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Introduction
Having a clear vision for your money is one
of the most important things you can do
to set yourself on the right track. There’s
a lot to consider. And with so many
resources available, it can be overwhelming
to find the right information when you
need it.
We’ve put together a collection of our
best financial basics. From understanding
debt and managing your cash flow, to farm
taxes and ratios, this guide will give you
everything you need to help you on the
path to farm financial success.
Read through the whole thing or dig into
a couple of sections. Whatever you need,
we’re here to help.
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Borrowing basics
Perhaps you’re a young farmer
borrowing money for the first time.
Or, maybe it’s been a while since you’ve
applied for a loan and need a refresher.
No matter what stage you’re at, there’s
always something new to learn. We’re
going to review some borrowing basics:
What you need to apply for a loan
How much you need for a down payment
Choosing the right loan length, interest rate
and amortization
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1 Borrowing basics

Applying for a loan checklist
Before you meet your lender, collect your
financial information. Give yourself time to
gather and review all required documents.
You should understand your financial
statements (beyond how much money
you’ve made and your tax situation) and
be able to answer any questions to show
you know your operation.
What to consider:
Net worth statement: This provides a snapshot

of your assets and liabilities. It also shows how
you can manage the requested loan. You’ll need
one for each borrower involved.
 Tax returns and financial statements: Your lender

will want to see past income tax returns and any
accountant-prepared financial statements dating
back three years. It helps them determine if you
have the overall financial capability to make the
loan payments.

 Third-party assistance (for large loans): If you

T ools and ratios: Consider a cash flow analysis,
especially if there are times in the year when
expenses outpace income. Financial ratios can
be calculated to determine the health of a
business, which is important for securing a loan.
Accounting software like AgExpert makes
financial ratios easy to obtain.
 usiness plan: If you’re new to farming, or if
B
your loan is for a farming enterprise that’s a
drastic departure from what you’ve been doing,
a complete business plan may be required.
 Identification: If you have off-farm income, bring

recent pay stubs or written employer verification.
And don’t forget to bring government-issued
photo ID to verify your identity.

Down payment
For a land loan, you typically need
a down payment equal to 25% of the
purchase price. Since that can be a lot
of money to come up with, it’s common
to pledge other land as security rather
than making a down payment. It’s also
possible to use a combination of land
and cash.
Beginning farmers often have family
support and land owned by the family
can be pledged instead of the down
payment. By becoming a co-applicant,
the family can provide support without
providing cash. However, they become
equally responsible for the loan.

have a complicated situation or are borrowing
a sizable amount, it’s a good idea to involve
someone like your accountant to help with
financial planning.
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FCC RELATIONSHIP MANAGER TIP

“Ask your accountant to email your tax return
and financial statement to your lender – even
if you don’t have lending in mind. It will speed
up last-minute buying opportunities because
we’ll have your financials prepared and ready
to put a deal together.”

Tatum Claypool
North Battleford, Sask.

FCC BUSINESS DEVELOPMENT MANAGER TIP

“Be aware of Application Fees, Annual Review
Fees, Stamping Fees, Renewal Term Fees.
Lenders often use these to recover the cost
of providing a low interest rate. Get a second
opinion and include what other features and
benefits might come with the loan product.”

Lowell Befus
Lethbridge, Alta.
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Loan length, interest rates and amortization
Loan length: The rule is to match the loan length
to the life of the asset. For new equipment,
terms of seven to 10 years, are typical. For used
equipment, five to seven years, is standard. For
land, loans of up to a maximum of 29 years are
possible, but most are in the 20 to 25-year range.

You can also select the prepayment provisions
that meet your needs. Some loans are open, and
you can prepay any amount of principal without
penalty. You can also choose a closed loan but
will be penalized if you repay more than a
percentage of the principal in any given year.

Interest rates: You have choices – a variable
rate that fluctuates or a fixed rate that holds for
a specified length of time. Note, you might have
a 20-year land loan, but only have a term of five
or 10 years at the fixed interest rate. At the end
of the term, the interest rate is subject to change.
Historically, the variable rate has often been
lower than the fixed rate, but a fixed rate
provides predictability.

Amortization: Loan payments are amortized,
meaning they’re divided into equal annual
payments. However, in the early years, most of
the payment goes towards interest, while in the
later years, it goes toward principal. The amount
of interest vs. principal has ramifications for
income tax since interest payments are a
deductible expense while principal payments
are not. An example of an amortization table
is below.

Payment

Amount

Principal

Interest

Balance

1

$40,330.30

$15,082.94

$25,247.45

$484,917.06

2

$40,330.30

$15,787.30

$24,543.09

$469,129.76

3

$40,330.30

$16,580.70

$23,749.69

$452,549.06

***

***

***

***

***

18

$40,330.30

$34,778.03

$5,552.36

$74,924.37

19

$40,330.30

$36,537.34

$3,793.05

$38,387.03

20

$40,330.30

$38,387.03

$1,943.34

$0.00

$500,000.00

PUT YOUR IDEAS INTO ACTION

So now that you understand
some of the borrowing basics,
work on some of the things we
discussed to help get you prepared
to meet your lender.
Here are 5 ideas to get started:

 Complete your net worth statement (PDF)
Work on your business plan
 uild your understanding of financial
B
statements
Develop a cash flow plan
Connect with your lender

MONEY AND FINANCE – THE BASICS

Understanding debt
You seldom hear the question, “Do you
have enough debt?” The usual caution
is having too much and being unable
to make the payments. However, if your
farm business is expanding, diversifying
or transitioning to the next generation,
debt is a tool to help you achieve your
objectives. Attitudes about debt differ,
but understanding it is key to using
it properly.
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2 Understanding debt

Good debt or bad debt

Credit scores

There are countless stories about people
maxing out their credit cards on consumer
spending. If you’re using debt to buy fancy
cars, a big boat or lavish holidays that you
can’t afford, it’s a bad idea.

As people have more and more access
to credit, the need has grown for a
comprehensive credit rating system to
track individual performance. You’ve
probably heard that everyone has a credit
score based on their borrowing history,
but you may only have a vague idea of
how this works.

If interest payments on a loan are not tax-deductible,
it’s a personal loan, not a business loan.
Not all personal loans are bad. Most people take out
a mortgage to buy their home, but debt for a wellplanned business purpose is different. If a loan
makes your farm more profitable and sustainable in
the long run, and if you have a solid repayment plan,
it can be an essential business instrument. But, it’s
ill-advised to pay for something beyond its useful life,
like breeding stock and equipment. Like any tool,
debt needs to be understood and respected.

When you sit down with a lender and apply for a
loan, you’ll grant permission for the lender to access
your credit score. This rating reflects the relationship
with your current creditors, including how diligent
you’ve been in repaying as agreed.
Most people don’t realize that paying your cell phone
bill late can reduce your credit score. In the same
way, always making the minimum payment on your
credit cards rather than paying off the entire amount
owing can erode your credit rating. Credit scores
improve if you maintain a record of paying on time
and don’t appear to be over-utilizing credit. On the
other hand, shopping around for credit at many
places over a short time will hurt your score.

A lender is not supposed to share your actual credit
score number but may ask about specific incidents.
Be prepared to explain any negatives. There are often
two sides to the story.
Late payments or collections can damage your rating
for years. And credit rating history typically goes back
at least six years. However, with diligent effort, you
can improve your score.
The two national credit bureaus in Canada are
TransUnion Canada and Equifax Canada. You can
obtain a free copy of your credit report from each
bureau. The credit report will not include your credit
score but can be available for a small fee. The scoring
system runs from 300 to 900. The higher the score,
the better your rating.
Mistakes in credit reports and scores can and do
occur, so it can be valuable to check this information
at regular intervals.
Learn more about credit reports and score basics
from the Government of Canada.
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Working capital

For most farm loans, credit score is never
discussed, which typically means the lender
is comfortable with your repayment history.
A credit score is about history but taking
out a new loan is about your future ability
to pay. And one way to assess this is to
calculate your working capital using the
current ratio.
See section 4: Financial statements and ratios –
to learn how to calculate the Current Ratio.

Being debt-averse can also create working capital
problems. Farming is capital intensive and requires
continual investment and replacement of assets that
give back to your operation over the long term.
Depleting your cash rather than having a manageable
loan can leave you lacking working capital. For
example: when a business makes a capital purchase
with cash instead of financing, they risk running short
of cash later in the year.

Alternatively, financing the asset over its useful life
(the duration of time that asset will generate income
for your operation) will free up the cash to cushion
the highs and lows that come with our industry.
If your working capital is quite good, say a current
ratio of 1.5, you still might run into cash flow
problems. Your cash may not appear on time
during the year to match your expense obligations.

PUT YOUR IDEAS INTO ACTION

Check that your current
financing terms match the
useful life of the asset

FCC RELATIONSHIP MANAGER TIP

“Considering making extra payments on your
land or equipment loans? Take the time to
calculate your working capital and current
ratio. If they’re below the guidelines, it may
be better to hold onto your extra cash and
keep it for a rainy day.”

Calculate your working
capital or current ratio

Iain MacDonald
Saskatoon, Sask.
Check your credit report
annually to check for errors
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Managing cash flow
A cash flow budget is an estimate of
all cash receipts and expenses expected
to occur during a specific period. Cash
flow examines money movement, not
net income or profitability, but it’s an
essential part of financial management.

3
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3 Managing cash flow

Cash flow budgets and cash flow statements are different.
A budget is a projection of what’s going to happen. A statement
shows what’s happened in the past.

12

Here are a couple of scenarios to illustrate why you need a cash flow budget:

Scenario 1: You’ve rented more

Scenario 2: In the past, your

cropland for the new growing season.
You know your cost of production,
and you’re confident the additional
acres will enhance profitability and
move your farm ahead financially.
But, will you have cash available
when rental payments are due?
And, what about other farm input
expenses that need to be paid before
any crop is harvested? Is your
current operating loan adequate?

cow-calf operation has sold
calves during the fall calf run, but
now you’d like to background most
of the calves and sell them at a
heavier weight in the spring. You
have the feed available, and you
believe this will enhance your
profitability. But what will
the income delay mean to your
cash flow?

In both scenarios, a significant
change in the business plan
increases the need for proper cash
flow analysis before making any
final decisions. Cash flow planning
is also needed on farms that may
not be making significant changes.
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3 Managing cash flow

Know
when cash flow will be tight

so you can plan for the shortfall
I dentify the best loan term and
repayment schedule
 ake marketing decisions that are not
M
under cash shortfall constraints
 Analyze if interest rates rise or
commodity prices drop (sensitivity
analysis)
 Help you decide to lease or buy a major

piece of equipment

Benefits of cash flow planning/analysis

Cash flow vs. profitability

Different farms face different challenges.
For example, on dairy and poultry
operations, cash inflow typically is regular
and predictable. For pork producers, sale
volumes may be consistent, but prices could
fluctuate dramatically. If you’re establishing
a vineyard or orchard, it may be several
years before you have any income and yet
high costs are incurred during that time.

If your cash flow is healthy and your
business is profitable, it could be a good
time to pay down debt or consider
expansion.

Many farms should calculate their cash flow monthly,
while others can manage bi-monthly or quarterly.
A cash flow budget is straightforward. It records
your projected cash inflow and outflow for a specific
period, along with the resulting cash balance.
Typically, you’ll want to be projecting your cash
flows a year or more in advance.
Download a month-by-month cash flow sample from
our Cash Flow Planning Guide.

A business can have significant cash flow shortfalls
throughout the year and be profitable. Cash flow is
not a measure of profitability. It excludes non-cash
elements like depreciation but includes cash-reducing
items like principal payments. These subtle but
powerful differences make cash flow analysis a
powerful tool for farm business managers.
Off-farm sources of income (like salaries or from
other business ventures) can also contribute to cash
flow. You can consider this income in your cash flow
analysis, but it doesn’t count towards the farm’s
profitability. But, if you schedule withdrawals from
the farm to pay living expenses, it should be part of
the analysis.
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Review and update regularly
FCC RELATIONSHIP MANAGER TIP

“Avoid crossing the balance sheet. For
example, using a credit line to purchase
a tractor. This depletes the amount of cash
available for operating expenses like crop
inputs. If you don’t have cash to purchase
a tractor, get a term loan to match with the
term asset instead.”

Wes Dymond
Sarnia, Ont.

It’s helpful to compare your cash flow
budget against your cash flow statement
and note any changes. Update your cash
flow budget as new information becomes
available. It’s only as accurate as the
assumptions used to prepare it. Cash flow
items like loan repayments and utility bills
are usually predictable. There may be
slight variations, but you know how much
will be paid and when.
But the timing and amount of other cash flow
elements can vary greatly per year. A large,
unexpected equipment repair bill or an additional
pesticide application can materialize at an
inopportune time. Feed prices can rise due to
supply shortages.
Opportunities don’t always have the best timing
either. A piece of land you’ve always wanted might
become available, and you now require a cash down
payment. Feed could be readily available and cheap,
but can you afford to background your calf crop this
year? Or you have a bumper crop, but not enough bin
capacity and you wonder if you can you afford a new
lease payment.

Despite the unknowns and uncertainties, cash flow
planning is the only way to anticipate shortfalls and
take appropriate action in advance.
Operating loans

It’s common for farms to use operating
loans or lines of credit to bridge the
expected gaps in cash flow. The federal
government also supports a cash advance
program for livestock and crops with the
first $400,000 interest-free.
Sometimes crop input loans or delayed payment
options are available from vendors. These might be
viable options if the input costs and interest payable
is competitive. However, you don’t want options
that cost more than necessary. A cash flow budget
provides the most accurate estimate of what the
cash shortfall may be and what actions are most
appropriate.
Again, cash flow analysis is not a measurement of
profitability. However, if your operating loan balance
has continued to increase or you’ve struggled to
revolve it while your overall farm size isn’t growing,
it could be a sign of profitability issues.

MONEY AND FINANCE – THE BASICS

3 Managing cash flow

Operating loans should only be used to cover
operating expenses (the costs needed to produce
a product like grain, market livestock, milk, etc.).
Purchasing capital assets with operating loan funds
can cause financial trouble. The cash needed to run
the business is tied up paying for an asset that will
“pay for itself” over multiple operating cycles.
Therefore, capital assets should be financed longerterm. To manage this, some producers develop a
multiple-year plan to consider their farm’s equipment
replacement requirements – typically for the next five
years. Often referred to as a capital budget, this plan
is flexible as situations change, but these projections
can dovetail into your cash flow planning.
Marketing and purchasing considerations

Dairy, poultry and hog operations typically
market their production regularly. Cow-calf
producers and cash crop farmers have more
flexibility and may try to time their sales to
coincide with better pricing opportunities.
Sometimes crops are stored for many
months or even years. This practice of
holding inventory can potentially increase
your returns. However, consider all the
costs involved in grain storage.

But holding commodities off the market is only
feasible if it fits within a cash flow plan. The flip side
is being forced to market your product no matter the
price because you’re in a cash flow crunch. Cash
flow planning can help you avoid this situation.
If you’re a grain farmer and your cash flow analysis
shows you need to sell soon after harvest to
meet expense commitments, you can decide in
advance about what to sell and whether to forward
contract. If you don’t plan and discover you need to
sell within a short time, you’re marketing options may
be less attractive.
As the old axiom states, cash is king. That’s why
cash flow planning is such an integral part of farm
financial planning. A cash flow statement records
your history. A cash flow budget projects for the
future.

PUT YOUR IDEAS INTO ACTION

Develop a cash flow
budget and update it regularly

Use your cash flow budget
to help with business decisions

Talk to your financial lender
if you have any questions
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Financial statements
and ratios
“When I want to know how my farm
is doing financially, I just check my
bank account.” Accountants and
lenders shake their heads when they
hear this sort of statement. While
it’s important to monitor your bank
balance, it provides limited information
on how your farm is performing
financially.
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Financial statements
To make informed decisions, you need these three commonly used financial
statements – income (profit and loss), balance sheet and cash flow.

Income statement:

Balance sheet:

Cash flow statement:

 Shows revenues and expenses
over a specific time

 Displays the company’s assets,
liabilities and shareholders’ equity

 Shows the net change in cash
position over a specific period

 Bottom line is the net income
for the business

 Assets = Liabilities + Shareholder’s
Equity

 Adjusts for non-cash expenses
such as depreciation

 Accounts for depreciation,
receivables, payables and inventory
changes (accrual basis)

 Snapshot of financial position
at a specific point

 Used to assess profitability
Cash in the bank doesn’t tell you if the
operation was profitable in the past
fiscal period. Only an income statement
can tell you that.

Cash in the bank is just one element
of your asset base. It doesn’t tell you
anything about the farm’s liabilities.

A cash flow statement shows what
occurred and can inform your cash flow
budgets as you project into the future.
On its own, your bank balance doesn’t
have much value if you don’t account for
upcoming expenses and revenues.

Note: Information from the balance sheet and the income
statement is needed to create the cash flow statement.
Accounting software programs like AgExpert can
automatically generate financial statements.
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Financial ratios
With the information collected from
financial statements, you can calculate
financial ratios for a deeper dive into
your financial situation. Ratios can also
help you pinpoint opportunities and
challenges.

You can use your current ratio to compare
against others in your sector. More
importantly, you can track your current ratio
over time to better understand changes in
your operation. If your current ratio is
declining, it’s a sign expenses are growing
faster than revenues.

Current Ratio

It’s also important to use a cash flow budget
to track the timing of cash inflow and outflow.
Even with a strong current ratio, issues arise
if you don’t plan. For example, a cash crop
producer spends a lot of money on inputs
before any crop is available for sale. The
current ratio for the year may look good, but
a cash flow budget will show if a cash crunch
might be looming.

The current ratio (also known as liquidity)
calculates your ability to meet financial
obligations as they come due.

Current Ratio = Current Assets /
Current Liabilities
Current assets are short-term liquid assets
that can reasonably be converted to cash in
a year. Current liabilities are expenses and
payments due within the year.
A ratio above 1.5 is considered ideal. Higher
suggests your money could be working
harder. Lower than 1.0 means a farm lacks the
current assets to cover short term liabilities
and would require additional cash either
through a cash injection or other financing.

Accrual vs. cash accounting
For ratios that involve income and expenses,
it’s important to use information from an accrual
system of accounting rather than a cash basis.
In cash accounting, you record income or expense
only when cash is received or paid. Inventory is not
included. Farmers can use the cash basis for filing
income tax. For instance, an unsold crop doesn’t
have to be considered income and purchased
inputs can be used as an expense even if they are
for next year’s growing season.
With accrual accounting, you record income and
expenses when a sale or purchase is made, even
if the money hasn’t changed hands. Changes in
value of all inventories, including livestock, crops
and purchased inputs, form part of the income
calculation. The actual income and expenses for
the production year are matched to provide proper
information for financial planning.
The accrual accounting system is the basis of
support under the AgriStability business risk
management program as well as some private
revenue insurance offerings.
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Debt service coverage ratio
The debt service coverage ratio (DSCR)
is a similar calculation to the current
ratio – it measures an operation’s ability
to service debt. It’s one of the first
indicators a lender will examine when
you’re looking to borrow more money.

DSCR = Net Income Available for Debt
Servicing / Debt Service
The net income available for debt servicing is
net farm income after taxes + term interest +
depreciation – drawings (living expenses). Or,
dividends + net off-farm income. Depreciation
(or capital cost allowance) is added back in
because it isn’t a cash cost.
Debt service includes all debt obligations due
in a year, including short-term debt and the
current portion of long-term debt that will be
due, including interest.
As with the current ratio, a DSCR of 1.5 is
considered healthy, while a ratio below
1.0 indicates a difficulty in servicing debt.
Remember, cash is king, and a cash flow
budget is important even with a healthy
current ratio or debt service coverage ratio.
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Debt-to-asset and debt-to-equity ratios
While the current ratio and the debt service
coverage ratio measure liquidity, the debtto-asset ratio measures solvency and the
ability for an operation to meet long-term
financial obligations.

Debt-to-Assets Ratio = Total Liabilities /
Total Assets
Note that total liabilities include long-term debt
for equipment, vehicles, farmland and quota, as
well as short-term liabilities such as a line of
credit, operating loan and unpaid invoices, and
credit card balances.
Total assets include fixed assets such as
farmland, buildings and equipment as well as
current assets.
The debt-to-asset ratio indicates the amount of
debt for each dollar of assets. Although financial
advisors’ views may differ slightly, a ratio of less
than 0.25 is strong, between 0.25 and 0.40 is
satisfactory, and more than 0.40 is weak (highly
leveraged).

Other ratios are often used to express the same
information in different ways. For instance,
the debt-to-equity ratio is total farm liabilities
divided by total farm equity. In this case,
a ratio of less than 0.4 is strong, with 0.40 to
1.0 as satisfactory and more than 1.0 as weak.

Example:
If a farm’s total assets are worth $1 million
and the total debt is $300,000, the equity
is $700,000.
The debt-to-asset ratio is $300,000, divided by
$1 million, which is 0.30 and considered
satisfactory.
The debt-to-equity ratio is $300,000 divided by
$700,000, which is 0.43, which again is
satisfactory.
When you hear a business is highly leveraged,
it has high debt relative to its equity. For
instance, if the leverage of your farm is 2.0,
it means creditors have invested $2 in your
business for every $1 that you have. Generally,
lenders aren’t comfortable adding more debt
to an already highly leveraged business. They
risk losing more than the owner if the business
failed. But, if your leverage is low, you have
strong equity and will have more financing
options for new opportunities.
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Operating expense ratio
The operating expense ratio (OER)
measures an operation’s variable costs
relative to its gross revenue.

OER = Total Operating Expenses /
Gross Revenue
Operating expenses are variable costs such as
labour, feed, crop protection products, fuel,
maintenance, insurance and repairs. Loan
payments, depreciation, property taxes, land
rent expense and capital improvements are not
included in operating expenses.

Reducing total operating expenses without
damaging gross income improves a farm’s
efficiency. There are many ways to do this, but
it takes proactive management and attention
to detail. Some examples include doing more
of your equipment repairs and buying fertilizer
well in advance of seeding when prices are
usually lower.

If your OER is 60%, it indicates that you’re
spending 60% of revenue on variable expenses
– 60 cents out of every dollar. If your OER is too
high, it reduces the revenue available to cover
fixed costs and build equity.
Different sectors within agriculture typically
have different OERs. This ratio is best used to
capture what’s happening in an operation over
several years. The OER increases when
expenses rise more rapidly than income.
The ratio should be used in conjunction with
other ratios to accurately assess overall
financial health.

MONEY AND FINANCE – THE BASICS

4 Financial statements and ratios

Return-on-assets ratio
The return-on-assets ratio (ROA) is
a measure of farm profitability relative
to total assets. The higher your ratio,
the better you are leveraging assets
to turn a profit. While there’s no ideal
ROA, a higher ROA makes it easier to
service debt.

 Don’t use ratios in isolation. Your current
ratio might look strong because your
liabilities are low, but your working capital
(current assets – current liabilities) might
be minimal.

PUT YOUR IDEAS INTO ACTION

 Ratios don’t pay the bills – dollars do.
ROA = Net income / Total assets
Considerations when using ratios:

 Different ratios can be used to calculate
and assess your farm’s financial situation
and have a place in decision making.
However, year-to-year comparisons should
be made for similar timeframes, typically at
the end of the fiscal year.

 Collect information from your income tax
returns, financial documents, AgExpert
software and other records
 Calculate ratios for previous comparable
time periods
T alk to your financial advisor, accountant
or lender about using ratios as a tool for
analysis
 Use FCC financial ratio calculators to make
the process easier
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Managing financial risk
If you wrote down all the unexpected
things that could cause you to not meet
your financial projections, it would be
a long list. Any changes in weather,
commodity prices, input costs or
interest rates can impact the way you
do business. In addition to these is
your tolerance for risk.

5
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5 Managing financial risk

Conduct a sensitivity analysis
Everyone has a different comfort
level with risk. And it often changes
depending on your age, business stage
or family situation. And it even varies
between members of your family farm.
If you’re near retirement, you may have
a different risk appetite, compared to
if you’re younger and ready to grow
the operation.
While the future is uncertain, you
should always consider the risks facing
your business, any implications and
what mitigation options are available
to you.

Sensitivity analysis is a useful tool for gauging
financial risk. You can run scenarios on how the
business would be affected by higher interest
rates, a drop in revenue, higher than anticipated
input costs or a combination of these factors.
Understanding your financial situation is a good
starting point to building resilience and makes it
easier to prioritize the biggest threats to your
business. An analysis will also help you select
the best strategies to address possible risks.
To shelter your operation from risks, start with
things you can control like:

FCC ACCOUNT MANAGER TIP

“Planning a build? Set aside an additional
15-20% of the final budget for contingency
costs. Many months can go by between the
first round of tenders and construction
start-up, and costs may change.”

Nancy Lamothe
Beauharnois, Que.

 Locking in borrowing costs with a fixed
interest rate
 Staggering your loan renewal dates
 Using the futures market or contracts to
lock in prices
 Pre-purchasing inputs to guard against price
increases
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Government insurance programs
Agriculture and Agri-Food Canada funds
a suite of business risk management
programs for farmers including AgriInvest,
AgriStability and AgriInsurance. Here are
the program basics and how they might fit
into your risk management plan.
AgriInvest
With AgriInvest, you can deposit 1% of your
eligible net sales each year and receive a
matching government contribution. You can
withdraw funds at any time, but it comes first
from government contributions and any earned
interest and is included as income for tax
purposes. Supply managed commodities are
ineligible for AgriInvest.

AgriStability
While AgriInvest helps you manage small margin
declines, AgriStability provides support for
significant margin declines. Enrolled producers
receive a payment when their current year
program margin falls below 70% of their
reference margin. Payment is 70% of the
margin shortfall.

Margins are based on revenue minus eligible
expenses. Your reference margin is your average
program margin for the past five years, with the
lowest and highest margin years dropped from
the calculation. Your reference margin will be
limited to the lower of your historical margin
or your average allowable expenses for the
years used.
AgriStability will change in 2020 so that
payments received from private insurance
programs will no longer offset AgriStability
support. Previously, proceeds received from
private hail insurance, the Western Livestock
Price Insurance Program, Global Ag Risk
Solutions and others counted as income and
correspondingly reduced AgriStability payouts.
However, payments from government-supported
AgriInsurance or crop insurance programs will
continue to offset AgriStability payments since
these programs all receive substantial
government funding.

AgriInsurance
AgriInsurance (crop insurance), is production
insurance. Because it’s administered provincially,
each program and its available options and
eligible crops differ. There may be coverage
options you haven’t explored, so review program
details thoroughly. Premiums and coverage
levels are adjusted each year, and new coverage
options are implemented. Watch for
announcements and the deadlines to implement
changes in your policy. These typically occur
before the growing season.
Not all producers enrol in crop insurance. Some
prefer to take the risk of a production shortfall
and save the premium cost. Your appetite for risk
and your overall financial situation factor into
your insurance decisions, but it’s best to base
decisions on analysis rather than gut instinct.

Producers who don’t use crop insurance may
have their AgriStability benefit reduced. This
reduction occurs only if the producer has a
negative program year margin. Still, it’s a reason
to keep crop insurance and not assume that
AgriStability will cover all your production risk.
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Provincial insurance programs
PUT YOUR IDEAS INTO ACTION

Each province has a variety of insurance
programs for all agricultural sectors:
Newfoundland and Labrador:
Department of Fisheries, Forestry and Agriculture

Ontario:
AgriCorp
Overview

Prince Edward Island:
Department of Agriculture and Land

Nova Scotia:

Perform a sensitivity analysis
to determine your risk health

Saskatchewan:
Saskatchewan Crop Insurance Corporation

New Brunswick:
Department of Agriculture, Aquaculture and Fisheries

management team, accountant,
advisor and lender

Manitoba:
Manitoba Agricultural Services Corporation

Department of Agriculture

Discuss financial risks with your

Alberta:
Agriculture Financial Services Corporation

Understand and use support
programs that make sense for
your operation

Quebec:
La Financière agricole du Québec

British Columbia:
Ministry of Agriculture, Food and Fisheries
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Farm tax planning
Tax rules are complicated. They vary
from one province to another and
different accountants may recommend
different strategies to minimize your tax
liability. So while professional tax advice
is vital, it’s also important to understand
basic tax principles.
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Should your farm be incorporated?
The pros and cons depend on your situation.
Corporate tax rates are significantly lower
than personal tax rates, particularly up to the
$500,000 taxable income level that qualifies
for the small business deduction. However,
incorporation isn’t always the best approach.
It needs to make sense for you and your
operation.
The benefits hinge on how much income is
generated by the farm and what you need to
withdraw personally. If you’re taking out most of
the farm’s net income every year, incorporation
may not lower your overall tax bill.
There are also additional costs that come with
a corporation. It’s considered a separate entity
and must file a separate income tax return. It can
also have a different fiscal year-end.

If your farm operates as a sole proprietorship,
accountants will often recommend that it
becomes an interim partnership, before being
switched to a corporation. Rather than selling
assets to the corporation and potentially
triggering personal income, you can sell your
partnership interest to the corporation, creating
a capital gain that’s eligible for the Capital Gains
Exemption. This sale will, in turn, create a
shareholder’s loan that the corporation can then
pay you without tax implications, provided you
don’t exceed the capital gains exemption limit.
There are several methods to remove retained
income from a corporation, including wages,
land rental and dividends.

Wages are an expense for the corporation
and require you to pay Canada Pension Plan
(CPP) contributions. If the farming corporation
is renting land that you own personally, the
corporation can pay you land rent. In that
case, you make no CPP contributions.
The corporation can also pay dividends
to shareholders. In this case, the corporation
and the individual each pay a portion of
the tax.
Your accountant will advise which approaches
are best for your situation. One of the goals is
to maximize the after-tax personal money
available.

If you can leave a large amount of net income
within the farm corporation, it can substantially
reduce your overall tax bill, at least short-term.
But eventually, you may want to get your money
out of the corporation, and when you do, you’ll
have to pay additional personal taxes. For that
reason, the lower corporate tax rate might best
be viewed as a tax deferral.
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Capital gain for tax and succession planning

Consider land transfer taxes

Farmland values have steadily increased,
and in many cases so has quota. The increase
from when you acquired the asset to when
you sell it is a capital gain. And half of a capital
gain becomes taxable income, so there can
be a significant tax implication.

Some provinces have lower land transfer taxes
and do not end up as a major consideration.
In other provinces such as Ontario, the land
transfer tax is significant. Exemptions apply to
allow families to continue farming the land
without paying the tax. It’s essential to know
the rules and deadlines involved to avoid
unnecessary expenses.

Farm assets like land and quota, shares in a farm
corporation and interest in a qualified family
farm partnership can roll over to direct family
members on a tax-deferred basis. In other
words, these can pass to your children or
grandchildren without triggering capital gains
tax but doesn’t apply to nieces and nephews.
The rollover provision is a key component in
many transition plans.
Note that criteria exist for the rollover provision
regarding shares in a farm corporation. You
must use at least 90% of the assets in the farm
corporation in the farm business. If there are
non-farm investments (including cash) above
the allowable amount, the farm corporation
would have to make changes to be eligible for
the rollover.

planning implications. In many cases, if spouses
are joint owners of assets, they can both qualify
for the exemption. Corporations don’t, as it only
applies to individuals.
There are benefits to retaining personal
ownership of farmland and keeping it out of the
corporation. If a capital gain is realized on the
sale of farmland, the Lifetime Capital Gains
Exemption can be used to offset the taxable
capital gain.
For purchases of additional land personally,
individuals can collect on their shareholder
loan owed to them by the company to make
the payments. It’s also advantageous for the
corporation to purchase additional land from
retained earnings. Those earnings will have
accumulated at a faster rate within the
corporation due to the lower tax rate.

A Lifetime Capital Gains Exemption of $1 million
is available to farmers, and it’s an important tax
planning tool that may also have transition
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Cash vs. accrual considerations
Farmers can use the cash basis of accounting
for income tax purposes. For instance, fertilizer
purchased before your fiscal year-end can be
used to reduce your farm income, even though
it will be used to help grow next year’s crop.
However, financial accounting should be done
on an accrual basis matching the appropriate
income with the appropriate expenses to
provide an accurate financial picture of your
farm for a specific time.
The cash-based accounting system allows for
tax measures, such as the optional inventory
adjustment, whereby a producer can include
income in the current year up to the total value
of their inventory. As another option, you can
claim less than the maximum Capital Cost
Allowance (CCA) for machinery depreciation.
The cash basis of accounting is typically more
useful for farms operating as a sole
proprietorship or partnership where farm
income becomes personal income. Balancing
out farm income from one year to the next can
be important for staying in a lower tax bracket.

With corporations, the tax brackets are much
larger, making income balancing less important
in most cases. Though many corporate farms
likely still file taxes on a cash basis.
A well-developed farm accounting software
program such as AgExpert is invaluable for both
accurate financial accounting on an accrual basis
as well as the calculation of income tax using
either cash or accrual.
Your goals and objectives, transition plan (or exit
plan) and your financial situation all factor into
tax planning. Remember, tax law can be subject
to interpretation, so work with an accountant to
advise you on how decisions made when
preparing income tax statements align with tax
laws. While tax avoidance is illegal, structuring
your affairs to minimize tax liability is just good
business.

PUT YOUR IDEAS INTO ACTION

Keep good records

Explore an accounting software
program if you don’t already
use one

Watch for changes in tax laws
(often announced as part of
federal and provincial budgets)

Hold regular meetings with your
accountant, not just one annual
tax meeting

Tax plan for the short term and
long term
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Cost of production
When getting a clear financial picture
for your operation, basic record-keeping
often isn’t enough. That’s why it’s
essential to know how to calculate your
historical cost of production. Getting
there isn’t always straightforward, but
you should know your variable and fixed
costs with certainty. Your accounting
software program and financial
statements should give you most of
the information you need.
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Variable vs. fixed costs
Even if you can’t always be precise,
calculating cost of production is
essential because it helps you:

Variable costs can be divided into two
types – direct and indirect. On a grain farm,
direct variable costs are likely to change for
each crop since the cost of seed, fertilizer
and crop protection products will be different
for each.
Indirect variable costs change depending on
the level of production, but it may be difficult
to assign different amounts to different
crops. Examples include fuel, labour and
utility costs. Often the cost of these per acre
will be assigned to all crops equally.

Fixed costs are expenses that stay the same,
regardless of your level of production. These
include interest on land loans, property taxes
and machinery depreciation. They include
the expenses you pay, regardless of putting
in a crop or calving cows. Some are easy to pin
down – you know what they are. Others
are open to interpretation, like the full cost
of machinery ownership or a land
investment cost.
For farms with multiple enterprises (like grain
and livestock), it’s often necessary to allocate
fixed costs between enterprises. You could
allocate based on the gross margin percentage
that an enterprise contributes or use a
percentage of total expenses.
Determining cost of production is even more
challenging if you’re projecting for the future.
You must estimate production, related expenses
and what prices you expect for commodities.
However, costs and returns from the previous
year can help make this easier.

 Know what’s a profitable price for
appropriate marketing decisions
 Understand how much cash to
withdraw from the business for
personal use
 Compare different cropping options
for profitability
 Determine your fixed costs and
whether they can be reduced
 Make informed decisions about
equipment upgrades and repairs
 Evaluate government and private
insurance programs, farm
expansion, diversification and land
rentals
 Set prices for consumer food
products sold directly to consumers
 Benchmark with comparable farms
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Contribution margin as a tool

A cost of production analysis can also be
useful without getting into the intricacies of
fixed costs. For instance, when comparing
cropping options, you can consider the
variable costs for seed, fertilizer and crop
protection products. These are the expenses
that vary from one crop to another.
Deducting these variable expenses from the gross
income expected for what each crop generates is
often called a contribution margin. This can be useful
when comparing crops. But to know whether a crop
or an enterprise will make a net profit, all costs,
including fixed expenses, must be considered.
Calculating fixed costs for machinery

For machinery, the capital cost allowance
used for calculating income tax is a starting
point for figuring out fixed costs. Still, it
may not reflect the real depreciation or
what it will cost when it’s time to upgrade.
If you’ve borrowed money to buy equipment, the
loan payments are considered a fixed cost. But you
should also include it as an opportunity cost. If that
money was invested elsewhere, it could be earning
a return.

A useful exercise for grain farms is to tally the total
value of machinery and divide by the number of
seeded acres to generate machinery investment per
acre. Large differences often exist from one farm to
the next, and this has a direct impact on fixed costs.
The Saskatchewan Ministry of Agriculture 2020 Crop
Planning Guide assumes an annual machinery
depreciation rate of 10.7%. Additionally, a machinery
investment cost of 7.5% is assumed for a total of
18.2%. The machinery investment cost accounts for
the value of money you’ve invested in equipment,
plus when you eventually go to upgrade equipment,
it’s likely to be more expensive.
Based on these assumptions and using a total of
18.2%, a farm with $300 per acre invested in
machinery would incur a fixed cost of $54.60 per
acre, while a farm with $600 per acre invested in
machinery would have a fixed cost of $109.20.

farm’s equipment line and how much of the
machinery purchases were financed.
With an assumed machinery investment of $500 per
acre, Manitoba’s fixed machinery cost per acre
comes to $67.31. Manitoba allocates machinery
maintenance, repairs, licences and insurance to
operating costs, and this is pegged at $10 an acre.
The Ontario Ministry of Agriculture, Food and Rural
Affairs (OMAFRA) field crop budgets estimates
machinery costs based on agricultural engineering
formulas and Ontario average custom rates.
However, it’s recommended that producers use
their own records to derive costs.
They also note that if there are significant debt
commitments for land and equipment, another
method of budgeting overhead expenses is using
the debt servicing requirements – the actual principal
and interest payment commitments.

The Saskatchewan guide also includes 2.6% of the
machinery investment cost as machinery operating
costs. Fuel usage is estimated for the various field
operations.
The Manitoba Agriculture 2020 Crop Production
Cost Estimates uses a more involved formula for
calculating machinery depreciation and opportunity
cost. It includes assumptions about an average
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Calculating land costs

If you’re cash renting land, the rental cost
(and land loan payments) are obvious
expenses to include in your cost of
production analysis. But what about your
equity in the land? Although it doesn’t
come out of your cash flow, there’s an
opportunity cost associated with land
investment. For that reason, it’s common
to apply a land investment cost compared
to what the money could be earning in
a low-risk investment.
Alberta Agriculture and Forestry has an AgriProfits
Business Analysis and Research Program that
generates financial performance reports based on
producer surveys. Their analysis of cow-calf
production takes a different approach to land costs.
Land costs for pasture are based on prevailing
pasture lease costs. Feed and bedding costs are
based on the value of the feed and bedding in
the marketplace, even if these were produced on
the same farm.
Alberta Agriculture and Forestry uses the same
approach for its annual Dairy Cost Study. In most

cases, dairy operators use homegrown feed in
conjunction with purchased feed. The study
examines only the dairy enterprise. Costs of
production for homegrown feed are allocated to
the crop enterprise portion of the farm.
Analyzing in this way separates the livestock
enterprise from the grain farming enterprise that
may or may not exist within the same farm.
Consider your living costs

Cost of production is sometimes calculated
without any allowance for the owner’s living
expenses. That might be reasonable if the
owners have other sources of income and
don’t need to draw income from the farm,
but if withdrawals are going to be made,
this should be included in the calculations.
Withdrawals for incorporated farms are often
delineated, but this may not be the case for sole
proprietorships or partnerships. Using the same
bank account for farming and personal use makes
it difficult to track your cost of living. Separate
accounts and a disciplined approach to personal
withdrawals are highly recommended.

There can be a wide variation in living costs from
one family to the next. Education expenses, sporting
activities, vacations, recreational equipment,
retirement savings and entertainment expenses
can be dramatically different. A farm’s gross income
might seem like a large number, but net income
might not. Personal expenses need to be factored
in as they can have a significant impact on a farm’s
viability. On the other hand, farms sometimes use
unpaid labour. To generate a true cost of
production, unpaid labour should be assigned
an appropriate value.

FCC RELATIONSHIP MANAGER TIP

“Look at your finances on a per acre basis.
I do this for my customers because it makes
financial ratios and profitability easy to
understand. My clients can figure out quite
quickly where they need to be and how the
next purchase affects their bottom line.”

Theresa Barylski
Morden, Man.
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Benchmarking

It’s beneficial to monitor how your farm is
doing year-to-year, and to know how your
cost of production compares to other farms
in your region. And this is getting easier as
more benchmarking information becomes
available.
Many provincial departments of agriculture survey
producers and publish cost of production studies.
Crop planning guides, like the ones published by
provincial governments, are not based on producer
surveys, but still provide useful information and
approaches for your analysis.
If your accounting firm has a significant number of
farm clients, it may be able to share how your costs
and returns stack up against others.

PUT YOUR IDEAS INTO ACTION
Not everyone uses the same method for analyzing cost of
production, but there’s a lot to be gained from viewing how others
do it. Some of the provincial agriculture departments have cost
of production calculators for a wide range of commodities where
you can plug in your numbers.

 Ontario Ministry of Agriculture, Food and Rural Affairs
 Manitoba Agriculture and Resource Development
 Saskatchewan Ministry of Agriculture
 Alberta Agriculture and Forestry
Cost of production analysis can be useful for both big and small
farm management decisions. For example, what piece of equipment
should be leased or purchased? And it all starts with good farm
record-keeping and updating your projections regularly as cost
and revenue change.
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Keep learning
Thanks for checking out this guide. We hope you
found valuable pieces that you can take and apply
to your operation.
Discover all the ways to learn at fcc.ca/Knowledge

fcc.ca/Knowledge

Articles

AgriSuccess

Videos

Podcast

Events

e-Newsletter
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DREAM. GROW. THRIVE.
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