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Abstract

Purpose — The purpose of this paper is to introduce the application of sustainable growth challenge
(SGC) model in agricultural finance as a conceptual paradigm and then uses the model to measure
sustainable growth rates for Illinois grain and livestock farmers. The SGC concept is used to
understand the economic conditions and business decisions made by farmers in certain episodes of
the time period analyzed.

Design/methodology/approach — A seemingly unrelated regression approach is used to analyze
the interrelationships of the four levers of growth using a panel data of Illinois farm-level financial
and operating information. The second analysis flows from the first and examines aggregate US farm
data to provide an historical perspective of changes in the SGC over time.

Findings — Econometric results indicate the relevance of the SGC model in explaining farm financial
and operating decisions. The farms’ tendencies to attain balanced growth seem to be more influenced
by asset productivity and leverage decisions, which are given different emphasis by grain and
livestock farms due to differing operational structures and constraints. This study’s estimation and
analysis of the USA farm sector’s actual and sustainable growth rates from 1981 to 2001 data
generally show that the industry has adapted to positive or negative SGCs in a manner consistent
with the model.

Originality/value — This paper explores the relevance of the SGC model as a business, policy and
teaching tool for understanding issues surrounding farmers’ financial and operating decisions.
Keywords Capital structure, United States of America, Farms, Sustainable development

Paper type Research paper

The relationship between farm growth and working capital has received very little
attention in the agricultural finance literature despite the constant recognition that
farm numbers are dwindling while farm size is growing. A growth strategy is one in
Emerald which additional output arising from either an increase in productive assets such as
land or livestock, or more intense production from existing assets, is in balance with
the working capital requirements of the farm. Growth, despite ambition, is not always
Agricultural Finance Review compatible with the financial policies of the firm and far too often growth strategies
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This paper identifies linkages between farm production (and sales) and financial
decisions made by farmers that balance growth. To accomplish this, we rely on the
sustainable growth paradigm (Higgins, 2003), which emphasizes the relevance of
internal business operating parameters, as supplementary to the effects of exogenous
factors, in formulating farm production decisions. In the context of the more general
field of business finance, sustainable growth represents the maximum rate at which
a firm can expand its sales or revenues without depleting its financial resources
(Higgins, 2003). The model is closely related to DuPont analysis which has recently
been presented as an extension tool for agriculture by Melvin et al. (2004) and is also
presented in Barry et al (2003) but differs in one significant factor by switching
owners’ equity for beginning owner’s equity. This switching, as will be shown
presently, allows the measure to be identified as sales growth rather than profits or
conventional returns to equity. Nonetheless, the sustainable growth model has not been
used to investigate financial strategies within the agricultural sector.

In agriculture, planned growth is a long-run expectation. Intra-year variability in
commodity prices and/or yields can significantly influence actual growth, and farmers’
cautious response to uncertainty is well known. Regardless, if planned growth exceeds
sustainable growth, then the farm must source capital from other sources, such as
increased borrowing or the sale of assets. When planned growth in sales falls short of
the sustainable growth rate, assets are being underutilized and cash will generally be
accumulated in unproductive ways. This is not the same as risk. From time to time,
risk will result in revenues larger than expectations which will increase cash flow and
working capital. At other times, revenues below expectations will result in reduced
cash flows and will require draws on working capital. Risk, however, plays a central
role in planned growth, especially if planned growth involves irreversible investment
decisions. The greater the risk the slower will be the rate of planned growth (Dixit and
Pyndick, 1994)[1].

This paper first introduces the sustainable growth rate model as a conceptual
paradigm and then uses the model to measure sustainable growth rates for Illinois
grain and livestock farmers. Time-series cross-sectional regression techniques are
applied to a panel farm-level dataset to validate the relevance of the sustainable growth
paradigm at the farm business setting. In the latter part of this paper, aggregate farm
financial data are used to measure national and regional rates of actual and sustainable
growth. The sustainable growth challenge (SGC) concept is used to understand the
economic conditions and business decisions made by farmers in certain episodes of the
time period analyzed.

As a positivist approach to understanding financial leverage in agriculture, the use
of sustainable growth in explaining debt is more than pragmatic. There are three
benefits to using the sustainable growth model. First, from a business perspective, the
model provides a useful yet simple approach to explaining financial leverage and
working capital strategies to farmers; second, from a policy perspective, the
inevitability principle provides some guidance as to how public policy can impact
leverage decisions at the farm level; and third, from an academic perspective, this
paper introduces as new, a tool that has been used by financial practitioners in the non-
farm sector since the 1970s (e.g. Higgins, 1977).

The sustainable growth paradigm
Financialgleveragesingagricultureghasgbeen of considerable interest to a wide range
of stakeholders for over 20 years. The financial crises of the late 1980s and market
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mstability in the late 1990s has exemplified the need to continually investigate models
that aid in understanding farm debt decisions. For many, the expected utility-mean-
variance approach to modeling farm financial structure decisions has provided
considerable insights into the financial leveraging process (Barry and Robison, 1987;
Collins, 1985; Barry et al, 1981). Studies that have investigated the relationship
between reductions in business risk and increased financial leverage include Collins
(1985) and Escalante and Barry (2001) who examine risk balancing in general; Turvey
and Baker (1989) who examine relationships between leverage and hedging;
Featherstone et al. (1988) who examine various issues in agricultural finance and price
support policies; Moss et al (1989) who examine capital gains deductions; and
Ahrendsen et al. (1994) who examine depreciation and investment tax credits.

Sustainable or balanced growth examines the same issue, except from an operating
and accounting point of view. It decomposes the returns to equity into four
components; profit margin, retention (owner withdrawals), asset turnover and leverage
(assets-beginning equity ratio). A decrease in any one of these ratios will lower the
sustainable growth rate, and increase the likelihood that financial leverage will be
required to sustain the farm. In contrast to the risk-balancing strategy derived in mean-
variance models, the sustainable growth rate is proscriptive, as well as explanatory,
and can provide insights into farm operating and financial decisions based on readily
available accounting information. Furthermore, analyses of financial risk, as per the
root model of Barry et al. (1981) and Collins (1985) take the variability of the return on
assets or equity as given and do not ordinarily examine the operating factors that give
rise to such volatility in the first place. The advantage of exploring a sustainable
growth rate paradigm is that it possesses such insights. We are unaware of any
previous studies that have explored the sustainable growth rate model in the context of
agricultural finance, and we believe that this paradigm is a complement to previous
studies.

We start off with the principle that anticipated sales (S) are generated from the asset
base (A) in a fixed proportion x = S/A and that Ax = (AS/A) — (S/A?)AA.
Assuming that Ax = 0, then AS/AA = S/A. Next, from the accounting identity that
assets equals debt plus equity, A = D + E, we obtain AA/A = (AD/D) + (AE/E) =
AS/S. Now assume that the ratio of debt to equity is held in proportion, then z = D/E
and AD = AE(D/E). Assume further that the firm has no desire to dilute ownership
by issuing equity, has no capital to invest as equity or does not have access to equity
markets. In such circumstance changes to equity are solely the result of accumulated
retained earnings. That is, AE = NI(1 —w) with net income N/ and owner
withdrawals w. We can then write AD = NI(1 —w)D/E and by substitution into
AS/S, AS/S=(NI1-w)/A)(1+ (D/E)). To place the righthand side in the
context of sales, multiply it by S/S = 1to get

AS NI S D

1 7 (1)

Equation (1) is equivalent to Higgins (1981) formula for sustainable growth and can be
summarized as follows:

& = H'Yi (2)
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where

_ Income
n= Sales

_ Income — Withdrawls
2= Income

_ Sales
7 Assels

_ Assets _ {1 N Debt ]
" Equity Equity

In Higgins (2000) Higgins uses ~; = Assets/Equityseginning = |1 + (Debt | Equityseginming )]
where Equitypeginning 1S the beginning of period equity. The right hand side values of (1)
represent profit margin (1), retention ratio (7), asset turnover (y3) and financial leverage
(7v4). At the farm level, the revenue variable is a function of size, productivity and prices.
For purposes of this paper, the term “targeted sales growth” refers to intentional
increases in the asset base (e.g. acres or head of livestock), prices (e.g. niche or contracted)
or productivity (e.g. yield/acre).

Comparing with the DuPont model

Equation (1) is similar in structure to the well-known DuPont formula (see Van
Hoorhis, 1981; Eisemann, 1997, Blumenthal, 1998, Firer, 1999 for general discussions;
Mishra et al.,, 2009; Melvin et al., 2004 for agricultural applications), but differs in the
use of the variable Equitypeginning rather than Equity,,,. While subtle, this is not a trivial
difference. For one, the DuPont formula is an identity and as such provides little
economic information outside of explaining how the four levers of performance
combined to determine the return on equity (ROE). The strategist can examine the
levers and decide which one(s) can be adjusted and by how much to obtain (on
expectation) a higher or lower ROE. In contrast, the Higgins model defines growth as
the percentage change in equity from one period to another and considers what actions
must be taken to accomplish this. Nonetheless, the relationship between the DuPont
model and the Higgins model is

Equityend
gs = ROE [7 , 3
’ Eq UL peginning ( )
which is obtained by the manipulation
. Assets  Equity g Assets  Equity g
V4 = (4)

B EC] Mity beginning Equity end B Equity end Equity beginning .

To see that the Higgins model gives the percentage change (or growth) in equity, (1) can
be compressed to

g = Income — withdrawals — Equity,,q — EqUuitypeginning
: Eq uity beginning Eq uity beginning ’

()

which uses the accounting identity
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Equity g = Equitypeginning + Income — withdrawals. (6)

Furthermore, by examining (3), it can be seen that growth in equity is not necessarily
the same as the ROE except when ending and beginning equity are equal, or when
income equals withdrawals.

Higgins’ model of balanced growth requires that any planned changes in sales vis-a-
vis the scale of the operation rather than positive price movements must be balanced
by changes to Equation (1):

_6g3 8gg ags ag?
dgs—ﬁds+%dc+aWdW+"'+a_DdD (7)
and
dgs  0Ogs | 0gs dC = Og; dW 0g; dD
&S asTacasTawas Tt apas ®)

where S, C, Wand D denote sales, costs, withdrawals and debt, respectively. However it
is also important to recognize that while targeted sales growth is an obvious metric in
strategic planning, Equation (7) applies to all of the choice variables. For example, if a
decision is made to increase owner withdrawals, then (8) takes the form of

de. g 02,dS 08 dC 0g dD o)
dw oW  aSdw = oCdW oD dW

In this study, we focus on the sales (revenue).

An example

Before asking the fundamental question to this study of whether or not farmers’
financial decisions are consistent with Higgin’s (1977) notion of sustainable growth, it
1s worth pursuing an example that places the concept in context. The dairy industry in
New York is facing constant competition from large dairies in California and the
Midwestern states. There is a significant gap between the average herd size of 80 cows,
and to many farmers it is believed that any herd size less than this cannot grow quick
enough to remain competitive. The 2005 New York Dairy Farm Business Summary for
farms with 80 farms or fewer (Knoblauch et al, 2006) provides the following data
obtained from a survey of 47 small herd farms.

Exou = 413,955
Engos = 438,201
Asgos = 565,361
Dogos = 127,160
Nlgs = 40,248

Withdrawalsons = 35,830
Wo005 = 0.10976
Sog0s = 188,406
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Using the related formulas,

_ Income 40,248
T "Sales 188,406
_ Income — Withdrawals 1 35,830

= 0.2136

72 Income T 10248 0.10976
_ Sales 188,406 + 9,490 0.35
BT Assets 565361
Assets Debt 565,361
= —=|1l+——| =1 ! =1.
i Equity { Eqmty} + 413,955 366

sustainable growth is given by
gs = 0.2136 x 0.10976 x 0.35 x 1.366 = 0.0112 = 1.12%.

A sustainable growth rate of 1.12 percent suggests that it would be very difficult for a
typical small herd farmer in New York to increase sales by simply increasing the herd
size. In order to keep the current financial structure in balance, growth is constrained
to very modest rates indeed. One possibility is to take on off-farm employment to
reduce the amount of owner withdrawals. Suppose withdrawals are eliminated (and
thus takes a value of 0 in the g, equation), then the most the farm can grow is 10.21
percent. Alternatively, the farm can free up working capital by reducing expenses
through increased efficiencies. Suppose this can be done costlessly so that the profit
margin increases to 0.30. Without withdrawals, sustainable growth will be 14.3
percent. However, if withdrawals are still in place, growth rises only modestly to 1.57
percent. In the absence of off-farm employment, many farmers are indeed stuck. The
only real possibility is to increase debt or decrease equity. Suppose a new debt to equity
target is established at 100 percent so that the asset to equity ratio increases from 1.36
to 2.0, then farm’s sustainable growth rate is 1.64 percent, which again is only a modest
Increase.

One can see the dilemma faced by many small scale farmers and the rising need for
off-farm employment to free up working capital. The growth paradox might suggest
that small farms might find it easier to grow because the fixed costs of expansion
would be much smaller for a 53 cow herd to double to 106 than a 530 cow herd doubling
to 1,060. But herein lies the paradox. Growth is relative and independent of scale. It
depends on the financial balance amongst the various levers of performance that give
rise to sustainability. The larger farm might have a higher sustained rate of growth
because it is more cost efficient, has the greater flexibility or capability to increase the
profit margin, is less reliant on a large proportion of retained earnings for withdrawals,
has more efficient utilization of assets achieving greater economies of size, and is better
able to absorb higher debt. These aspects of the farm business provide greater
amounts of working capital to the business, both individually and collectively.
Consider the possibility of a larger farm able to obtain 20 percent greater profit margin,
withdrawals of only 10 percent, sales/assets 20 percent higher and the ability to carry
20-percentzmoresdebt-relativestorassets. The sustainable growth rate under these
assumptions is 13.9 percent.
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Sustainable growth strategies

If one views the sustainable growth rate as an economic target, its connection with
aggregate supply becomes immediate. In periods of high commodity prices or positive
technological change, increased farm revenues will lead to increased growth if there
are sufficient economies of scale to ensure that profit margins increase. If these
economies exist then there will be increased efficiency in the use of assets, increasing
the asset turnover. If the effects on land (or other assets) values are neutral then growth
will occur and will be sustainable even without having to borrow to fund the growth.
But this does not always happen in agriculture. One of the unique attributes in
agriculture is the endogeneity of positive cash flows on land values. Simply put, during
sustained growth, land values rise, thus increasing the asset base and decreasing asset
turnover. As land values increase, the only opportunity to maintain the targeted
growth rate is to increase financial leverage (assets-beginning equity ratio) or decrease
owner withdrawals (or both). Later we argue that this is precisely what happened
leading up to the land price bust of the late 1980s. In fact much of Higgins (1977, 1981)
dealt with the impact of inflation in much the same manor, and at least in the context of
the Fisher effect real sustainable growth nets out inflation from nominal growth.

When the agricultural economy cycles into a lower price regime, perhaps best
characterized by Ezekiel's (1938) cobweb model or Cochrane’s treadmill (see Levins,
2000), an opposite effect takes place. Lower profit margins reduce the sustainable
growth target. As the target falls, so will investment, and there will be less demand for
term or operating credit. A lower, stable growth path is more conservative, and with
less demands on cash flow, debt can be paid down or at least not increased. As
operating cash flows fall, so ultimately will asset values, improving the efficiency of
those assets until new growth equilibrium occurs. Later we provide evidence that this
is precisely what happened in the early to mid-1990s.

It has long been argued that increases in farm size have been justified based on
economies of scale that reduce costs on a per unit basis. If output increases at a lower
per unit cost, the anticipated profit margin would increase. Holding all other factors
constant, economies of scale can be used to justify a balanced growth strategy with
increased sales. That is, if farm expansion coincides with increased sales (active
growth) without achieving economies of scale (actual growth exceeds sustainable
growth) then the balance can only be maintained by decreasing household
consumption, increasing financial leverage or increasing asset turnover. This latter
consideration has also been the focus of considerable interest in the agricultural
finance literature. If sales can increase without having to increase the asset base, even
if profit margins remain constant, then increased sales growth can be balanced with
sustainable growth. Perhaps this is best illustrated by comparing the sustainable
growth rate model for a beginning farmer paying the market rate for farm assets. In
comparison to an existing farmer of identical scale and consumption habits, but with a
lower book value of assets, the beginning farmer will have a lower asset turnover. In
order to achieve the same sustainable growth rate target as the existing farmer, the
beginning farmer will have to increase financial leverage. But, if the land base is
subjected to speculative prices, then the sustainable growth rate target of the
beginning farmer may simply not be achieved, especially if the beginning farmer is
credit constrained. In other words, if increased profit margins are not sufficient to offset
lower asset turnover, then sustainable growth rates would fall. Even if land is priced to
fundamentalssbut-farmers are credit constrained, the sustainable growth rate at best
stipulates the maximum growth rate that can be achieved and at worst cannot be
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obtained (Platt ef al., 1995). Ultimately, cash shortages will arise and, either household
consumption will have to decrease or financial leverage will have to increase. If neither
of these can be achieved, then growth can only be brought into balance if the asset (e.g.
land) base is reduced, i.e. sold.

The sustainable growth relationships show how increases in sales via increased
productivity or sophisticated marketing must be managed. Balanced growth occurs
when the percentage change in sales from one period to the next is equal to the
sustainable growth rate. If this happens, then no adjustments need to be made to the
profit margin, owner withdrawals, asset turnover or leverage.

The sustainable growth challenge
The difference between the growth in sales and the sustainable growth rate is referred
to as the SGC (Higgins, 2003), 1.e.

SGC = In (M) - (10)

Revenue;_4

Ex ante, if targeted sales, or in this case revenues, increase faster than the sustainable
growth rate, the SGC is positive and operating and financial adjustments need to be
made in order to restore an accounting and operating balance such that SGC — 0. This
1s accomplished by increasing the sustainable growth rate g,. For example, suppose a
dairy farmer wanted to increase the number of milking cows, a beef farmer the number
of calves in the feedlot or a grain farmer the number of acres planted to a cash crop, any
or all of the following must support the targeted increase in sales: an increase in
profitability (decrease in costs), a decrease in owner withdrawals, an increase in asset
turnover or an increase in financial leverage. In contrast, if the SGC is negative such
as might occur with scale inefficiencies in the utilization of existing resources, targeted
sales growth will be lower than the sustainable growth rate. Consequently,
unproductive cash surpluses will increase and to drive SGC — 0 adjustments must be
made to decrease the sustainable growth rate g,: either sales must decrease (such as
might occur when herd size or acres planted are reduced without changing the scale of
the operation), owner withdrawals increase, asset turnover decreases or financial
leverage is reduced.

In terms of aggregate supply, the operating and financial decisions as discussed
above illustrate how year-to-year changes in supply are far more complex, at least in
the short run, than suggested by a price-taking economy. In order to respond to market
signals, farmers must weigh many internal operating and financial requirements
before a response can be made. The farm sector’s inability to respond instantaneously
1s not a trivial factor in the inelasticity of supply.

The empirical framework
It would appear from the above discussion that farmers must constantly adjust the
levers of performance in response to not only market conditions but also growth
strategies. The need for short term working capital to operate growth on the one hand
while responding to markets on the other is a truism from an accounting point of view
but is it also a truism obeyed by farm businesses? And if farms do respond to growth
challenges as described above, which levers of performance become more prevalent?
Therempiricalycontentiisicomprisedrof two separate analyses. First, we examine in
detail the levers of performance at the farm level using data from Illinois. Because of
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the interrelationships between the four levers of growth, we use a seemingly unrelated
regression (SUR) model to determine which of the four levers of performance are most
commonly used to adjust for growth challenges. We are also able to determine if there
are significant differences in adjustment between cash crop and livestock farmers. For
the farm-level analyses, we utilize a rich farm-level panel dataset comprised of 251
grain and livestock farms participating under the Illinois Farm Business Farm
Management (FBFM) record-keeping program. The FBFM system has an annual
membership of about 7,000 farmers. However, rigorous certification procedures
implemented by FBFM field staff usually results in much fewer farms with certified
financial and family living records. Moreover, an additional criterion restricts the panel
dataset only to farms that received continuous record certification from the FBFM from
1995 to 2001.

The second analysis flows from the first and examines aggregate US farm data
to provide an historical perspective of changes in the SGC over time. Our micro-
level results provide strong support for the balanced-growth model at the farm
level, but leaves open the question of whether balanced growth is an economically
significant driver at the aggregate or macro level. Using national data, we examine the
proposition that SGC — 0. That is, no matter what, we would expect economic forces at
the aggregate and farm level to pressure SGC— 0 regardless of whether at any
moment in time SGC > 0 or SGC < 0. Our estimates of sustainable and actual
business growth rates for the USA farm sector were obtained from the farm balance
sheet and income statement information compiled by the United States Department of
Agriculture (USDA) at the state level from 1980 to 2001. Sustainable growth rates were
derived from measures of farm equity returns, calculated using net worth
value at the beginning of each year, and the farm business’ earnings retention rate for
the year. The latter measure is merely estimated since the USDA’s reporting
format uses only aggregate financial measures and leaves out details concerning the
inflows and outflows to the farm equity account such as non-farm incomes, family
living withdrawals and both unrealized and realized capital gains from property
appreciation and sales, respectively. We therefore used an approximation of the
earnings retention rate using net farm income levels realized for the year and the
beginning and ending levels of farm net worth. The approximated rates of sustainable
growth are then compared to the actual farm revenue growth rates to calculate the
SGCrates.

Farm-level descriptive summary

Table I presents a summary of the mean values of the financial performance and
growth measures for 197 grain and 54 livestock farms that consistently received FBFM
record certification during the period 1995-2001. The results indicate that, on average,
livestock farms, relative to crop farms, have lower financial efficiency ratios, higher
proportions of assets to equity, and higher earnings retention rates. Livestock farms
registered a higher average revenue growth rate of 9.06 percent per year, but lower
sustainable growth rate of —1.57 percent, than crop farms during the period. Figure 1
plots the revenue and sustainable growth rates along with the resulting SGC rates for
all farms. The trends in Figure 1 indicate less fluctuation in average sustainable
growth rates that mostly settle along the x-axis. The highly volatile commodity prices
experiencedsby-farmerss-in 1998-2001 resulted in wide swings in average revenues
which consequently influenced the SGC values.
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Developing the econometric model
One of the issues not explained by Higgins is the issue of signaling and causality. What
is clear is that any discrepancy between sustainable and actual growth must be
remedied. This is not simply an economic argument but an accounting argument as
well. The economic question is whether the adjustment to the levers of performance
occurs ex ante to put a strategy in place, or as a response ex post to the outcomes of
strategies, or indeed a combination of the two. It seems reasonable, given uncertainties
in production, costs and market prices that farmers make cropping and stocking
decisions in advance based on reasonable expectations rooted in production economics.
These decisions will also take into account owner withdrawals for family living
expenses. Hence it is reasonable to assume, ex ante, that those expected values of
financial efficiency and retention are determined. Decisions might also be made with
respect to asset turnover, leaving the leverage ratio to pick up the slack. The amount of
debt requested will be no less than that required to maintain balanced growth. Farm
plans submitted to lenders to acquire sufficient loans or credit lines is evidence of the
order in which the levers of performance are determined ex ante.

At harvest, with uncertainties resolved, the true parameters of growth are known
and growth is rebalanced. For example, if financial efficiency is high (e.g. higher sales

Measures All farms Grain farms Livestock farms

Number of farms 251 197 54

Financial efficiency ratio 0.15 0.16 0.13
Asset turnover ratio 0.26 0.26 0.26
Leverage ratio 1.89 1.77 2.33
Earnings retention rate (%) 43.96 40.66 56.01
Annual revenue growth (%) 4.64 342 9.06
Sustainable growth rate (%) —0.39 -0.07 —1.57
SGC (%) 5.03 3.49 10.63
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Mean values of farm-
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and/or lower costs) and sustainable growth exceeds actual growth then decisions could
involve reducing debt, acquiring capital or increasing withdrawals. This framework
requires a continuous balancing of sustainable and actual (or expected growth) and
suggests that the balancing is simultaneously determined. Ex ante decisions determine
the sustainable growth rate based on expectations of actual growth, and ex post the
sustainable growth rate is brought into balance based on observable outcomes of
actual growth. Since sustainable growth rates determine production decisions and
production decisions ultimately determine sustainable growth, it is necessary to
measure the influences jointly using SURs.

The SUR model
The basic SUR system assumes that for each individual observation i there are M
cross-sectional units, each with its own linear regression model (Greene, 2003):

yij:Xijﬁj+5ij7 iZl,...,N,jZL...,M. (11)

The distinct property of the SUR model is that it allows non-zero covariance between
error terms ¢; and e, for a given individual 7 across equations j and :

COZ)(E,']‘, 62'}3) =03 (12)
Cov(ejj,ep) =0if i #17'. (13)

In this study, we employ the sureg procedure available in Stata which uses the
asymptotically efficient, feasible generalized least-squares algorithm developed in
Greene (2003). The resulting GLS estimator, which was designed to address
heteroscedastic and autocorrelated disturbances, is given by the following:

g=XQ ' X]"'X0 Yy =X o)X X (= ey (14)

Our model includes the following five equations, one for each of the four levers of
performance as the dependent variable and lagged dependent and SGC as independent
variables, plus a fifth equation with SGC as the dependent variable with the year-to-
year changes in the levers of performance as independent variables:

FINRAT; = By + BuFINRAT; 1 + $21SGC; + B LVSTK + &1
ATO; = Bog + B12ATO;—1 + $22SGC; + B2 LVSTK + €9
LEV; = oz + B13LEV; 1 + 23SGC + B33LVSTK + €3
ERR; = Bos + B14ERR;_1 + $24SGCy + BuLVSTK + ¢4
SGCy = Bos + bisCHGFINRAT; 140t + BosCHGATO; 1101
+ B35sCHGLEV; _1491 + B45CHGERR; 1401 + B55LVSTK + €5

(15)

where FINRAT is the financial efficiency ratio, SGC is the rate of sustainable growth
challenge, LVSTK is the farm enterprise dummy variable (taking on a value of 1 for
livestock farms and 0 for grain farms), A7O is the asset turnover ratio. LEV is the
asset-beginning-equitysratio, ERR is the earnings retention rate and CHG prefixes
denote rate of annual change in the values of the financial performance variables.
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This system of equations is estimated for a general model based on all farm
observations in the sample as well as two enterprise models, grain and livestock, that
are estimated without the farm enterprise dummy variable. The SUR approach to this
empirical issue is justified by the results of the Breusch and Pagan test of independence
conducted on the different models. The tests indicate the presence of contemporaneous
correlation between residuals of the equations in each system/model.

Econometric results

The results of the SUR models reported in Table II provide interesting and intuitive
implications. The lagged financial efficiency variable is positively related to observed

Variables All farms

Grain farms

Livestock farms

A. Dependent Variable: Financial efficiency ratio
Intercept 0.07580* (0.00715)
Lagged financial efficiency ratio 0.42875%* (0.02607)
Sustainable growth challenge 0.12445* (0.01295)
Livestock dummy variable —0.02656* (0.01135)
¥ 290.44%*

R 0.1414

B. Dependent Variable: Asset turnover ratio

Intercept 0.03180* (0.00461)
Lagged asset turnover ratio 0.81551%* (0.01314)
Sustainable growth challenge 0.08963* (0.00613)
Livestock dummy variable —0.00356 (0.00593)
x 4,003.68*

R 0.6785

0.07529% (0.00732)
0.43284* (0.02940)
0.11841* (0.01590)

220.38*
0.1655

0.02450* (0.00456)
0.83363* (0.01327)
0.15264* (0.00758)

4,184.23*
0.7418

C. Dependent Variable: Leverage ratio (Assets/Beginning Equity)

1.33523* (0.09326)
0.19434* (0.02150)
2.10445* (0.17006)
0.20475%* (0.16199)
% 240.23*

R 0.1520

D. Dependent Variable: Earnings retention rate
Intercept 0.37690 (0.44436)
Lagged earnings retention rate —0.00212 (0.03103)
Sustainable growth challenge 0.89890 (1.01032)
Livestock dummy variable 0.08889 (0.95616)
P 0.83

R? 0.0003

E. Dependent Variable: Sustainable Growth Challenge
Intercept 0.03888* (0.01049)
Change in financial efficiency ratio  0.00092 (0.00073)
Change in asset turnover ratio 0.46054* (0.01939)
Change in leverage ratio 0.01764* (0.00151)
Change in earnings retention rate 0.00003 (0.00003)
Livestock dummy variable 0.03108 (0.02274)
% 677.92%

R 0.2671

Intercept

Lagged leverage ratio
Sustainable growth challenge
Lilvestock dummy variable

1.36766* (0.06659)
0.21328* (0.02231)
0.16769 (0.15713)

92.36*
0.0366

0.39525 (0.49483)
—0.00125 (0.03504)
0.35361 (1.49623)

0.06
—0.0002

0.03778* (0.00813)
0.00087 (0.00055)
0.53436* (0.01787)
0.05558* (0.01141)
—0.00002 (0.00011)

902.50%*
0.3824

0.03927* (0.01528)
0.49667* (0.05190)
0.12397* (0.02410)

94.66%*
0.0627

0.06434* (0.01205)
0.71876* (0.03989)
~0.00547 (0.01007)

325.25*
0.3765

1.42652* (0.24059)
0.14367* (0.04286)
5.18184* (0.38333)

189.78*
0.4001

0.38088 (0.32482)
—0.02435 (0.06436)
1.82391% (0.57214)

10.30%*
0.0505

0.07360* (0.03017)
—0.00128 (0.00831)
0.17847* (0.05424)
0.01964* (0.00233)
0.00004 (0.00005)

78.13%*
0.2201

Notes: *, ** denote significance at the 1"and 10 percent confidence levels, respectively
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Table II.

Results of farm-level
econometric analyses
using seemingly
unrelated regressions
(SUR), 1995-2001
(standard errors in
parentheses)
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financial efficiency but not on a one-to-one basis. The current year’s financial efficiency
is about 43 and 50 percent of the lagged value for grain and livestock farms,
respectively. The rate of SGC is an additional significant positive indicator of
variations of financial efficiency ratios for both types of farms.

On the other hand, the effects of lagged asset turnover rates on observed asset
turnover rates are much higher at 83 and 72 percent for grain and livestock farms,
respectively. This is expected given asset fixities and the comparative results among farm
types suggest that livestock producers have greater flexibility in production throughout
the year. Moreover, grain farmers appear to use the asset turnover ratio to balance
growth given the significant positive coefficient of the SGC variable. This is consistent
with the results obtained by Escalante and Barry (2002) confirming the grain farmers’
use of asset productivity-enhancing strategies to attain higher business growth rates.

The evidence here also suggests that livestock farms do not use the asset
productivity-related strategies for balancing growth. Rather, livestock farms rely more
on leveragerelated strategies. In the leverage equations, the SGC variable is
significantly positive for livestock farms, but insignificant for grain farms. Among
livestock farms, there is little, albeit significant, relationship (at 14 percent) between
debts in two consecutive periods, perhaps suggesting a flow from revolving lines of
credit. These farmers, however, are more likely to balance growth using financial
leverage than operating efficiencies. Grain farmers, on the other hand, rely more
heavily on production efficiency-related strategies (affecting financial efficiency and
asset turnover rates) to balance growth. This may be because grain farmers have
greater opportunities to employ enterprise or production diversification plans than
livestock farmers.

Earnings retention is a significant growth balancing strategy only among livestock
farmers. Notably, the earnings retention equation for grain farms does not have any
overall significant explanatory power. This suggests that grain farmers do not relate
retentions or withdrawals in one period to the next. Decisions on earnings retention
seem to be not consciously made to balance growth.

Among the estimating equations for the four levers of performance, only the
leverage equation for livestock farms and the asset turnover equations for all farms
and both farm types produced R* values that exceed 30 percent. The rest of the
estimating equations produced marginal R* values ranging from 3.6 to 16.5 percent.
Consistent with these results, the significant regressors in the fifth estimating equation
for SGC are asset turnover and leverage ratios.

National and regional rates of SGC
The preceding analysis provided strong evidence that farmers in Illinois employ a
number of strategies to balance growth. The results show that there are differences
between cash crop and livestock producers largely due to differences in the fixity of
assets and flexibility in operating strategies. Earlier we argued that in addition to
macroeconomic influences on the agricultural economy there were also micro
influences as well and these, we argue, are due to balancing the various levers of
performance to manage growth. While this appears to be the case for Illinois farmers,
is there a general truth to the proposition at the national level? In this section we apply
the sustainable growth model to aggregate data, again using the SGC as the primary
unit of measurement.

Figure2presentsiasplot of actual growth, sustainable growth and the resulting SGC
rates for USA farms during the period 1981-2001. The trends indicate a tendency for
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farms to experience positive SGCs in the 1980s. Interestingly, the farm sector was
plagued with declining commodity prices during this period, although farmers
continued to receive substantial counter-cyclical subsidies from the government.
However, it appears that positive SGCs can be largely attributed to lower rates of
sustainable growth for the farm sector during these years, instead of the industry’s
capacity to generate higher actual revenues. This is a direct result of the rapid
depletion of farm equity, indicative of the severe financial crises experienced by most
farm businesses at that time. As far back as the mid to late 1970s, the farm sector’s loan
to value ratios had increased significantly, thus, enabling farmers to increase asset
holdings even with less equity commitment. During this time, farmers were able to
monetize their unrealized capital gains as the appreciation of land values allowed
farmers to borrow beyond the farm’s actual repayment capacity. The dramatic decline
of land values in the 1980s, however, ushered in a period of severe financial stress as
the real concern for debt repayment capacity surfaced for farm borrowers that
incurred debts beyond the affordable limit.

In the 1990s, reforms and conservative credit policies implemented by lenders
pressured farmers to make more cautious borrowing decisions. As business expansion
plans were more synchronized with actual farm production and financial capabilities,
the SGC values in the early to mid-1990s in Figure 2 border along the horizontal axis,
suggesting only slight differences between realized and sustainable growth rates.
Notably, the SGC values have been negative from 1998 to 2001, consistent with the
steady plunge of farm commodity prices during this period. Moreover, radical changes
in federal policy towards agriculture involve a shift from market-based to fixed,
decoupled production and price support payments. Although the federal government
later disbursed large ad hoc farm income subsidy appropriations, most farms actually
realized lower business growth rates due to perceptions of increased income volatility
and uncertainty.

Tables III-V report actual farm revenue growth rates, estimates of the rate of
sustainable growth and the resulting SGC rates, respectively, for the ten production
regionswinsthescountry:»ThesUSDAwhas actually introduced a newer scheme for
classifying counties in each state into major farm resource regions, however, since our
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Figure 2.

Rates of actual growth,
sustainable growth and
SGC, US farms, 1981-2001
(Financial Data from the
USDA-ERS)
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Table III.

Average rates of actual
revenue growth of US
farms (percent), by
region, 1981-2001

Year APL* CB® DS° LS? MTNS® NE' NPLNS? PCFC" SE' SPLNS All states

1981 1446 1098 1620 798 —015 1263 1690 206 1653 1316 1142
1982 —-137 -390 -256 014 -—-181 449 4.38 438 -127 092 -131
1983 —847 —1553 —430 —682 1.72 167 -394 886 —466 —460 —6.27
1984 1234 2129 833 767 —-058 162 984 101 905 -0.24 9.18
1985 —9.28 —-210 -934 -518 —-616 -120 -148 310 —-698 -—-241 —4.02
1986 —4.84 —6.76 —929 -349 227 039 —4.09 695 —501 —-087 —315
1987 7.70 401 1761 549 1090 501 548 669 1326 996 7.86
1988 848 172 1663 —156 950 571 1.82 6.17 1214 1144 5.64
1989 789 1282 130 1734 714 471 3.95 475 1299 189 7.85
1990  3.86 008 —011 —-1.08 458 289 1130 295 —-836 760 3.22
1991 —068 —-7.83 251 -505 —-026 -346 566 —-204 725 -124  —-3.09
1992 703 1199 567 003 -265 553 7.76 1.35 -110 -040 4.50
1993 279 -361 205 —-106 1395 -117 —245 990 236 696 222
1994 570 888 917 1072 -393 435 7.01 454 889 184 5.36
1995 —-177 743 -300 —-156 238 —-260 —7.84 059 —099 570  —245
1996 719 2099 1665 955 476 702 2265 789 958 —0.58 11.86
1997 1.66 0.74 —-506 —1.22 692 -332 —6.82 304 215 1349 1.00
1998 020 —-675 —473 189 -003 210 355 =315 044 -710  —-253
1999 -362 —497 547 117 375 —-063 -0.35 140 218 1247 1.02
2000 1248 935 —690 —1.86 294 342 6.36 437 —090 —2.55 3.09
2001 —2.76 197 758 264 434 066 016 —050 652 197 1.99

Notes: *The Appalachian states include Kentucky, North Carolina, Tennessee, Virginia and West
Virginia; "The Corn Belt states include Illinois, Indiana, Iowa, Missouri and Ohio; “The Delta
States are Arkansas, Louisiana and Mississippi; “The Lake States are Michigan, Minnesota and
Wisconsin; “The Mountain States are Arizona, Colorado, Idaho, Montana, Nevada, New Mexico
and Wyoming; ‘The Northeast Region includes Connecticut, Delaware, Maine, Maryland, New
Hampshire, New Jersey, Pennsylvania, Rhode Island and Vermont; #The Northern Plains includes
Kansas, Nebraska, North Dakota and South Dakota; "The Pacific Region includes Alaska,
California, Hawaii, Oregon and Washington; 'The Southeast Region includes Alabama, Florida,
Georgia and South Carolina; and "The Southern Plains includes Oklahoma and Texas

dataset are aggregated at the state level we had to resort to the older farm production
regional classification system which recognized state boundaries in defining the
regions. Hence, the regions considered include the Northeast, Lake States, Corn Belt,
Northern Plains, Appalachian, Southeast, Delta States, Southern Plains, Mountains
and the Pacific. These groupings defined regions as neighboring states with similar
production practices and resource characteristics.

Table VI presents statistical measures for each region to analyze differences in SGC
patterns at certain time periods. The summary indicates overall positive mean SGC
rates across all regions in the 1980s, with mean SGC rates ranging from 1.52 percent for
the Northeastern states to 8.70 percent for the Delta States. The results indicate that the
rapid growth in productivity and expansion throughout the 1980s was far in excess of
what could have been sustained at that time. This trend, as discussed above, is well
known. Farmers across the USA financed the growth of their farm businesses with
increased borrowing to an extent that was not sustainable. The relative variability
indicators (coefficient of variation) are considerably small, with a high of 3.28 percent
for the Northeastern states and a low of 0.67 percent for the Mountain states.

Inrthel980s;positive:SGC rates were the result of fluctuating actual revenue growth
rates (Table III) and (almost consistently) negative sustainable growth rates (Table IV),
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Year APL* CB” DS° LS® MINS® NE' NPLNS® PCFC" SE' SPLNS All states 1L
decisions
1981 —206 -998 —444 —336 052 128 —089 327 —658 245 —203
1982 —2.04 —1033 -964 —573 —512 —247 -579 057 —-369 -211 -551
1983 —066 —334 053 —365 054 149 —370 002 —338 117 —046
1984 —7.75 —2254 —896 —1599 —943 056 —1938 —748 —576 —846 —11.84
1985 —264 —1030 —13.15 —1324 —1148 259 —1151 —524 —281 —1448 —10.27
1986 —105 —547 —1277 —881 -253 457 —608 —885 098 —626 —459 243
1987 —044 543 351 821 084 553 766 —022 573 312 6.59
1988 284 374 181 396 146 592 535 433 601 095 6.04
1989 306 291 —059 612 048 191 395 531 636 013 427
1990 —027 389 259 626 410 —177 277 523 141 039 3.86
1991 251 070 —274 055 019 —071 —209 —087 015 046 0.33
1992 471 347 281 322 —424 647 210 167 394 452 3.37
1993 233 288 281 —005 678 —079 393 269 397 298 5.28
1994 513 357 343 218 274 005 18 054 507 113 2.70
1995 313 236 266 328 259 —012 114 173 189 -213 343
1996 297 533 021 326 242 013 494 219 172 245 392
1997 288 493 419 171 313 -176 379 081 371 482 461
1998 062 266 416 357 006 224 —029 241 290 021 278
1999 296 196 418 455 349 —249 512 073 250 312 5.07
2000 553 265 129 263 243 378 333 155 591 4883 498 Table IV.
2001 215 222 178 189 116 28 134 120 539 434 359 Average rates of
sustainable growth of
Notes: aAppalachlaln bCorn Belt; “Delta States; ‘Lake States; “Mountain States; Northeast; US farms (percent), by
Northern Plains; "Pacific; ‘Southeast; and ‘Southern Plains region, 1981-2001
Year APL® CB® DS® LS® MTNS® NE' NPLNS® PCFC" SE' SPLNS All states
1981 1652 2096 2063 11.3¢ —067 1135 1779 —121 2311 1072 1345
1982 068 643 709 587 331 696 1017 381 242 303 420
1983 —781 —1220 —483 —317 118 018 —024 884 -128 —-578 —581
1984 2009 4384 17.29 2366 885 106 2922 647 1480 823  21.02
1985 —6.64 820 382 805 533 —380 1003 214 —416 1207 6.25
1986 —379 —129 349 532 481 —-418 199 1580 —-598 539 145
1987 814 -—141 1409 —271 1006 —052 -—217 691 754 684 1.27
1988 564 —203 1482 —552 804 —021 —353 184 612 1049 —041
1980 483 991 188 1122 666 280 001 -056 664 176 358
1990 413 —381 —271 —734 048 466 853 -228 -978 721  —0.64
1991 —319 -852 525 —560 —045 -276 —357 -118 710 —170 —341
1992 232 853 286 —318 159 —094 566 -032 —504 —493 113
1993 045 —649 —075 —101 718 —038 -—638 721 —161 398 —306
1994 058 531 574 854 —666 429 515 400 381 071 2.66
1995 —490 -979 —566 —485 —021 -248 —898 —114 —288 —357 —583
1996 423 1565 1644 629 233 688 1771 569 787 —304 794
1997 —1.22 —419 —926 —293 378 —156 —1061 224 —-156 868 —361
1998 —042 -—941 —889 —168 —008 —015 38 -556 —-333 -732 —531
1999 —658 —693 130 —338 026 186 —546 067 —032 936 —4.05 Table V.
2000 696 670 —819 —448 052 —036 303 28 —681 -743 189 Average rates of
2001 —491 -024 58 075 318 —217 -118 -169 114 -237 —160 sustainable growth

Notes: “Appalachlan PCorn Belt; “Delta States; %Lake States; “Mountain States; Northeast;
Northern Plains; "Pacific; ‘Southeast; and ‘Southern Plains

challenge of US farms
(percent), by region,
1981-2001
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Table VI.

Summary statistics for
rates of sustainable
growth challenge, by
region, selected time
periods (percent)

Time period APL* CB?> DS® LS? MTNS® NE' NPLNS® PCFC" SE' SPLNS All states
1981-2001

Mean 167 282 382 168 283 098 338 259 180 249 185
Std. Dev. 725 1290 891 777 396 395 975 477 776 642 652
C.V. 434 457 233 464 140 403 283 184 431 258 352
1980-1989

Mean 418 805 870 601 528 152 703 489 547 58 629
Std. Dev. 975 1636 841 912 356 497 1090 532 924 560 683
C.V 233 203 097 152 067 328 155 109 169 096  1.09
1990-1995

Mean —010 —246 079 —224 032 040 007 105 -140 028 —153
Std. Dev. 338 761 458 570 443 328 728 373 608 464 317
C.V. —3324 —309 58 —255 1384 823 10724 356 —435 1638 —2.07
1996-2001

Mean —033 026 —047 —091 167 075 122 069 —050 —035 —142
Std. Dev. 519 942 1035 395 165 331 972 392 493 756 479
C.V. —-1591 3568 —2213 —436 099 440 795 565 -983 —2149 —3.37

Notes: “Appalachian; bC(_)rn Belt; “Delta States; I ake States; *Mountain States; Northeast;
Northern Plains; "Pacific; ‘Southeast; and *Southern Plains

experienced especially in the Corn Belt, Appalachian, Lake, Northern Plains and the
Southeast regions where grain producers had been most affected by the radical decline
of farmland values. After farmland values had reached its peak in 1982, high interest
rates and declining export demand led to a nationwide 27 percent drop in these values
and compounded debt repayment problems for highly leveraged producers (Stam,
1995). Interestingly, the livestock producers in the Northeast realized positive rates of
growth and sustainability for most of this period as the relatively low sensitivity of
pastureland to sudden market adjustments of land values spared these producers from
the financial repercussions of the boom-bust cycle of the 1970s and 1980s.

In the 1990s, the effects of increasing farm income risk due to greater market
uncertainty and the changing structure of federal policy towards agriculture are
reflected in mixed results obtained for the different regions. The heterogeneity of
regional production profiles account for divergent trends in SGC levels.

During the period 1990-1995 when federal payments provided income stabilization
benefits, the corn and soybean producers in the Corn Belt and Lake States, who largely
benefited from such subsidies, were able to build up excess production capacities as a
result of stronger equity positions and debt servicing capabilities. Hence, these farms
realized negative average SGC rates, with lower relative variability, during this period.
With sustainable growth in excess of actual growth, farmers accumulated cash flows
and rather than reinvesting these cash flows into the farm they used it to reduce debt,
bringing the sustainable and actual growth rates into balance.

Elsewhere in the country, the gap between actual and sustainable growth rates was
lower compared to the wider disparity of growth rates realized in the 1980s. Cotton and
peanut farmers in the Southeast and Delta states continued to receive federal support,
althoughmmotsbyrassmuchsas the subsidies appropriated for the grain producers. The
dairy, cattle, hog and broiler farmers in the Northeast, Northern Plains, Mountain
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states and Southern Plains relied on marketing strategies and production alliances to
enhance financial conditions resulting in greater access to more sources of capital.

As federal farm support veered away from a market-oriented type of subsidy and
agricultural commodity prices declined steadily in the latter part of the 1990s, mean
SGC rates still remained close to 1 although relative variability increased considerably
in six of ten regions.

Conclusions

This paper has presented a different approach to examining certain aspects of
agriculture finance using the concept of sustainable growth as presented by Higgins
(1977, 2003). The sustainable growth model requires a balance between increased sales
at the farm level and changes in corresponding accounting measures such as profit
margin, owner withdrawals or business retention rates, asset turnover and financial
leverage. We argue that this paradigm can be used to explain observed financial and
operating conditions in agriculture. In particular, we note that when farm revenues
increase above a measured sustainable growth rate, there is also a tendency for farm
debt to increase, and when revenues fall, there is a tendency for farm debt to decrease.
But the role of debt is not so simply related to increases in sales. Household
consumption expenditures, represented by owner withdrawals, also play a role. As
expenditures increase due to inflation, the retention ratio is reduced and sustainable
growth falls relative to sales. This condition increases the pressure on cash flow and
increased use of debt. Likewise, in periods of inflationary land values, as turnover falls
and if sustainable growth falls relative to sales, cash shortages need to be absorbed
through either restrictions in household expenditures or increased use of debt.

Results of econometric analyses using farm-level financial data indicate the
relevance of the sustainable growth paradigm in explaining most financial and
operating decisions made by farm businesses in each year. The farms’ tendencies to
attain balanced growth seem to be more influenced by asset productivity and leverage
decisions, which are given different emphasis by grain and livestock farms due to
differing operational structures and constraints. Specifically, grain farms, which enjoy
greater flexibility to implement diversification strategies, are more inclined to balance
growth through adjustments in production efficiencies. Livestock farms, on the other
hand, tend to use more financial leveraging to attain the same goal.

This study has also provided estimates of actual and sustainable growth rates from
1981 to 2001 for the seven producing regions in the USA and discusses these within the
context of the farm economy. In general, it has been shown that the farm sector has
adapted to positive or negative SGCs in a manner consistent with the model. Most
importantly, from an equilibrium point of view, countercyclical measures of the SGC
indicate that there is always a tendency towards balanced growth. Our analyses show
a general contribution to the sustainable growth paradigm.

Note

1. Of course, the real options approach of Dixit and Pyndick (1994) is conceptually not new
to agricultural supply. In describing business cycles, or growth patterns, in agriculture,
Wilcox, Cochrane and Herdt (1974) write “Let us begin this description at the bottom of
the trough, in the pit of a depression. At such time, business firms (farm and non-farm)
have reduced their orders for equipment, land, buildings and other producer goods to the
minimum; possibly below the replacement rate. Business firms are delaying decisions to
mvest as long as possible because they fear the future. Businessmen do not feel certain
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that the bottom has been reached, and they do not want to sink their scarce funds in
heavy equipment if conditions are going to get worse (p. 262).”
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