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More generally, the source of profitability problems
can occur across four areas: (1) assets, (2) liabilities,
(3) revenue, and (4) expenses. Asset-based profitability
problems can result from inefficient use of assets, utiliz-
ing the wrong mix of assets, or employing high-priced
assets. Liability-based problems could be the wrong mix
of debt, too much debt, or interest cost being too high.
Revenue-based problems are likely the result of low pro-
duction or poor commodity prices, while expense-based
issues could be operational inefficiencies or inadequate
cost controls. Identifying the profitability components
and sources of profitability problems can help address
whether profitability changes are a result of a single-year
problem or a performance trend. Examples of some of the
ratios used to identify potential problems across the four
general areas are identified in Table 2.

TABLE 2.

COMPONENT RATIOS USED TO IDENTIFY SOURCES
OF PROFITABILITY PROBLEMS

Liability-based Measures

Asset-hased Measures

Asset turnover Leverage ratios
Machinery operating cost per acre Interest expense to total revenue
operated Asset structure compared to debt

Machinery value per acre operated
Land value per acre owned
Depreciation to total revenue

structure
Average interest paid on debt

Revenue-based Measures

Average yield per acre

Average livestock production per unit
Average price received per unit sold
QOperating profit margin

Expense-based Measures

Cost items per acre or livestock unit
Operating cost to total revenue
Operating profit margin

Distributions of some of these ratios for Illinois farms
are provided in Table 3. These measures often vary by
farm type, size of farm, and land ownership. More detailed
distributions of these ratios and other ratios can be
accessed with the Ratio Calculator and Benchmark Ratio
tools at www.farmdoc.wiuc.edu/fasttools/.

TABLE 3.

DISTRIBUTION OF PROFITABILITY
MEASURES AND COMPONENTS

Operating  Interest
Operating Expenses/  Expense/
Profit Asset Total Total

Percentile  ROFE Margin __ Turnover  Revenue  Revenue
10% -145%  -15.6% 13.9% 46.7% 3.8%
20% -5.8% -4.0% 18.0% 51.7% 6.2%
30% -2.3% 2.6% 21.9% 55.4% 8.3%
40% 0.0% 7.3% 25.9% 59.0% 10.1%
50% 1.9% 11.3% 30.3% 62.4% 11.9%
60% 3.9% 15.2% 35.1% 66.1% 13.6%
70% 6.1% 19.0% 41.0% 69.8% 15.6%
80% 9.6% 23.2% 48.7% 74.5% 18.2%
90% 17.2% 29.2% 63.1% 81.9% 22.3%

Machinery costs are one of the most important factors
differentiating profitability among Midwest grain farms.
Table 4 provides a distribution of per-acre market value of
machinery and equipment investment by size of farm. The
median per-acre value for farms over 2,000 acres is over
$100 per acre less ($181.1 vs. $283.8) than farms with less
than 600 acres. These values can be useful in assessing the
level of machinery investments in your operation.

TABLE 4.
DISTRIBUTION OF MACHINERY VALUE PER ACRE
FOR ILLINOIS GRAIN FARMS
SIZE OF FARM IN ACRES
Less 601 - 1,001- 1,501- Greater
Percentile__than 600 1,000 1,500 2,000 than 2,000
10% 1429 132.6 139.6 109.3 85.0
20% 183.5 168.8 169.6 1411 129.5
30% 2155 199.3 192.5 170.9 142.5
40% 249.7 2242 2196 199.9 163.8
50% 283.8 256.2 238.1 2216 181.1
60% 3191 285.7 258.4 2418 202.9
70% 3929 336.1 303.8 289.6 2481
80% 4237 353.0 315.8 307.0 2732
90% 520.2 422.3 369.6 362.3 298.5
SUMMARY

You face many decisions as you respond to the changing
global economic environment. These decisions are
becoming more complex as risk management tools
evolve, enterprise choices expand, and profit margins
continue to tighten. Understanding your profitability com-
ponents and trends is an important aspect in assessing
your current and future financing needs and evaluating
your overall risk.

This series of benchmarking articles emphasized the
importance of using alternative benchmarks. The bench-
marks may be useful in assessing your strengths and
weaknesses. Comparison to benchmarks is only one
aspect of your managerial assessment process. There are
many reasons you may deviate from these benchmarks.
The benchmarks give you a starting point to evaluate
potential red flags or areas you need to investigate in
greater detail.

Developing an understanding of the key drivers of your
future profitability from your lender's perspective will
help you and your banker accurately assess your long-
term growth prospects.

Paul Ellinger is an associate professor at the
University of Illinois. He can be reached at
(217) 333-5503. Visit his Web page at
www.farmdoc.uiuc.edu/about/Elinger.
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