























Fixed Liabilities

That portion of long term debt such as real estate mortgages, land contracts, or other long term
obligations which is not due within the next 12 months should be shown in this section. The detailed
supporting information should be shown in schedule B4 on the reverse side of the balance sheet.

INTERPRETATION OF THE BALANCE SHEET

Two different motives prompt interpretation of the balance sheet. First is the farmer analyzing his own
business and trying to draw appropriate conclusions, and second is the creditor attempting to evaluate a
man and his business in relation to a loan request.

Skillful use of a balance sheet requires knowledge of both its uses and limitations. In the past, lenders
may have placed a heavy reliance on balance sheet analysis of farm loan requests. Current trends show that
what may have been sacred ratio analysis guidelines in the past are insufficient today. Details about the
profitability of a business and a detailed analysis of anticipated income and expenditures and when such
activity will occur are also needed.

The balance sheet reveals the net worth an individual has achieved, and a series of these statements
indicates the rate of growth. The absolute size of net worth partially indicates ability to accept risk and the
chance of continued operation even in the face of financial setbacks. The ratio of total debt to net worth
relates the amount of debt capital to that being supplied by the farmer. As a general statement, lenders
prefer that total debt not exceed the net worth. However, farm operations are now requiring increasing
amounts of capital, and credit is the major souce. As debt to net worth ratios exceed one (for example, a
'$160,000 debt in relation to a $140,000 net worth equals a 1.14 ratio), the importance of further
information increases. Payments on debt are fixed obligations and thus one must consider the absolute size
of the total liabilities in relation to size of total business as shown by total assets and by the potential for
generating income. The current assets to current liability ratio shows a so-called working capital position.
When current liabilities exceed current assets, a business may become vulnerable. Again there is no one
“ideal” relationship. Creditors find a 2:1 ratio desirable but many good operations fall short of this.
Intermediate assets are the ‘‘production’’ assets — machinery and breeding livestock. These assets in
conjunction with the fixed assets give a quick indication of potential productivity.

SUMMARY

The balance sheet, sometimes referred to as a financial statement or net worth statement, is probably
one of the most commonly used financial management tools. Nearly everyone has used a map to plan
travels ahead. In every case, it was essential to know ‘“the starting point.”” So it is with the balance sheet —
it describes in detail where you are financially, and the bases from which future progress can be made. It
gives the inventory of assets so basic to financial planning and analysis. With a series of statements, progress
as measured by net worth change over time can be described and observed.

Two notes of caution. First, a series of balance sheets does not reflect profitability of an operation, but
rather, it shows only the extent to which profits have been used to increase equity in the business. It takes
an income statement such as EC 71-854 to examine profitability. Second, the balance sheet should not be
used to determine the ability of a business to meet loan repayments — that is the task of a cash flow
analysis such as that shown by EC 71-852. The balance sheet is a powerful financial management tool, but
must be supplemented with an income statement and a cash flow analysis.
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