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IN A NUTSHELL
z The initial acquisition of land or the increasing intensity of operations and any subsequent expansion can bring
with it the need to take on significant debt.

z Debt can be a saviour or a destroyer of a business, depending on scale and how it is understood and managed.
z Some common balance sheet ratios can be used to understand and monitor debt levels.
Developing and running a successful farming enterprise
necessitates a clear understanding of how debt works as
part of your balance sheet and its impact on your farming
operations.
Unfortunately, banks are not set up to lend in a flexible way.
Imagine having a bad couple of months and then ringing the
bank and asking to defer the interest until the business was
running better. Not unexpectedly the bank requires interest to
be paid as it falls due, although there is often more flexibility
in repaying the principal on a loan. Your relationship with your
bank works best when you stick to the rules established in
setting up and managing a facility.

Debt is not inherently good or bad. It can be both!
The key is to understand what you’re doing with debt and use it
in a way which brings value to your business rather than putting
a noose around its neck and strangling the life out of it.

Funding business — sources of capital
So what’s an easy way to think about use of debt in your
business?
There are two methods of putting ‘money’ into your business.
Commonly this is called how you fund or pay for your business.
The two ways are:
1.equity

Farming & debt … & fire

2.debt

A good way to think about the use of debt required to assist
the development of a business is to consider it as lighting a fire.

Equity is the amount of your business that you own and it is
made up of contributions that you make into your business plus
profits made operating your business.

If you’re in a forest, and about to die from hypothermia,
then one of the best things you can do is to light a fire. And
given you’re about to die without the heat, move quickly and
remember the fire needs to be managed correctly if you are
to receive the benefits! However, the same fire, if allowed to
run out of control, can burn down the whole forest and kill you
in the process. The very same fire can be a saviour or a killer
depending on how it is used.
Thus the fire in your farm business — debt — can be a saviour
and a killer depending on how it is used. At the very least you
may get your fingers burnt!

Irrigation infrastructure is expensive to install and maintain which can
stretch your balance sheet.
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Debt is money that you borrow from other people or institutions
to make up the difference between your equity and the value
of your business.
Let’s illustrate with a simple example. Let’s say for instance that
the assets in your business are as listed in Table 1.
These assets are the capital tied up in your business, which in
this example is $9.5 million. This capital has to be funded by a
combination of debt and equity.
Table 1. Business assets (capital) for an example business

Asset

Amount

Stock

$200,000

Accounts receivable

$600,000

Accounts payable

-$300,000

Land

$5,000,000

Water rights

$3,000,000

Equipment

$1,000,000

Total asset value

$9,500,000
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Balance sheet ratios
Let’s suppose that your equity in the enterprise is $5,500,000.
This means that the debt required to fund the example business
is:
MM

$9,500,000 (capital) - $5,500,000(equity) = $4,000,000
(debt).

An example debt structure is provided in Table 2.
Table 2. Business liabilities (debts) for example business

Liability

Amount

Overdraft

$425,000

Term Debt

$3,500,000

Trade Creditors
Total

$75,000
$4,000,000

Lending institutions compare the level of debt to the overall
capital tied up in a business. This is commonly known as LVR or
loan to value ratio. So in this example the LVR is:
MM

Debt $4,000,000 divided by capital $9,500,000 = 42.1%

Subject to your comfort levels with debt, this LVR looks OK
because the number is low.
Another method of comparison looks at the level of equity
compared to the total capital tied up in the business. This
informs the owner how much of the ‘farm’ is owned by them
and conversely how much is owned by the lenders to the
business. This calculation would be:
MM

equity $5,500,000 divided by capital $9,500,000 = 57.9%

Many financiers perform a third calculation which compares the
debt to equity. This is a far more aggressive style of business
analysis and is a ratio likely to move more readily because,
assuming that capital stays constant, every additional dollar of
equity will result in a reduction of debt of a dollar. And vice
versa which is often the case when businesses find themselves
getting into trouble because of adverse farming conditions.
So looking at this calculation:
MM

debt $4,000,000 divided by equity $5,500,000 = 72.7%

An easy way to read this ratio is to say that for every $1 of equity
there is 72.7 cents of debt. The reason to think this way is to
make sure that the debt never overtakes the equity.

Think of the fire
Thinking back to the fire, while it is under control it can warm
the person who is dying in the forest. But if it becomes too big
it will overtake everything and burn the forest to the ground.
So when considering debt, take the time to examine and
understand your balance sheet. When looking at options such
as taking on more debt, have a good understanding of the
impact this will have on your balance sheet and importantly,
seek objective advice from your business advisors.
Further information
Michael Ryan
T: 02 6964 9911
W: www.boothassociates.com.au
Andee Sellman
T: 1800 743 772
W: www.onesherpa.com

Adding the above two numbers together equals 100% (42.1%
+ 57.9%). This represents the proportional amounts of the
capital owned by the equity holders (you) and the debt holders
(banks) of the business.

Plant, equipment and grain storage is expensive, often easy to finance and hard to repay.
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