family decide how much of your
assets are to be allotted to each use. The goal is to balance the farm
business by increasing or decreasing the investment in various productive items. To obtain the greatest income you naturally will use
your assets where they will yield the greatest net return. Maximum
net farm income is obtained when the resources being used, including
management, cannot be used in any other combination and give a
greater net income.
Thus, if borrowing funds will enable you to achieve better balance in your business and so increase your net income, it will pay to
borrow. Risk involved should be fully recognized, of course. Diversification h elps r educe risk and often contributes to more efficient use
of machinery, equipment, and available labor, but may reduce income
if carried too far. All these factors should be considered in working
toward a balance in your farm business.
Some paper work will be worth while in
estimating how much credit can be profitably employed in your farm business. The
process is known as budgeting. Budget
forms usually can be obtained from your
county agent, the production credit association, or the local banks. The objective in
working out a budget is to project your
business into the future. Use prices, costs,
and production rates that can be expected
in th e repayment p eriod rather than those Try to project your hudge t
into th e future.
that have prevailed in the past. The following outline may be helpful in indicating how to proceed.
(1) Estimate annual total production with your prese nt operation.
Use average yields or production you expect to obtain for each crop
and each class of livestock during the period you will be using the
borrowed funds. These averages should be close to what you have
obtained over a period of years unless you have good reason for using
different rates.
(2) Estimate the prices you will receive over the p er iod. It is good
practice to make these a little conservative as a means of insuring
against overestimating income.
(3) Compute your es timated annual gross income hy multipl ying
prices times prvduction.
(4) Estimate total farm operating costs per year for the period
with your present operation. The costs estimated might well be on the
high side to insure against error, and because costs may gradually rise
in the years ahead.
(5~ Compute net cash income by deducting cash expenses from
gross mcome.
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(6) Compute net farm income by adjusting net cash income for
changes in inventory during the period. Don't forget depreciation on
buildings and machinery, if replacements and repairs have not been
adequate to maintain value. Net income figures are a result of production, prices, and costs used; if these have been high or unrealistic,
income estimates will provide an unreliable basis for judgment. Use
reliable data, such as your farm record books, and reports and outlook
information from your agricultural college and the United States Department of Agriculture as a basis for judgment.
Now go through this same process, assuming the borrowed funds
have been used to expand your bus iness. If net farm income is increased, use of borrowed funds would appear to be profitable. The
process should be repeated, using different amounts of borrowed
funds as an aid in judging how much it will pay to borrow. Difference
in efficiency of the business as it changes in size should be recognized.
The budgeting process can also be applied to each of the enterprises
individually as an aid in judging where borrowed funds can be most
profitably employed.
This budgeting process of projecting the business into the fulllre
will provide an indication of whether it will pay to borrow, and, if
so, the amount of borrowed funds that can be profitably utilized in
each of the various enterprises.
Repayment Capacity
The fifth step of the budget process outlined in the preceding section gives the anticipated net cash income-the amount available for
living expenses, income tax, loan payments, etc. By deducting estimated living expenses and income taxes, you get an indication of
the amount you can use to repay borrowed funds during the year
or period covered by the budget. A comparison of this amount with
total principal payments to be made during the period will indicate
whether or not repayment capacity is adequate.
In analyzing repayment of loans, lenders consider it good business
practice to repay from current income any borrowed funds used to
cover operating and living expenses. "Feeder loans" should be repaid
when the livestock are sold. Repayment of loans for purchase of assets
with a longer productive life, such as machinery and breeding livestock, usually can extend beyond one year. Since the amount of depreciation on these assets is not the same each year and varies from
farm to farm, lenders generally schedule payments to retire the loan
somewhat faster than the item depreciates. This practice may provide a safety margin for some extension or deferment of payments
in case of hard times or unforeseen losses, but since such assets do
depreciate, the business-type lender is very limited in granting extensions of loan payments. In analyzing repayment capacity, the
ability to meet loan payments as scheduled is very important.
8

The term or period of loan repayment affects the amount of debt
that can be carried.
Generally, the longer the term of loan the
smaller the annual principal payments. Therefore, if your repayment
capacity is not adequate to carry the amount of debt you can profitably
utilize, as determined in the preceding section, arrange for as long
a loan period as possible within good business practice, particularly
for real estate loans. As the length of loan is extended, a greater
margin of safety should be allowed to cover errors of est im ate, and
risk a nd un certainty.

INTEREST E..
PRINCIPAL
PAYMENTS

Repayment capacity should be adequate to fully balance inte1·est and principal
payments.

The type of assets purchased with borrowed funds influences the
amount of indebtedness that can be carried. Assuming a profitable
relationship between prices received and paid by farmers, funds used
for operating expenses usually are recouped as a part of gross cash income when farm produce is sold. The original capital investment of
items which gradually depreciate, such as machinery and breeding
livestock, is returned to the operator as part of gross income. On
the other hand, funds used tu buy things that do not depreciate, such
as good land, continue to be tied up until the asset is sold. The
or iginal capital inves tment is not returned as part of gross income.
Borrowed funds used to buy things that do not depreciate must be
repaid from net incom e. Owner-equity in such assets can only be
increased from net income. Thus, principal repayments on loans
ca nnot exceed th e amount of net incom e available for debt repayment.
Living expenses, including income and social security taxes, must
a lso come from net income. Thus, the amount spent for living expenses directly affects repayment capacity. Each family must decide
how much net income is to be used for living expenses and how much
for th e farm business.

How Much Debt Will Your Financial Strength Support?
This consideration goes further than either of the two preceding
-net income and repayment capacity. Those considerations are based
upon rmemge cond ition s, prices, costs, and yields expected over a
period of years. Consideration of and need for financial strength
9

arises from the possibility of reduced income because of drought,
unusual livestock losses, falling prices, sickness, etc.-the risks and
uncertainties involved in farming and family living.
Considering how much one should borrow from the financial
strength viewpoint might be likened to loading a truck. One would
be foolish to load a truck to the point where an axle would break if
a wheel hit a chuck hole in the road. A farm family would be equally
unw ise to take on a credit load to the point where they would go
"broke" if adversity hit. Just as some highways have more holes than
others, some areas and types of farming involve greater hazards and
risk than others. Farmers in high risk areas or with high risk enterprises should take on a lighter debt load in relation to their equity
than those in stable areas or in a type of farming where fluctuations
in income are relatively small.
Financial strength means ability to stand unusual and unpredictable losses. It is made up mainly of five things:
(I) Ability to make and save money. This point is important to
financial strength since it is one of the cornerstones for obtaining
credit. An operator who can make money can soon recover from a
bad year or unexpected loss. The savings ability is important because
a good income adds little to financial strength if it is all spent on
family living.
(2) Stability and reliability of income. If income were the same
every year and could he counted on to continue there would be no
need for financial strength except to meet unusual family expenses,
such as sickness. Since farm income fluctuates, financial strength, in
addition to that needed to cover unusual family expenses, is needed
to enable the farm business to withstand unexpected expenses or a
drop in income. The amount of financial strength needed will vary
with the size of fluctuations in income and characteristics of the family. Farmers located in high risk areas or in high risk types of farming
need greater financial strength than those in stable areas with a stable
type of operation.
(3) Ability to borrow in both good and poor times ... This is determined by the credit rating of the operator and the ability and
willingness of the lender to stay with the borrower. A credit rating
is built over a period of years. Its value tends to be greatest with
the lender you have been doing business with . Other lenders may
recognize and value your good credit rating but may not be able
or inclined to take on new borrowers when the going gets rough.
Thus, you will improve your financial strength by choosing and
building a strong rating with a lender who can stay with you in poor
times as well as in good times.
(4) Ability to reduce operating and living expenses in poor periods.
This point is closely related to stability and rel.iability of income. In10

come available for loan payments will be much more st<ilille if operating and living expenses can be reduced in low-income periods. Reducing operating expenses depends both on ability of the operator and
whether or not the expenses are "fixed," i.e., must be paid every year
regardless of income.
(5) Owner equity-the backbone of financial strength. Since financial strength means ability to meet unusual expenses or loss of income
and keep operating, at least part of the owner's equity must be available for that purpose, or to contribute to a basis for credit. Owner
equity spread thinly or otherwise tied up adds little to financial
strength.
How can you develop a basis
for judging the size of loan that
can be supported with your financial strength? Probably the
best way is to project your present business into the future, as
has been outlined previously. In
making the projection, assume
you have losses such as occur irregularly in your area or type of
farming-and assume also some
illness in the family or other unexpected expense. You may want
to start by assuming you have a
Finan cia 1 strength is needed to meet risks
bad livestock loss; or a drought,
and uncertainties.
if you are in an area subject to
drought. Cattle feeders can assume a cattle-feeding loss.
Estimate how much your net income would be reduced if each of
the assumed conditions occurred separately; include an allowance
for unexpected family expenses and consider the possibility that more
than one emergency may strike in a short period. Now repeat the
process with the borrowed funds added-or without borrowed funds
if you already have a loari. The difference in f-inancial strength
needed will help you judge whether you can support the loan.
The financial strength needed will often increase as the loan is
increased, but that may not always be true. Borrowing for an irrigation well in an area subject to drought may reduce the financial
strength needed. Often the proceeds of a loan will enable the operator to develop a more efficient enterprise and a better balanced unit
which will be more profitable. In such a case the loan may increase
the financial strength, perhaps more than would be needed to support
the additional loan·.
Ratios of; borrowed funds to collateral are not adequate indicato;.·s
of how much' one should borrow. As has been pointed out, the amount
11

one should borrow-if borrowing is the best alternative-depends upon
how much borrowed funds can be profitably employed, repayment
capacity, and financial strength. Since these thing·s vary between
farm families , a uniform ratio of borrowed funds to collateral would
con tribute to some farmers borrowing more and others borrowing
less than they should.

WHAT YOU SHOULD KNOW ABOUT CREDIT
Credit properly used can help a farm family achieve greater income
and a more satisfactory life; improperly used, it can lead to financial
ruin. Adequate information about credit will increase the efficiency
and safety of its use in the farm business.
Types of Loans
The three major groups of loans for farm financing are: real estate
mortgage loans; chattel mortgage loans; and unsecured loans. Terms
and costs vary with each.
The type of loan you use will depend largely upon the purpose
for which you are borrowing the funds. Selection of the right type
will contribute to sound financial planning and wise credit use-having loan payments come due when you can pay them, having payments
the size you can meet, and obtaining the lowest possible interest cost.
Real estate mortgage loans for long-term credit. R eal estate mortgage loans provide credit secured by a note and mortgage on real
estate. Such loans are ordinarily used to finance the purchase of land,
construction of buildings, to make improvements on land and buildings, and to refinance existing long- or short-term debts. They are
also used to provide funds for other purposes including the purchase
of livestock and equipment, and payment of operating expenses.
Most real estate loans are based on "first" mortgages, but a considerable amount of credit is secured by second or junior mortgages.
The most common situation is the taking of a second mortgage by the
seller of a farm for the portion of the purchase price above the
amount the buyer can pay down and obtain from a conventional
lender. A second mortgage may also be taken to provide add itional
security and for other loan purposes.
Real estate loans are often called long-term credit because most
mortgages are taken to secure notes that run five years or more. A
large proportion of these loans are made for periods of I 0 to 30 years
while 30- to 40-year loans are made b y some rna jor lending agencies.
The length of term depends upon the type of farming and the
stability of income, the character of the borrower, and the policies
of the lender.
Chattel mortgage loans for short- and intermediate-term credit.
Chattel mortgage loans are those secured by a lien or mortgage on nonreal estate or readily movable property, such as livestock, machinery,
12

and crops. Loans for operating and living expenses are usually
secured by chattel mortgages a nd made for p eriods of one year or less.
Most loans for the purchase of machinery, breeding stock, and other
items which produce for several years are included in this category.
While loa ns for these items may b e for an "intermediate" term, they
are usually handled on an "annual re newal" basis. The note and mortgage are written on an a nnu al basis with the understanding that part
or all of the loa n can be renewed, provided that the business continues to be operated on a so und basis and the operator continues in
good fa ith. Some le nders make su ch loans for more than one year
a nd, if n ecessary or desirable, also provide for renewal options on
part of the prin cipal.
Loans for purchase of feeder ca ttle and lambs are mostly of the
ch attel mortgage type. Security included in the chattel mortgage varies
but the feed, as well as the feeder li vestock, may be included. R epayme nt is usuall y made when the li vestoc k is marketed.
In stallment loans are u sed by many farmers to purchase farm machin ery, eq uipment, automobil es, and household appli a nces. Some
in sta llm ent loan s are secured with a note a nd chattel mortgage on the
item purch ased. Many in stallm e nt p urchases are made on condit ion al
sa les contracts whi ch a financial in st itution purchases from the seller
o f the merchandise. In such cases, the title remains with the seller or
fin a ncial in sti tution until the ba lance clue is paid in full. In case of
inability to pay, the mercha ndi se ca n b e repossessed in some instances
witho u t lega l action, a nd the buyer usu ally loses the installments he
has pa id.
Some special purpose loans also fall in this group, such as comme rcial ba nk a nd government loa ns o n stored grain.
Unsecured loans. Unsecured loans are those obtained without giving a mortgage or conditional sales contract on any property. Often
referred to as "signature loans," they are obtain ed on a note signed by
the borrower. Such loans a re usuall y available only to individuals
with good credit ratings. I£ such a credit rating has not b een fully
es tablished by a borrower, the le nder may require a co-signer or comaker. It might be kept in mind that while these loans are not
secured by a mortgage, the individual signing, co-signing, or co-making
th e note in effect pled ges a ll hi s property as securi ty.
Computing the Cost of a Loan
T he entire cost of using borrowed funds, including interest and
all o ther charges, is the second thing a farmer should know about
credit. H e should also know how to compute the actual interest
cos ts for h e may encounter some unusual names, charges, and methods
in hi s busin ess d ea lin gs. In order to compare the cost of loans from
differc>nt lenders , h e m ust know how to add up all th e charges.
13

Interest. A universal charge for borrowing money is interest, but
the rate quoted is not always the basis for a proper comparison and
an alysis of credit costs. There are several common ways or procedures
of applying the inter est charge. Even though the nominal interes t rate
quoted by different lenders may be the same, the actual or true in teres t rate may vary widely. Three of the most common procedures
are:

(I) Annual interest on the unpaid balance.
(2) Annual interes t on the 01·iginal or face amount.
(3) Interes t paid in advance-a discounted loan .
An example will illustrate the difference. Assume you arrange for a
$1,200 loan at 6 per cent interest to be paid in 12 equal monthly in stallments. With procedure "I" the interest charge would d ecrease
from $6 the first month to 50 cents the twelfth month and total $39.
The average amount of loan used monthly would be $650. The actual
interest charge ($39 divided by $650) is 6 per cent, the same as stated,
so the nominal and the actual rates of interest are identical.
W' ith procedure "2" the interest paid would be $6 for each of the
12 months and would total $72. The average amount of loan used
monthly would still be $650. The actual interest charge in this case
($72 divided by $650) is 11.08 per cent-nearly double the mte shown
on the note.
With procedure "3," assuming the loan was discounted for 12
months, interest would total $72, the same as with procedure "2,"
except that it would be payable in advance. You could pay it in cash
in advance, add it to the amount borrowed, or, as is most common,
have it d educted from the amount you actually receive from the loan.
If the interest is deducted from the amount of the loan , the actual
rate is increased to about 11.78 per cent-about 0.7 per cent above the
actual rate with procedure "2." Not all loans are discounted for the
full term of the loan as in this exa mple. The actual interest rate d ecreases as the discount period decreases, but the actual rate on a discounted loan is always higher than for a nondiscounted loan calling
for the same rate of interest.
Interes t charges b y personal fin a nce or "small loan" companies
deserve some attention. Some farmers use such loans even though the
rates charged are often quite high. Here is a n example of what might
occur. Assume you trade cars and finance the balan ce due of $960
with a small loan company (financing such a large amount with a small
loan company may not be possible in all states because of legal limitations, but the same principle applies with smaller amounts). You
sign a 12-month note calling for monthl y payments of $89.51. How
much interest are you p aying?
14

$89.51

X

12

=

$1,074.12 - total amount paid

Principal amount
financed

960.00

Int. charge

$ 114.12

Average amount outstand ing during year-$520.
$ 114.12...;... $520 = 21.95 per cent interest
When the monthly payment plan or any other plan ca lling for
equal and evenly spaced payments is used, a convenient way of computing the actual rate of interest charged is to use th e following
formula:
Total of finance Number of
Actual annual
charges
payments
1
= rate of
Y2 original loan X No. of years X No. of payments+ 1 interest
Substituting figures from the last example I 14.12

12

1

1369.44

----X--- X--- =

480.00

1

13

=

6240.00

21.95 per cent

If the $960 can be borrowed from a conventional lender at 6 p er cent
interest on the unpaid balance the cost would be about $3 1.20 or $82.92
less than the $114.12 charged by the small loan company.

Carrying charges. Instead of interest as such, sG>me time payment
plans involve carrying charges which are added to the balan6e due.
Carrying charges are often called by other names, such as " time differe ntial" payments and credit or finance charges. In some cases, inspection fees and sales commissions include some carrying charges. The
carrying charge may take the form of a smaller discount, or an addition to the purchase price. If a p ercentage rate is used, it will be applied to the face amount of the loan rather than to the unpaid balance.
Where carrying charges are involved, the cost of credit is almost always greater than where a loan is secured from a commercial bank,
production credit association, or other conventional lender.
A carrying charge might well be considered a red flag calling for
car eful consideration and study of costs involved. An example will
illustrate the cost of such credit. Assume you are going to trade your
old tractor on a n ew one costing $2,250. The allowance on the old
tractor is $1,000, leaving $1,250. A carrying charge of $125 is added,
makin g a balance due of $1,375. Principal payments of $687.50 are
due at the end of 6 months and of 12 months.
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Substituting these fig ures in the form ula gives
125

2

l

250

625

I

3

1875

- - X - - X - - = - - - = 13.3 per cent

_as the actual annual rate of interest.
Occasionally, interest is charged in addition to the carrying charge.
In such cases, interest usually is charged on the face amount of the
loan plus the carrying charge, with the result that the actual interest
charge is very high.
Other loan costs. Expenses for bringing abstracts up to date are
involved with real estate loans. Abstractors' charges often vary, so it
might pay to get an estimate from more than one. Fees for recording
or filing will be charged in the case of both real estate and chattel
mortgage loans. Such fees usually are a fixed amount. Since these
charges occur only once in the life of a loan, the longer the term the
smaller the expense per unit of time the loan is outstanding.
Planning for Repayment
Payments on loans should be planned so they will come due when
you have income to make the payments. This may seem elementary
but it causes borrowers a lot of trouble. In difficult times, due dates
in the hands of unsympathetic lenders, or lenders who themselves
have prior obligations they must meet, can be hard taskmasters. The
late Albert A. Goss, former Master of the National Grange, related
this penonal experience: "When I was a kid I got chased by a turkey
and was nearly scared to death; and I have been chased by a bull. But
if you ever want to get a real case of being chased by something that's
tough, it's being chased by a due date."
Short-term loan repayments should be scheduled to coincide with
the month or time of year when sales of farm products are expected
to provide enough income to meet them. Crop production loans for
items such as fertilizer, seed, and tractor fuel are usually made in the
winter or spring and should be paid in the fall when crops are sold.
If regular income is available from dairy or poultry product sales,
monthly payments may be desirable. Livestock production loans
should be scheduled to come due when cattle, hogs, or sheep are customarily sold. In planning these repayments, an understanding between the lender and borrower regarding renewal terms in the event
of drought or other unavoidable drop in farm income is desirable and
contributes to stability of the farm business.
Long-term loan repayments should be arranged to come due when
income is expected to be adequate to meet them. Since long-term
loans extend over a number of years, considerable flexibility in repayment plans is possible. The two most common are: (l) the amortization plan, and (2) the lump-sum plan.
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The amortization plan provides that a specified amount be paid
annually or semiannually for a number of years until the loan is repaid. Payments cover both interest and principal. Size of the payment depends upon the size of loan, and the number of years provided for repayment. The amortization method is a "pay-as-you-go"
plan for repaying a farm real estate loan.
Two types of amortization payment plans are in common use today.
With the "even payment" plan, payments are for the same amount
throughout the life of the loan. The
principal part of the payment increases
as the interest part decreases. With the
"decreasing payment" plan, payments
decrease throughout the life of the loan.
The principal part of the payment remains the same and the interest part decreases as the loan is paid down. Compared with the even payment plan, decreasing payment plan payments are
somewhat larger during the first part
of the period and somewhat smaller in
the latter part of the period. Total inBring a plan along.
terest paid is somewhat smaller with the
decreasing payment plan.
The variable payment plan is one type of amortization plan. Anual or semiannual payments are provided for but these payments art
ad jus ted to farm income. In good years larger payments are made and
in poor years payments are reduced. Compared with the amortized
loan, described above, such a plan offers a further safeguard in cases
of low income but it also is more complicated,.
Some lenders use various methods in conjunction with the amorti"
zation principle to accomplish the objectives of the variable payment
plan. Some have a future payment fund where borrowers may accumulate funds to meet future installments, if needed. These funds
draw interest-which may be at the rate being paid by borrowers.
Some lenders also have various plans for deferring payment of delinquent accounts when warranted by circumstances and the borrower's situation. Under extreme conditions payments may be reduced
to equal the annual crop share rental income.
The lump sum payment plan, sometimes called the straight-end
plan, provides that interest be paid only during the life of the loan and
that the entire amount of the principal is to be paid on the due date.
These loans are written for fairly short periods, usually five years.
The lump suin payment plan has two important disadvantages:
( 1) many borrowers are unable to save a large sum over a period to
meet the lump sum payment unless they make regular payments as
income is received; and (2) in periods of drought or low prices, accumu17

latirtg money to meet the lump sum payment is difficult and sometimes impossible. During such periods, the value of the farm may
also decline so the lender may refuse to renew the loan , or will renew
it only for a smaller amount. The times when it is most difficult to
save money for lump sum payments prove to be the periods when it
is most urgent that savings be accumulated if the farm or ranch is
to be saved.
A modification of the lump sum payment plan is sometimes referred to as the partial-payment plan. About the only difference is
that some principal payments are made during the period of the loan.
These payments reduce the debt and help to protect the borrower and
lender in the event of a price decline.

J
)

SHOPPING FOR A LENDER
Once you have proved to your own satisfaction that you should
borrow and know the essentials about credit, you will be in a position
to discuss the possibility of a loan with a lending agency. The lender
will ask for considerable information about you and your business.
His questions are likely to cover four factors: the purpose for which
the mon ey is to be used; the productive capacity of the farm; your
exper ience and ability; a nd the security yo u, can provide.
An exp enditure that is reasonably sure to increase your income or
reduce yo ur costs in running yo ur farm business gains an attentive ear
from a le nder. For a family living luxury, even though it is an accepted item in the area, he will probably suspend judgment or m ay
even respond negatively until shown ample capacity to repay.
From facts yo u prese1it or from previous information, h e will obtain an estimate of the capacity of yo ur farm. A carefully prepa red
budget based upon good farm reco rds is one of your best tools for
convincing your lender, as well as for guiding yourself in reaching
your own decision. Always for a long":term mortgage loan, and usu ally
for a short-term operating loan, on a place he h as not seen, a lender
will want to make an inspection or an appraisal of the farm.

·J

Compare them before yo u decide.
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The clarity and completeness of your application will strongly
influen ce his estimate of your personal ability to manage the farm
business and profit from the loan. H e m ay already know your history
or h e may h ave to investigate through the references you have given and
thro ugh oth er chann els. In con sidering the loan , he n eeds to know
your experien ce in farming, particularly with the typ e of business
you plan to fin an ce with the cred it. T h e record you h ave made for
prompt repayment of loa ns in the past will carr y a lot of weight with
him. If yo u h ave b ee n making progress, h ave b een gett ing ahead in
yo ur n et worth from year to year, it will h elp to get this information
before him. F in all y, the reputation of your famil y for keeping their
spending in lin e with the family in come h as a n influ en ce. Are you and
they willing to make sacrifi ces in order to m eet your promise to pay
if income is less than expected ?
It is standard business practice to give a rea l estate mortgage for
the purch ase of land and u su ally for la nd improvements and construction of buildings. Likewise it is the u su al thing to give a chatte l
mortgage for credit u sed for other capital goods and opera tin g and
living exp enses. In either case, the lender usually exp ects the sale
valu e of the mortgaged property to be greater than the amount of the
Joan . No respected lender h as an y desire to foreclose, or intention of
selling the property to obtain hi s money except as a last resort. If
unforeseen problems arise, the mortgage protects both lender and borrow er from seizure of the pro perty by others while they work out a
n ew program for repa yment. \ !\There the borrower has some reserve
fin a ncia l strength, a satisfactory solution can usuall y be worked out.
Your n e t worth sta tem ent is a n importa nt means of showing your
ability to carry through.
Points to Consider in Selecting a Lender
Selection of the lender is one of the most important decisions in
obtaining financing. Your success in getting and using credit in your
business and in working out an y un exp ected difficulties may very well
d epe nd upon what lender you select. So you , the borrower, will want
to inves tigate the source of your credit just as thoroughly as the
lender h as looked over you and your farm.
As a general rule, you should contact more tha n one lender b efore
d eciding where to obtain your credit. You will then be in a position
to compare the lenders on the following points and make a n intelligent
decision as to which can most satisfactorily serve your credit needs.
( l) Character. Has the lender an established r eputation for h on esty
and fairn ess?
(2) Knowledge of and experience with farming. Can and will the
lender spend tim e h elping work out a budget or proj ection of your
business to determine whether it will pay you to borrow, and, if so,
when loan funds will be needed and when they can b e repaid? The
lender must have an understanding of your business in order to help
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work out a sound financing program that recognizes the possibility of
unfavorabl e weather and price condition s, and other factors over
which you have no control.
(3) Lending policies. How has he treated other borrowers? Has
he adapted his credit terms to the special needs of modern agriculture? Has the lender been interested enough in the welfare of his
borrowers to carry loans during temporary periods of low income?
What are his interest charges and other fees? Does the lender permit
prepayments and accumulation of an interes t bearing "future" or
"reserve" payment fund?
(4) Permanence and dependability. Will the lender be able to stay
with you in poor as well as in good times? Does the lender have a
dependable source from which to obtain loan funds, or does the
amount of his loan funds decline in poor periods? The lender can't
stay with you in poor times if he doesn't have the funds.
Sources of Credit and Their Terms
Considerable variation occurs among lenders in the same general
group so terms outlined h ere should be considered only as a general
statement. Specific information can be obtained from individual
lenders serving your area.
Short- and intermediate-term loans. These loans generally are
secured b y a chattel mortgage. Some are made on the signature of the
borrower. The amount of the loan depends upon repayment capacity,
credit rating, collateral available, financial strength, and the position
a nd policy of the individual lender.
( I) Banks-Commercial banks are located in communities in all
parts of the country. They are a rna jor source of credit in the area
they serve.
(a) Where to apply-At the bank or banks serving your area.
(b) Collateral required-Except for unsecured loans, borrowers usually pledge livestock, crops, and other personal property.
(c) Time required to obtain a loan-From a few minutes for
unsecured loans to several days for chattel loans where the security
must be inspected and a chattel mortgage prepared.
(d) Interest rates-Vary widely, but for loans of moderate size
or larger that are well secured or made to individuals with good credit
ratings, rates are usually 5 to 7 per cent. For small loans or those with
higher risk, rates of 7 per cent or more are not uncommon .
(e) Length of loan-Usually not to exceed one year. Some intermediate-term loans are made for more than one year. Loans can be
renewed if the situation warrants.
(f) Repayment plan-Payments are planned to come due
when income is available to meet them, with final settlement or renewal at maturity. Installment loans call for monthly or periodic payments.
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(g) Source of loan funds-Deposits, bank reserves generated by
monetary authorities, capital and surplus.
(2) Production credit associations- These associations are cooperatives formed and operated by farmers and ranchers. Each production
credit association has a certain area which it serves and together the
associations make credit available to farmers in all p a rts of the United
States.
(a) Where to a ppl y-A t the production credit association
office or field office serving your area.
(b) Collatera l required-Except for unsec ured loa ns, borrowers usuall y pledge livestock , crops, a nd other personal property.
(c) Time required to obtain a loan -From a few minutes to
severa l d ays for chattel loa ns wh ere a review of the farm operation is
desired .
(d) lnterest rate- Usually from 5 to 6 per ce nt on the unpaid
balan ce, depe nding upon the cost of running the associa tion a nd h ow
much the association mu st pay for mo ney. The same rate is ch arged
all borrowers in a n assoc iat ion. Some associations add a Sill all ch arge
to cover cos ts of ch attel a bstracts, filin g, e tc. Many associa Lion s make
savings which are returned to borrowers, thus reducing the cost of
their loans.
(e) L ength of loa n-Mos t loa ns are made for one year. Some
intermediate-term loa ns are made for more than one year. Loans can
be r en ewed if justi'fied by conditions.
(f) Repayment plan- Payments are planned to com e due
when income is availab le to meet them, with final settlement or renewal a t ma turity.
(g) So urce of funds-Mostly by discountin g notes of borrowers with a Federal intermediate credit bank, which obtains its funds
primaril y through th e sa les of securities, called debentures, in the investme nt •narkets .
(h) Special- Borrowers from a production credit association
must become members of and own stock in the association equal to 5
per ce nt of their loan . Some assoc-iations provide loan insuran ce at
cost which pays th e Joan within -:ertain limits in the event of the
borrower's death.
(3) Fann e1s Horne Adrninistmtion-This agency provides loans to
individuals who can not obtain n eeded credit from other lenders.
Usuall y the FHA borrower has farm training and experience to enab le him Lo farm successfu ll y but has too little collateral because he
is just getting started, or has suffered unusually heavy losses from
ca uses beyond hi s control.
.
FHA loans are made through local offices wh ich serve specified
areas throughout the nation. Funds for direct loans are obtained b y
a n annual appropriat ion from Lhe U. S. Congress. Funds for soil and
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water conservation loans are provided by priva te investors a nd the
loans are insured b y the Government.
There are four types of short- and intermediate-term loans. The
first two discussed below are available over the entire country and
are intended to meet requirements under usual or customary conditions. The other two are emergency-typ e loans.
Production and subsistence loans are made for operating expenses
including purchase of livestock, feed, seed, and equipment; for refinancing debts; and for living expenses. The part of these loans advanced for annually recurring operating exp enses is repayable in one
year a nd the balance may be ex tended over a p eriod up to five years,
and in some cases, up to seven years. The rate of interest is 5 per cent.
A mortgage is ta ken on property purchased with the funds and on
oth er property as necessary to secure the loan. These loan s are closely
supervised by FHA. The first payment m ay be d eferred until the end
of the seco nd crop year in certain justifiable cases.
Soil and water conservation loans are made to pay the cash cost of
improvements directl y related to soil conservation; water development,
conservation, and use; forestation, dra inage of farmland, and r elated
measures. These are 4Y2-per cent loans and may b e amortized for a
period of up to 20 years. Loans with a maturity of less than seve n
yea rs may be secured by a first lien on chattels only, while those runnin g for a longer period are secured b y the best lien available on real
estate. First payment on principal may be deferred to the end of the
second crop year ; however, an interest payment must b e made every
year. These usually are non-supervised loans.
Special livestock loans are made to provide emergency credit to
establish ed producers a nd feeders of cattle and sheep for operating
expenses, including the purchase of livestock for replacement purposes,
where the borrower is unable, temporarily, to obtain credit from other
sources. These loans are not available to operators of commercial
feedlots. The loans bear interest of 5 per cent and may be amortized
over a period of up to three years, depending upon the purposes for
which funds are advan ced. The bes t lien obtainable on the crops
a nd cha ttels, and, when necessary, on the real es ta te, is taken as security. These loans will not be made after July 13, 1957 unless another extension is granted.
Emergency loans can be made only in areas designated b y the Secretary of Agriculture as eligible because of losses due to n a tural disasters
or the inability of other sources of credit to m eet the credit needs of
farmers and ranchers. These emergency loans can be made for farm
operating and living expenses and for building renovation a nd land
reclamation necessitated by natural disaster. Funds advanced for annual operating expenses are generally scheduled for repayment when
the principal income from the year's operations normally will be received. Advances for purposes other than annual operatin g expenses
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may be scheduled over longer periods, depending on the repayment
ability of an applicant and the purposes for which such advances are
made. A mortgage is taken on crops, chattels, or real estate, depending on the purpose of the loan.
In designated counties in the Great Plains area, the Farmers Home
Administration has a special credit program designed to help farmers
and ranchers make the best use of their land resources. In these counties the emergency loan authorities are being used to supplement the
regular loan programs in financing necessary adjustments in farm and
ranch operations.
(4) Merchants and deale1·s provide considerable credit by making
sales on time payment or on sales contracts. In many cases the charges
are considerably higher than if the customer could obtain the money
from a conventional lender and pay cash. Moreover, the sales contract
may be sold to a conventional lender and thus the customer may end
up with a lender he had no part in choosing.
Charges for credit extended by merchants and dealers usually are
not stated as so much interest. Where trade-ins are involved, cash
customers may be allowed a higher trade-in allowance. Cash customers
may be granted a price discount or a larger price discount than the
non-cash customer. Occasionally, merchants and dealers have two
prices-one for cash and the other for non-cash customers. See page 13
for an explanation of how to compute the cost of loans.
Merchants and dealers usually are more liberal in the amount of
credit they will extend than are conventional lenders, but you should
keep two things in mind: (l) Too much credit may hurt rather than
help. A responsible conventional lender will help you guard against
buying too much on credit. (2) Some purchases on time amount to
conditional sales contracts and in some cases of default the purchased
item can be repossessed without legal action.
(5) Individuals make a substantial volume of loans to farmers and
ranchers. The borrower and lender often are personally acquainted.
An attorney sometimes serves as a go-between. Terms of such loans
are arrived at by mutual agreement. It is a good practice to put the
terms in writing to avoid later misunderstandings. It is also desirable
to have an understanding as to terms of a renewal, if such is contemplated, or in case conditions beyond control of the borrower
should make repayment of the loan, as planned, impossible.
(6) Ruml credit unions are cooperative credit associations owned
and operated by members for their mutual benefit. They are a source
of agricultural credit in some areas. Small loans may be obtained on
the signature of the borrower. A co-maker or collateral generally is
required for larger loans. Interest d1arged usually varies from 6 to 9
per cent. In case of installment loans, the rate usually is l per cent
per month on the unpaid balance. Many rural credit unions provide,
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without extra cost, up to $10,000 insurance aga inst the death or total
a nd permanent disability of the borrower.
(7) Personal or small loan companies make a few agricu ltural loa ns.
The cost usually is high. Farmers and ra nchers with a good credit rating usually can obtain credit elsewhere at lower cost.
Long-term loans. These loan s generally are secured by a rea l es tate
mortgage-usual ly a first mortgage but a seco nd or junior mortgage
may also b e used.
( I) In surance companies make loa ns in many parts of the country.
(a) Where to apply- in sura nce company loans may be obtained through some banks, real estate brokers, lawyers, loan companies, a nd the like, tha t serve as loan corresponde nts. Some insurance
compa nies have field men or offices that will accept applications.
(b) Loan amo unts-The size o r the loa n d epends upon th e
appra ised \'alue of the collatera l as determined b y the compan y, and
the loan policy o f the com p any. The maximum loan usually is from
one-half to two-thirds o f this appra ised va lue.
(c) Time required to ob ta in a loa n - About one week or less if
there a re no compli ca ti o ns.
(d) Interest rate-Usually from 4Y2 to 50! per cent.
(e) Length ot loan-Usuall y 5 to 30 years, a nd in some cases.
as long as 40 years.
(f) Repayment plan-Amortized pa yments generally are made
on a quarterly, semi a nnual or a nnu al basis. Prepayment privileges vary
from none to full prepayment a t any time when the funds used are
income from the collateral. Some compa ni es have a future payment
lund plan which permits borrowers, in effect, to make prepaymen ts
that can be used later, if needed, to cover current payments.
(g) Source o[ funds-Primarily premiums paid by policyholders.
(2) Fedeml land bank loans are made through n a tional farm loan
associa tions, which a re loca l credit coopera tives owned and operated
by member borrowers. The nat ion al farm loan associations own the
Federal land ba nks. Each national fa rm loan association has a certain
area which it ser ves and together the associations cover th e en tire
country.
(a) ''\Th ere to apply-r\ t the na tion a l farm loan association
office serving your area .
(b) Loan amounts-Up to 65 per ce nt of th e appraised normal
agri cultural value o[ the farm or ranch , with a maximum of $200,000.
(c) Time required to obtain a loan -Gen era lly it takes from
a few days to three weeks, depending upon circumstances in each case.
For established borrowers, or in rush cases, the loan ca n be closed in
less th a n a week.
(d) Interes t rate-4Y2 or 5 p er cent. Savings returned to borrowers as dividends redu ces this rate.
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(e) Length of loan - From 5 to 40 years.
(f) Repayment plan - Amortized payments are made on a
semiannual or a nnual basis. Either the even or decreasing payment
plan may be used (see page 17). Prepayments may be applied either
directly on the loan or pl aced in a future payment fund which may
be used to meet future paym ents in case of difficulty.
(g) Source of funds- Sale of consolidated Federal land bank
bonds in the investment market.
(h) Special- Federal land bank borrowers must buy stock in
their local national farm loan associations equal to 5 per cent of the
amount of their loan. By these purchases the borrowers own the
NFLA.
(3) Banhs mak e some loans on real estate. Some of these loans may
be sold to a n insurance company after a year or so. Some banks act
as a loan correspondent for one or more insurance companies. Banks
ma:y also know of individuals who have money to loan on real estate.
Since loans by insuran ce companies and others which may be made by
banks are discussed elsew here, onl y loans with the bank's own funds
a re included h ere.
(a) Where to a ppl y- At the banks serving your area.
(b) Loan amounts-In general, up to 50 p er cent and in some
cases up to 70 per ce nt of the appraised value of th e collateral depending upon th e ban king laws in the different states.
(c) Time required to obtain a loan- Usually one week or less,
ir co mplica tions are not encountered.
(d) Interes t rate-Usually 4y2 to 5 and sometimes 6 per cent.
(e) L ength o f loan - Up to 20 years, dependin g on the type of
ba nk and provisions of state laws.
(f) R epa ym ent pl a n- Loans usu ally are amortized or partiall y
a mortized. Smaller payments may be made during the life of the loa n
with a lump sum payme nt of the balance at m aturity.
(g) Source of loan funds- D eposits, bank reserves generated by
mone tary a uthoriti es, capital , and surplu s.

l

(4) Fm'm en Hom e Administmtion m akes two types of "farm ownership" loans to promising family-type farmers and ranchers unable to
secure credit at reasonable rates from other lenders. On e typ e is a
direct loan from FHA . The other is an FHA insured loan made with
funds provided by another lender. Both types of loans may be used
for farm purchase, farm enlargement and development, and building
1m]xovements.
These loans draw 4Ih per cent interest. and may run for up to 40
years. Paym ents are amortized and may be made in advance in good
years to cover payments in poor periods.
The direct FHA loans may be made for 100 per cent and the insured loans for 90 per cent of the "certified" value, up to the maximum amount set for the area. Usuall y a first mortgage is taken on the
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real estate. The loa ns are supervised by the Farmers Home Administration.
(5) Individuals make a substantial volume of farm and ranch real
estate loans. The lender and borrower may be personally acquainted,
or a bank, real estate dealer, or attorney may bring them together.
In some cases, one or both may advertise . Loans by individuals m ay
also arise from sale of property where the seller takes a mortgage for
part of the consideration to facilitate the sale.
Terms of such loans are arrived at b y mutual agreement. As was
pointed out in the discussion of short and intermediate loans by individuals, it is important to put the terms in writing to avoid misunderstandings. In the event the loan runs for a short period, an
understanding regarding renewal provisions should be included in
the agreement.
EXAMPLES OF USING CREDIT
The purpose for giving these examples is to illustrate how points
discussed in this circular can be applied in an actual situation. To
the ex tent information is available, analysis of these loans will follow
the procedure outlined in the section, "How Much Should You Borrow?" These examples are included solely as illustrations. They are
not intended to fit any particular situation or to be typical of farms
as a whole. Each individual farmer will need to work through the
analysis for his own situation.
A Hog, Beef-Fattening Farm
(Analysis of credit as a tool in buying land)
This farm is located in the western Corn Belt and is operated by
a man, his wife, and daughter. The farm family has made reasonable
financial progress, indicating that they are good farm and home managers . They own 160 acres and rent an adjoining 160 acres. The
question confronting this family is: "Should we buy the 160 acres we
a re renting?" It is for sale for $28,000.
This family has consistently and successfully used credit including
a real estate loan to help buy the 160 acres they own, and chattel loans
to buy feeder cattle and for opera ting expenses. Their indebtedn ess
as of January 1 amounted to $5,477. Most of this amount was used to
bu y feeder cattle, which have been profitable in the past and which
their analysis indicated would be profitable during the current year.
They can obtain a 35-year, 4!;2 per cent even payment plan loan for
$26,000 on the entire 320 acres and the balance of $2,000 through an
increase in their chattel loan. While successful in the past, a major
new use of credit should be examined in the light of the current
position of the farm and family, and of the conditions expected to
prevail during the period the loan is to be repaid.
Should they borrow to buy or continue to rent the 160 acres? As
indicated in the section, "Should You Borrow?", the relative cost involved in buying and renting is one consideration in answering this
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question. The family estimates that with average yields and conservat ive prices for farm produce, the landowner's income from the rented
quarter over a period of time in the future will average about $1,600
per year. His share of expenses for seed, fertilizer, and upkeep of
fences, plus real estate taxes, are estimated to total about $700 per year,
leaving around $900 net income for the landowner. The $900 amounts
to 3.2 per cent return on the $28,000 purchase price. With $26,000 borrowed at 4Yz per cent and the $2,000 balance at 5 to 6 per cent, renting
would be cheaper than owning.
Will this family be able to continue renting the 160 acres? That
appears questionable, since it is for sale for what appears to be a reasonable current price. Unless this family buys the farm it will probably be purchased by another farmer to increase the size of his unit,
or by an investor. Thus, while renting likely would be cheaper, the
uncertainty of being able to continue renting is an important factor in
favor of buying. It is likely that if this operator were unable to rent
additional land his net income would be substantially reduced.
Will it pay to buy the 160 acr es? As indicated above, the landowner's estimated annual net income of $900 would yield a little over
3.2 per cent return on the $28,000 investment, which is less than it
would cost to borrow the money. However, there are other considerations in buying versus renting. The owner-operator may be able to
increase productivity with security of tenure. It is estimated that by
buying the adjoining quarter section a~d operating the 320 acres
this farmer's annual net income will average about $500 above his income if h e operates only the 160 acres. Additional interest expense
on the loan involved in buying the land has been deducted in esti mating the in creased net income.
Repayment capacity is another point considered b y this famil y.
Semiannual principal and interest payments on the $26,000 loan are
$74 1, making a total of $ 1,482 each year. The chattel mortgage loan
a lso would have to be paid off over a period of years.
As an aid in judging their debt-paying ability, the family estimates
average income and expenses from the 320 acres for a period of years
in the future, assuming that they purchase the 160 acres being rented.
These figures, togeth er with real estate loan payments, are slwwn in
table I.
I.-An owner-operated 320-acre hog, beef-fattening farm in the western Corn
llelt: Estima ted average incom e, costs, and real estate loan p ay ments over ~
period of years in the fu tH re.

TAilLE

Line

I.
2.
3.
4.
5.

Calendar

Item

year

Cash in come
Cash expense, includ·ing living expenses and taxes
Cash surp lus
Real estate loan payments (principal and interest)
Balance
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$·20,000
17,000
3,000
1",482
$1,518

It shou ld be kept in mind that the real estate loan payments in
this table include both principal a nd interest. It is assumed the in ventory of machinery, equipment, feed , livestock, etc., a nd the amount
spent for living and taxes, will continue about the sam e from year
to yea r. The balance shown on line 5 would b e available to a ppl y
on the chattel mortgage loan. Such repayment is not shown sin ce
figures in the tabl e represent an average for a p eriod of yea rs during
which the chattel loan gradually wou ld be r epaid.
It appears from these estimates of future in come a nd expense that
this famil y would have enough earnin g capacity to mee t p ayments on
the loan to buy the 160 acres.
Do they have sufficient financial strength to ass um e the larger debt
load? Th is family might well ask: "What would h a ppen if we have
on ly half a crop, take a loss on feedin g ca ttl e, a nd experie nce other
adversity? Would we be able to sta nd such losses a nd continue operating?"
As a bas is for judgment in answering this question, they first estimate th e effect of a drought on their es timated future average incom e
and exp e nses as was shown in table I . Since incom e is affected in
years following a drought, income a nd expenses are est im ated for the
drought year, and for the following year (tabl e 2). It is assumed only
half an average crop will be obtained in the dro ugh t year a nd an average crop in tht:' t·>llowing year, sin ce two drou ght yea rs in success ion
are rare in this area. To aiel in visuali zing th e situation throughout
the year following the drought, quarterl y es tim a tes are worked o ut .
These estimates indicate when income will be a Yail a ble, when expenses
will be incurred, a nd the cash surplus ava ilabl e to meet loan paym ents ,
or the deficit that will n eed to be borrowed. Particu larlv in areas and
types of fanning where much risk is invol ved , tracing' cash receipts
a nd cash expenses through the year is important sin ce the debt load
usuall y is greatest som etime during the year before in come from crops
or lives tock is ass ured. In such cases, yea r-end figures alo ne provide
a n inadequate bas is for judgm ent.
2.-A 320-acre owner-operated hog, beef-fatten ing farm in the western Corn
Belt: Estimated cash income, expenses, and credit pos it ion in an assumed
drought year and the year following.

TABLE

Year following drought
Drought

I

year

$19,000
Cash income
Cash expenses, includ ing living
15,000
exp enses and taxes
Cash surplu s (+)or
+4,000
deficit (-)
1,482
Real estate loa n payments
Balance
+2,5 18

Ca le nd ar

Jan. ·
March

year
~00

$5,600

.$5,000

$ 11 .000

4,000

2.500

1,500

6.000

14,000

-3,800
741

-2,300
0
-2.300

+4,100
741
+3,359

- 1,000
0
- 1,000

-3 ,000
1,482

$ 200

-~ ,54 1
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$

-~.4R~

From a cash incom e a nd expense point of view, this farmer would
fa re quit e well in the dro ught year, since considerable livestock and
feed would be carri ed O\'er from the preceding year. It is assumed
cash expe nses would drop due to reduced purchases of feeder cattle.
Jn the year following the drought, cash income would be r educed . As
shown in tabl e 2, large defi cits would b e incurred in the first part of
the year. The real es tate loan pa ym ents shown in tabl e 2 include both
p rin cipal a nd interest. Interest paym ents on th e chattel mortgage
loan a re included in cash exp enses. Principal paym en.ts on the chattel
loan are not shown sin ce it was assumed the chattel loan amount will
fluctuate as cash is n eeded, or as cash becomes ava il able to make repayments.
Asse ts, liabiliti es, a nd net worth es tim a ted for the average year, the
dro ught yea r, a nd b y quarters in the yea r following the drought are
shown in table 3. For pu rposes o f computing the unpaid b alance of
loa ns o u tsta ndin g, it " ·as ass um ed the "average yea r" in table 3 wou ld
be th e yea r the $26, 000 rea l estate loa n was obta in ed, and that the
drough t occurred the foll ow in g year.
3.-.-\ 320-acre ow ner-opera ted hog, becf-fa ttening farm in the western Corn
Belt: Estimated assets, liabilities, and n et worth under average cond itions, and
after experienci ng a drought.

r -\ IILE

ltcm

.\SSETS

R eal es tate
:\"on -real es tate
To tal

. 40.000
16,000
$56,000

.~ 39,750

10,000
$49,750

$39,750
10,500
$50,250

$39,500 $39,500
11 ,000
8,000
$50,500 $47,500

$39,500
14,000
$53,500

$26,000 . 25,684
4,000
1,482
$30,000 $27,166
$26,000 $22,584

$25,521
6,023
$3 1,544
$18,706

$25,52 1 $25,354 .$25 ,354
8,323
4,964
5,964
$33,844 $30,3 18 $3 1,3 18
.$ 16,656 $17,1 82 $22, 182

LIA BILITIES

R ea l esta te loa n
C\lon-real es tate loan
Total
C\'ET WORTH

The average year referred to would produce the income shown in
ta ble I ; a nd th e drought year a nd the year following the drought
would prod uce th e in come shown in table 2. The value of real estate
in table 3 is an es timated normal agricultural value, a nd is assumed
to drop slightly du e to postponing building r epairs.
Analysis of tabl e 3 from the viewpoint of security indicates the
loa ns are adequately protected in the drough t year and during the
following yea r. The Yalu e of the asse ts is substantially larger than the
loa ns. This fact coupled with other indicators of financial strengthdiscussed in the section "How Mu ch Should You Borrow?" and
illustra ted in this exa mpl e-indicate this family has fully enough
financial strength to stand a dro ught yea r in which only half a crop
is obta in ed .

But they wonder, "Do we have the financial strength to stand a
cattle-feeding loss and other unusual expenses or loss of income in
addition to a drought?" Such losses could reduce their income another
$2,500 and increase their chattel mortgage loan approximately $2,500
in the example shown in table 3. Under such circumstances, security
for the chattel loan still would b e adequate in the drought year but
of questionable adequacy in the second quarter of the year following
the drought. The chattel mortgage loan would nearly equal the
es timated value of the chattel security at that time. However, the
situation would not be too critical since other factors influencing
financial strength are good. Moreover, principal payments on the real
estate loan probably could be defened, and repairs and living expenses
could be reduced a little more if necessary. It appears, therefore, that
this family has the financial strength to assume the additional obligation of buying the adjoining 160 acres to increase the size of their farm.
Summarizing this example, we conclude that use of credit to bu y
additional land will not increase this family's income much over
what it would be if they were able to continue renting the ad joining
160 acres. Since it appears unlikely they could continue to rent other
la nd conveniently located, buying the land would make possible a
somewhat larger income than would be possible with only the 160
acres they own. From this point of view, it may be profitable for them
to buy the land. The analysis also indicates that the family has
swfficient repayment capacity a nd financial strength to carry the
added debt load.

A Dairy-Hog Farm
(Analysis of credit as a tool in expanding the lives tock program
while teen-age boys are at home to increase the labor supply.)
This 247-acre farm is located in one of the more stable parts of the
Corn Belt and is operated by a man and wife with two boys, 18 and
17, and a girl, 12. With children in their teens, living expenses are
unusually high. On the other hand, the boys will provide a source of
considerable additional labor-for a few years. This family is using
crecht as a tool to help expand and carry a larger livestock program
to utilize the additional labor and to increase income.
A little history will help lay a foundation for the example. Inform a tion available indicates this farmer worked as a hired farm hand
when a young man. Later he started farming as a tenant and in 1943
purchased the 160 acres where the family now lives. Although S6Jmewhat hilly, the land is a good silt loam with a clay subsoil. Improvements were poor and run down at time of purchase but have been
gradually improved.
The procedure in this example is to show fl.ow borrowed funds
were used and the effect on income. Data for tw,o years are used: the
"current year" and one four years previous when the livestock expan30

TAIILE 4.-An owner-operated dairy-hog farm in the Corn Belt: Acres, livestock
numbers , assets , liabili~ies and net worth in two years.
Four years
ago

Item

Acres in farm
Cropland, acres
Total cattle, number
Total hogs , number
ASSETS
Livestock
Other current assets
Land and buildings
LIABILITIES
Chattel mortgage loan
Real estate mortgage loan
First mortgage
Second mortgage
NET WORTH

Current
year

160
140
43
31

247
185
50
181

$7,155
7,730
11 ,000
$25 ,885

$ 13,710
8,1 83
17,500
$39,393

$ 1,992

$ 7,333

4,800
3,000
$ 9,792
$ 16,093

7,500
4,000
.$ 18,833
.'"20,560

sion prognm began. Table 4 gives selected data about the farm and
farm business in these two years.
Livestock, feed, etc., were valued on about the same basis in both
years, so changes in dollars reflect actual changes in numbers and
amounts. The value of land was increased slightly since considerable
improvements were made.
Major changes in this farm during the four-year period included
addition of 87 acres, improvements in the land and buildings, and
expansion of the livestock enterprises. A major improvement in the
farm was modernization and enlargement of the milk house and related equipment. The dairy herd was increased some but the major
expansion was in the hog enterprise. Sows for spring farrowing were
increased from 26 to 40, ancl the addition of fall farrowings further
expanded the hog enterprise.
Credit was an essential tool in expansion of this farm business.
Use of borrowed funds made possible purchase of the additional 87
acres. Expansion of the short-term roan provided the means for increasing the size of the livestock enterprises and made possible purchase of additional feed throughout the year. The amount of shortterm credit used during the year increased about 50 per cent in t!OJ.e
four years.
Did it pay this family to use borrowed funds? The farmer's annual
net income, before family living expenses and income taxes were deducted, increased from $4,044 to $4,619, or $575 in the four-year
period. From this we deduct a return on the farmer's increased assets
used in the business. His equity in livestock and other current assets
increased $1,667. A 6 per cent return on this amounts to $100. The
farmer's net equity in real estate increased $2,800, and a 4 per cent
return on that amoul'lts to $112. The $100 and $112 total $212. In
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other words, this farmer's net income should have increased $212 during the four-year period to pay a return on the larger equity of the
farmer (equal to what the money likely would earn elsewhere-usually
figured at about the rate of interest paid for borrowing money). 3
As shown in table 5, the $212 deducted from the $575 leaves $363
additional net income for operator labor and management made possible by the increased use of borrowed funds. The farmer was also
able to provide profitable employment for his boys. The point also
may be made that during the four-year period the farm price-cost
squeeze resulted in a drop in the parity ratio in the United States of
about 10 per cent. If the parity ratio had remained the same during
the four-year period, the increase in net inwme likely would have
been substantially larger.
TABLE 5.-A n owner-operated dairy -hog farm in the Corn Belt: An outline of the
procedure followed in estimating the increase in net income which resulted
from using more borrowed funds.
Increase in ne t income, before family living ex penses and
in come tax es
Deduct return on increased net eq uity of operator:
$ 1,667 increase of equity in livestock and other current
asse ts at 6 per cent
$2,800 increase of eq u ity in th e farm at 4 per cent
Estimated increase in net income for operator labor and
managem ent made possible by increased use of borrowed funds as shown in table 4

575
. 100
11 2

$212

$363

Each major use of credit should b e examined individually to see
if it will pay. Because of space limitations, it is not practicable to include those analyses h ere. In this case use of borrowed funds to buy
additional land and to expand the livestock enterprise both were
profitable. Analysis of "will it pay?" to buy additional land is illustrated in the hog, beef-fattening example and analysis of profitability
of expanding the livestock enterprise follows the general pattern used
in this example.
Repayment capacity was adequate to meet the lender's requirements throughout the four-year period. Analysis of the situation in
the "current year" will aid in visualizing what is involved. The first
mortgage real estate loan was written on the even payment plan basis
for 34Y2 years at 4 per cent. The second mortgage was written on a
decreasing payment plan basis for 20 years at 5 per cent interest. The
interest portions of the payments were included along with other
production expenses in arriving at net income. Payments on the
principal amount to $119.42 in the "current year" for the first mortgage loan, and to $200 per year for the second mortgage loan, or a total
of $319.42 for the current year."
3
The general level of interest rates changes from time to time and may be different from those in effect when this example was prepared, but the pattern of reasoning still applies.
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Considering the chattel mortgage, the entire amount of that loan
was used for livestock, feed, and operating expenses-items which, with
normal production and income, will produce funds to meet repayments. In other words, none of these payments should have to come
from net income.
Thus this farmer's repayment capacity required in the "current
year" was $3 19.42, to cover the principal part of the payment on the
real estate loans. His net income left after income taxes, living ex·
penses, and allowance for labor of the children was $2,019 in the
"current year," and is estimated to average about 51,000 over the
next few years. Thus it appears he has adequate repayment capacity.
Financial strength. While our analysis indicates it was profitable
for this farmer to use borrowed funds, and that he has adequate repayment capacity, does he have the financial strength to carry such a
debt load? Information on asse ts given above indicates livestock on
hand and other chattels were adequate to fully secure the chattel loan
throughout the year. The real estate mortgage is relatively large and
is larger compared with value of the farm than is normal since the
seller of the 87 acres was willing to take a second mortgage to facilitate
the sale. Considering the over-all situation, securioty appears adequate
to fully support the line of credit being used in stable periods with
average production. However, falling prices and steady to rising costs
during the four-year period substantially reduced net income.
Unusual losses may occur if disease strikes the dairy herd or the
lwgs, if uninsured family sickness strikes, or if other unexpected loss
of income occurs. If a disease such as Bang's does strike, marketing
dairy cows for beef represents a much greater loss than marketing
beef cows for beef because of the difference in slaughter grade.
Although this farm is located in one of the more stable parts of
the country, and while dairying is one of the more Hable l ypes of
farming, this farmer still has need for some financial strength.
Because of the difficulty in arriving at the financial strength
needed for individual items, this farmer starts by estimating that a
drop in farm income plus needs for uninsured illness and the like
will not be more than $3,000 in one year. As already indicated, he
estimates that the family's net income left after paying income taxes,
living expenses, and labor of the children, will average about $1,000
over the next few years. Thus, if a loss of $3,000 were realized, farm
income would lack about $2,000 of covering operating expenses, living expenses, labor of the children, and taxes. In effect, net worth
would be reduced $2,000 under the assumed conditions. Consultation
with their lender indicates that their financial position would stand
such a loss, indicating they have financial strength to carry on with
their operation.
R eviewing the analysis, this dairy-hog farmer concludes that the
use of borrowed funds is sou nd for three basic reasons: It enables him
33

.to increase his income; he has adequate income to mee t payments ;
.and h e has finan cial strength for the line of credit being used.

A Cattle Ranch

This rancher and his wife have used borrowed funds over a long
period of years as a means of providing a larger unit with which to
work than would have been possible with only their own funds. During the war and immediate postwar years, they made substantial
progress. With g-ood income, operating expenses climbed, however,
so when cattle prices dropped net income was considerably reduced.
The objective in this example is to examine the rancher's u se of
credit to see whether it will pay him to continue using borrowed funds,
.and, if so, whether h e has the repayment capacity and financial
strength to support his line of credit. We will study the ranch in the
"current year" and in the two preceding years, and then use estimates
based upon budget projections as a basis for judging whether it pays
him to u se borrowed funds, and whether he has sufficient repayment
capacity and financi al strength to carry the amount of credit he is
using.
Table 6 gives da ta on acres owned, cattle numbers, assets, liabilities
.and net worth for the "curreNt year" and for two preceding years.
Some grazing land was used in addition to that which was owned. In
compilin g the asse ts section of the table, values per unit or h ead prevailing in the "current year" were used for all years, so changes in
dollar amounts generally reflect changes in phys ical quantities. An
estimated normal agricultural value was used for th e land.
This ranch was affected moderately by drou ght in the first year
preceding the "current year. " The number of cattle was reduced,
machinery and equipment replacement and repair was postponed, and
feed stocks wer e low on November l , which accounts for the drop in
c urrent asse ts that year. Except for reductions caused b y drought, the
basic size of this ranch remained a bout constant during the threeyear period. Borrowed funds were u sed to provide part of the asse ts
a nd for operating expe nses. The amount outstanding usuall y was
-small es t at time of the November l inventory. The "peak" or largest
.amount outstanding in each of the three years was as follows: Second
year preceding "current year," $24,2 16; first year precedin g, $22,983;
.and "current year," $24,22 1.
Does it pay this rancher to borrow? To a nswer this question, informa tion is need ed on average n et income produced b y the ranch
.as is, and the average net inGome which would be produced if no borrowed funds were used.
A budge t proj ection on the basis of data ava ilable indicates this
rancher's net income will average about $5,000 per year, assuming the
borrowed funds are left in th e busin ess. If the capital portion of the
borrowed funds (funds other than those borrowed for seasonal operat34

TAIILE 6.-An ol\'ner-operated family ranch: Acres , c.anle tlltnthers , assets, liauilities,
and net worth for selected years.
Ranch in,·entory as of :\o'. l

Item

Two years
ago

One year
ago

·· current
year· ·

3,240
150
288

5,240
119
236

3,2-40
136
265

ASSETS
Livestock
Other current assets
Total
Ranch
Total assets

$22,680
9,125
$31,803
36,000
$67 ,805

$ 18,330
6,880

$22, 180
I 1,080
$83,260
36,000
$69,260

LIA BILl TIES
Chattel mortgage loan
Real estate mortgage loan
Tot a l liabilities

$ 13,100
0
$ 13 ,100

$ 12,476

$ 19,900

i'\ET WORTH

.~ :H , 705

$48,93-1

$49.360

Ranch, acres
Cows, number
Total canle, number

$ 23 ,~10

~6 .000

$61,410

$ 19,900
(I

ing and living expenses) are withdrawn it is estimated net income will
drop to about $4,500. In other words, this ranch is about as small as
can be operated efficiently, and the borrowed funds likely will enable
the operator to earn enough additional to pay the interest and increase
net income around $500 per year.
Does this rancher have repayment capacity to carry this debt load?
The $5,000 net income referred to above is available for living expenses, income taxes, and savings. Information available indicates
living expenses and taxes will amount to about $4,500 per year. Funds
borrowed for operating expenses are expected to be repaid from current income so $500 would be available to reduce the capital pan of
the debt each year. Thus, it appears this operator should have enough
repayment capacity to reduce gradually the amount of his loan. As
income varies from year to year, the amount available for reducing
the loan will vary, of course, which raises the question of financial
strength.
Docs this rancher have sufficient financial strength to support the
amount of credit being used? In th e area where this ranch is localed,
it is not uncommon for nro drought years to occur in succession or
close together. Other losses, or family illness also may be encountered.
These circumstances cut income sharply and may cause deficits.
As a basis for judging adequacy of financial strength, a drought on
this ranch the year following the "current year" is assumed. The first
year preceding the "current year" a moderate drought occurred, so the
effect of two drought years on the business is shown. The estimated
situation in the assumed drought year and in the third year following
the ass u mcd clrough t is shown in table 7.
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TABLE 7.-Au owner-operated family ranch: Acres , cattle numbers,
ties, and net worth with specified assumptions.

~sse ts ,

liabili ·

R:flnch inventory as of November I
Item

Assumed
drought
year

I

Third year after
assumed drought
year

5,240
100
104

5,240
140

ASSETS
Livestock
Other current asset s
Total
Ranch
Tota I as3ets

$11,000
$5,000
S l6 ,000
% .000
$52,000

.$21 ,000
9,000
$30,000
36,000
$66,000

LIABILITIES
Chattel mortgage loan
Real estate mortgage loan
Total liabiliti es

$ 1,000
12,000
S13,000

$ 1,000
17,000
.~ I 8,000

NET WORTH

.~39,000

$48 ,000

Ranch, acres
Cows, number
Total cattle, number

2~0

It was assumed that feed shortages in the drought year would
necessitate reducing cattle numbers to 100 young cows and 4 bulls.
It was also assumed cattle sold would be thin and prices relatively low
due to larger than normal sales. Thus, while ~he debt would be reduced, the reduction would not be proportional to the reduction in
earning and repayment capacity. It was assumed a real estate loan
would be obtained to cover the major part of the capital debt.
If the herd was rebuilt by saving heifer calves, about three years
would be required for the cow herd to reach 140 head, assuming the
two-year-old heifers produced calves. It would take four years before
cash income would be up to normal. During this period a cash
deficit of about $5,000 would accumulate, assuming living expenses
were cut sharply and principal payments on the real estate mortgage
were deferred. Thus, by the end of the third year following the
drought the debt would total around $ 18,000. Chattel and real estate
security would. be adequate at all times. It appears this rancher has
enough financial strength !o support the amount of borrowed funds
he is using.
An over-all review of this example indicates this rancher is increasing his income by using credit, that he has adequate repayment
capacity, and that he has sufficient financial strength.
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