
 



 
 Today’s food and agribusiness managers operate in a rapidly changing, highly volatile, 
international, high technology, consumer-focused world. This new edition of  Agribusiness 
Management  was written to help prepare students and managers for a successful career in 
this new world of food and fi ber production and marketing. 

  Agribusiness Management  uses four specifi c approaches to help readers develop and 
enhance their capabilities as agribusiness managers. First, this edition of the book offers a 
contemporary focus that refl ects the issues that agribusiness managers face both today and 
are likely to face tomorrow. Specifi cally, food sector fi rms and larger agribusiness fi rms 
receive more attention in this edition, refl ecting their increasing importance as employers of 
food and agribusiness program graduates. Second, the book presents conceptual material in 
a pragmatic way with illustrations and examples that will help the reader understand how 
a specifi c concept works in practice. Third, the book has a decision-making emphasis, 
pro viding contemporary tools that readers will fi nd useful when making decisions in the 
contemporary business environment. Finally,  Agribusiness Management  offers a pertinent 
set of discussion questions and case studies that will allow the reader to apply the material 
covered in real-world situations. 

 The bottom-line on this fourth edition of  Agribusiness Management : this book is contem-
porary, solid on the fundamentals, practical and applicable. It provides students and adult 
learners with an essential understanding of what it takes to be a successful agribusiness 
manager in today’s rapidly evolving, highly unpredictable marketplace. 
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 This is an exciting time to be involved in the food and agribusiness industries. International 
markets are an inseparable reality for agribusiness managers. Information technology and 
the Internet make entirely new models for conducting business both possible and practical. 
Biotechnological developments raise exciting and challenging business and policy issues. 
Relationships among players in this system have continued to evolve and, as a result, the 
food production and marketing system is far more complex and interrelated today than it 
was a mere decade ago. Add to this the challenge of feeding an estimated nine billion 
people on earth by 2050 — and agriculture and agribusiness will continue to be the nexus of 
attention! 

 This rapidly changing, highly volatile, international, high-technology, consumer-focused 
world is the one in which today’s food and agribusiness managers operate. This fourth 
edition of  Agribusiness Management  was written to help prepare students and managers for 
a successful career in this new world of food and fi ber production and marketing.  

 What’s new 

 The basic objective of this text has not changed through four editions: to give students and 
managers a fundamental understanding of the key concepts needed to successfully manage 
businesses, adding value to farm products and/or providing inputs to production agriculture. 
While there are many concepts in this book that will apply to the farm or production 
agriculture business, the text is focused on the food and input supply sectors of the food 
production and marketing system. 

 This new edition of  Agribusiness Management  uses four specifi c approaches to help read-
ers develop and enhance their capabilities as agribusiness managers. First, it offers a 
contemporary focus that refl ects the issues that food and agribusiness managers face both 
today and likely will face tomorrow. Specifi cally, food sector fi rms and larger agribusiness 
fi rms receive more attention in this edition, refl ecting their increasing importance as 
employers of food and agribusiness program graduates. Second, the book presents concep-
tual material in a pragmatic way with illustrations and examples that will help the reader 
understand how a specifi c concept works in practice. Third, it has a decision-making empha-
sis, providing managerial tools that readers will fi nd useful when making decisions in the 
contemporary business environment. Finally, it offers a pertinent set of discussion questions 
and case studies that will allow the reader to apply the material covered in real-world 
situations. 

 More specifi cally, the opening section of the text has been completely re-organized to 
help students better understand the food and agribusiness marketplace, as well as management 
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and basic economic principles. The second section includes chapters on forms of business 
organization and international agribusiness management, which is an area no contemporary 
book on agribusiness can ignore. In the third section, we start our discussion on the four 
functional areas of management — marketing, fi nance, supply chain, and human resources. 
Ultimately, all business activity revolves around the customer, and the text refl ects this 
customer-oriented philosophy. The marketing management section has been substantially 
revised to refl ect the current thinking in this area. The fi nance section also received a 
complete overhaul, and includes chapters on fi nancial reporting and analysis, with increased 
emphasis on credit analysis and management. The fi fth section, supply chain management, 
was completely rewritten to refl ect the current thinking in this area. Finally, the human 
resource section was re-written, again to refl ect what we now know about managing 
people. 

 Preparing for a new food and agribusiness market requires the application of concepts and 
tools to current situations. This edition of  Agribusiness Management  ends every chapter 
with discussion questions that are either new or have been revised for this text. Also 
included are cases that cover a variety of situations and types of fi rm. We feel you will fi nd 
this mix of cases to be a distinguishing feature of the book. 

 The bottom-line on this fourth edition of  Agribusiness Management : this book is contem-
porary, solid on the fundamentals, practical and applicable. It provides students and adult 
learners with an essential understanding of what it takes to be a successful agribusiness 
manager in today’s rapidly evolving, highly unpredictable marketplace.   

 The readership 

  Agribusiness Management  was written for students. There are tremendous career opportuni-
ties in the food and agribusiness industries. In this book, you will be exposed fi rst to the 
breadth of these opportunities, from research and development manager for a biotech 
company, to a logistics manager for a major food retail organization. You need to under-
stand the marketplace and some of the unique institutional features of the food production 
and marketing system before embarking on a career as an agribusiness manager. Preparing 
for a career in agribusiness management also requires that you understand the fundamentals 
of management — the basic tasks of planning, organizing, directing, and controlling and the 
basic functions of marketing, fi nance, operations and logistics, and human resource manage-
ment. In this book you will fi nd all of these topics covered in a straightforward way. And, 
we hope the many food and agribusiness examples and case studies bring these concepts to 
life for you. This is a book you will continue to use as a reference as your managerial career 
unfolds. 

  Agribusiness Management  was written for managers and soon to be managers who are 
already in the workforce. We have had the opportunity over the past 25 years to work with 
literally thousands of managers through the activities of the Center for Food and Agricultural 
Business at Purdue University. Most of the case studies and examples in this book come 
from these industry relationships and interactions. As the business environment changes, 
and as people assume new responsibilities, we see a need to retool in areas that an individual 
has not recently been applying in his/her job. For example, the production manager in a food 
processing fi rm who has been asked to serve on a task force focused on helping the fi rm 
become more customer oriented may need a “refresher” in marketing management. These 
individuals (and corporate learning and development directors and training managers) will 
fi nd this book useful in sharpening their skill set. 
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  Agribusiness Management  was written for instructors. Over time, we have found that 
every instructor has his or her own take on what an agribusiness management course should 
look like. Some are introductory courses, other have more of a capstone orientation. Some 
of these courses are part of an entire curriculum in agribusiness management. In other cases, 
a program may offer only a course or two in the agribusiness area. The organization of this 
book is structured in a way that instructors will fi nd convenient when developing their 
course, wherever that course fi ts in the program’s overall curriculum. 

 An instructor could easily use the material in this edition over a single semester, or over 
a two semester or three-quarter course, covering each topic in more detail. Some instructors 
will fi nd that moving through the book from start to fi nish sequentially as part of a one-
semester course makes the most sense. Others may drop chapters on specialized topics like 
international business or human resource management, because these topics are covered in 
other courses. For an advanced course, the book has plenty of rigor. Supplemented with 
outside case studies, this is an excellent text for a capstone-type course where the material 
here would be covered more quickly, and more time spent on some of the more advanced 
ideas. The new and updated cases and the discussion questions will be of value to all instruc-
tors as they serve the needs of students hungry for applications and illustrations of the 
concepts and tools covered in the book.   

 Outline of book 

 In Part I, “Agribusiness Management: Scope, Functions, and Tasks,” we focus on the food 
and agribusiness industries and the role of the agribusiness manager. In addition, a set of 
economic concepts of fundamental importance to agribusiness managers is covered. Part I 
exposes readers to the tremendous variety of fi rms that comprise the food production and 
marketing system. The core focus of this book is the four functional areas of management —
 marketing, fi nance, supply chain, and human resources. Readers will better understand the 
role that managers of food and agribusiness fi rms play as they execute the four tasks of 
management — planning, organizing, directing, and controlling. 

 Part II, “Agribusiness Management: Organization and Context,” leads readers toward 
better understanding the context or environment in which agribusiness managers operate by 
taking them inside the different forms of business organization, including cooperatives 
given their prominence in the food and agribusiness markets. This section also provides a 
glimpse into the issues an agribusiness manager must face when doing business outside of 
the United States. The challenges of serving international markets, of sourcing raw materials 
from international locations, and from competing with international fi rms have all emerged 
as key issues in the past decade. Looking to the future, this area promises to be even more 
important. 

 We begin our look at the four functional areas of management in Part III with “Marketing 
Management for Agribusiness.” This section covers the fundamental concepts and tools an 
agribusiness manager uses in identifying its target market, and taking its product-service-
information offering to the market. The marketing mix — product, price, promotion, and 
place — is covered in some detail. In addition, important tools for making marketing deci-
sions are discussed. All of this material is presented in the context of the strategic marketing 
planning framework. 

 Part IV, “Financial Management for Agribusiness,” starts with basic fi nancial statements, 
and moves through fi nancial ratios and fi nancing the agribusiness on to tools for making 
operating and capital investment decisions. This section addresses the fundamental elements 
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of fi nance that any agribusiness manager should understand. A series of integrated exam-
ples, and clear explanations of key terms, will help you better understand the language and 
concepts of fi nance. More importantly, you will better understand how to use fi nancial 
information when making managerial decisions. 

 Part V, “Operations Management for Agribusiness,” looks at supply chain management. 
This section takes you into areas such as production planning, total quality management, and 
logistics management. Production/operations and supply chain management in agribusiness 
fi rms have undergone a profound change over the past two decades. And, these two chapters 
will provide a fundamental understanding of the key elements in this important area. 

 Finally, in Part VI, “Human Resource Management for Agribusiness,” we look at key 
issues involved in managing a fi rm’s people resources. First, we explore issues around 
organizational structure and leadership. Then, we turn our attention to the personnel func-
tions of hiring, training, evaluation, and compensation of employees. The fi nal section — 
the issues surrounding the human resource area — are likely the most pressing of all to an 
agribusiness fi rm facing a rapidly changing operating environment. 

 This is an exciting time to be preparing for or retooling for a career in the food and agri-
business industries. We have tried to capture some of that excitement in  Agribusiness 
Management . We hope that you fi nd this book readable and interesting, challenging, and 
pragmatic, and most of all helpful as you better prepare yourself or your students for 
successful careers in the food production and marketing system. 

 Web-based supplements 

 Agribusiness Management is supported by a set of supplementary materials, which are 
available at the text’s support Web site: http://www.routledge.com/books/details/
9780415596961/    

http://www.routledge.com/books/details/9780415596961/
http://www.routledge.com/books/details/9780415596961/
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 1   The business of agribusiness     

 Objectives 

     •    Describe management’s role in agribusiness  
   •    Provide an overview of the functional responsibilities of management  
   •    Describe the unique characteristics of the food and agribusiness industries  
   •    Describe the size, scope, and importance of the food production and marketing 

system  
   •    Understand the farm-food marketing bill and what it means to producers and 

consumers  
   •    Provide an overview of the food sector, the production agriculture sector, and the input 

supply sector  
   •    Outline trends in home and away-from-home food consumption, and trends among the 

types of fi rms that serve these markets  
   •    Explore the production agriculture sector, and some of the key changes occurring on 

U.S. farms  
   •    Outline the major inputs used by the production agriculture sector and key trends in 

input use  
   •    Understand the types of fi rms involved in producing and distributing inputs to produc-

tion agriculture      

 Introduction 

 It is exciting and diverse. It is changing quickly. It relies on the weather, uses an incredible 
array of technology, is tied in every way to our natural resources, and embraces the world. If 
you eat, you are involved in it as a consumer of its fi nal products. If you farm, you are 
involved in it as a producer of the raw materials that ultimately make their way to the end 
consumer. It is the extremely effi cient, very complex, global, food and fi ber production and 
marketing system. 

 This system is vast and it is fascinating: the next time you walk through your local gro-
cery store, think about the number and type of diverse activities involved in growing, har-
vesting, transporting, processing, and distributing food throughout the 50 states in the United 
States, and, more broadly, our world. The process by which a 260-pound hog moves from 
Carroll County, Indiana to a suburban superstore in Los Angeles (now in the form of a hot 
dog in a pre-packaged children’s meal) is very complex, yet it occurs every day in the food 
production and marketing system. 
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 This food production and marketing system is made up of thousands of businesses, 
ranging from the small cow-calf producer in western Kentucky, to some of the largest 
corporations in the world. And, it is  management  that drives and directs the fi rms, farms, 
and food companies that come together in the food production and marketing system. A 
retail supermarket, a major corn processor, the local farm supply store, and a family farmer: 
each have a person or a group of people responsible for making sure that things get done. 
These are the  managers . Their titles range from chief executive offi cer to president to fore-
man to son or daughter or spouse. However, wherever they are found within an organization, 
managers are responsible for assuring successful completion of the functions, tasks, and 
activities that will determine an organization’s success. 

 This book focuses on the management of food, fi ber, and agribusiness fi rms. We will take 
a careful look at food and agricultural business management and our defi nition of food and 
agricultural businesses is quite broad. So, when we use the term  agribusiness management  
in the text, we are talking about the management of any fi rm involved in the food and fi ber 
production and marketing system. Our discussion of agribusiness management in this book 
provides information, concepts, processes, ideas, and experiences that can contribute to your 
effectiveness in performing the functions and tasks of agribusiness management. 

 This chapter will fi rst introduce you to the key functions of agribusiness management. 
Then, we will explore some the characteristics that make the food and agribusiness markets 
unique places to practice the art and science of management. The ever-changing food and 
agribusiness industries are then discussed. We will look at fi rms that (1) move fi nal products 
through the food and fi ber system to the ultimate consumer, (2) transform raw agricultural 
products into the fi nal products desired by consumers, (3) produce raw food and fi ber 
products, and (4) supply inputs to the farm or production sector.   

 The key functions of management in agribusiness 

 As you can imagine, the responsibilities of managers in agribusiness are highly varied and 
can range from ordering inputs for the year ahead, to hiring and fi ring individuals, to making 
the decision to sell a multi-billion dollar international subsidiary. A chief executive 
offi cer, for instance, is responsible for the overall activities of a large, diversifi ed food or 
agribusiness fi rm. In such fi rms, teams of managers are likely responsible for specialized 
areas within the fi rm. On a smaller farm business, one individual may assume roles ranging 
from chief executive offi cer, to manager, to laborer, managing multiple projects at different 
levels simultaneously. 

 To better understand the form and process by which managers perform the tasks that are 
required to create and sustain a viable business, the practice of management can be broken 
down into four key functions: 

  •   Marketing management  
  •   Financial management  
  •   Supply chain management  
  •   Human resource management    

 Ultimately, no matter how large or small the fi rm, managers have responsibilities in each 
of these areas. These four functions of management are explored in some detail in this 
book. However, it is important to have a basic understanding of each area as we develop our 
understanding of agribusiness management.  
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 Marketing management 

  Marketing , in a broad sense, is focused on the process by which products fl ow through the 
U.S. food system from producer to fi nal consumer. It involves the physical and economic 
activities performed in moving products from the initial producer through intermediaries to 
the fi nal consumer.  Marketing management  involves understanding customer needs and 
effectively positioning and selling products and services in the marketplace. In agribusiness, 
marketing management is a key function within each of the sectors of agribusiness: the 
food sector, the production agriculture sector, and the input supply sector. Marketing man-
agement represents an integration of several different activities: selling, advertising, web 
page design, promotions, marketing research, new-product development, customer service, 
and pricing — all focused on customer needs, wants, and, ultimately, the quest for customer 
satisfaction. 

 It is this function of management that is most closely focused on the end-user, or the 
consumer/customer of the product or service produced. It is often argued that without 
satisfi ed customers effectively reached through marketing and sales, no business could 
successfully operate. Thus, marketing management plays a fundamentally important role in 
most food and agribusiness fi rms. Marketing management is focused on careful and planned 
execution of how, why, where, when and who sells a product or service and to whom it is 
sold. Decisions here include what products to produce, what services to offer, what informa-
tion to provide, what price to charge, how to promote the product, and how to distribute 
the product. 

 This management function is closely tied to the customer’s decision processes, and buyers 
differ widely in the food production marketing system — from teenagers for a food manufac-
turing fi rm, to a soybean processor for a farmer, to a large integrated swine business for an 
animal health fi rm. The ways in which agribusiness buyers — all of the buyers just mentioned 
and many more — make a purchase decision continues to evolve and change.   

 Financial management 

  Profi t  is the driver for agribusinesses as they work to generate the greatest possible returns 
from their resources. Successful achievement of this objective means making good 
decisions, and it means carefully managing the fi nancial resources of the fi rm.  Financial 
management  is involved in these areas and includes generating the data needed to make 
good decisions, using the tools of fi nance to make effective decisions, and managing the 
assets, liabilities, and owner’s investment in the fi rm. 

 Financial information allows managers to understand the current “health” of the fi rm as 
well as to determine what actions the business might take to improve or grow.  Balance 
sheets  and  income statements  can provide a wealth of information useful in making deci-
sions. Financial analysis provides agribusiness managers with insights by which to better 
base decisions. The tools of fi nance such as budgeting, ratio analysis, fi nancial forecasting, 
and breakeven analysis can be used by agribusiness managers to develop long-range plans 
and make short-run operating decisions. 

 Another way in which the fi nancial agribusiness scene continues to change is in the 
sourcing of funds. Agribusiness fi rms are increasingly accessing larger amounts of funds 
or money from national and international capital and fi nancial markets. To be competitive 
in those markets, fi rms must generate rates of return comparable to other industries. In the 
past, small agribusiness companies may have been allowed by local lenders to exhibit only 
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modest fi nancial performance. Today, the national and international fi nancial markets expect 
performance in agriculture comparable to that in other industries if they are going to provide 
the agribusiness sector with the funding needed for expansion, growth, consolidation, tech-
nological advancement, and modernization. 

 The sheer amounts of funds needed to fi nance the future operations of a company will 
continue to increase dramatically. So will the need for managers who understand the tools 
and techniques used to source and manage those funds. For most agribusinesses, fi nancial 
management will be a critical component of agribusiness management.   

 Supply chain management 

 New technologies and concepts are rapidly hitting the workplace. This, in turn, changes the 
way agribusinesses do what they do. The push for quality, the drive for lower costs, changes 
in the supply chain, and general pressures to be more effi cient in meeting consumer demands 
are swiftly altering the production and distribution activities of agribusiness.  Supply chain 
management  focuses on these areas and provides the tools managers need to meet these 
operations and logistical challenges. As a result, supply chain management has come to the 
forefront as a key management function for the agribusiness manager. 

  Operations management  focuses on the direction and the control of the processes used 
to produce the goods and services that we buy and use each day. It involves several interre-
lated, interacting systems. Operations management involves the strategic use and movement 
of resources. For instance, a snack food factory begins its process with corn from a food-
grade corn producer and ends with tortilla chips, corn chips, crackers, etc. Managers must 
worry about issues of scheduling, controlling, storing, and shipping as the corn moves from 
the producer’s truck to the supermarket. 

  Logistics management  involves the set of activities around storing and transporting 
goods and services. Shipping and inventory costs are huge costs of doing business for many 
food and agribusiness fi rms. The logistics management function is focused on new ways to 
lower these costs, by fi nding better ways to ship and store product. Given advances in infor-
mation technology, the analytical tools of supply chain management, and improved shipping 
technologies, this has been a dynamic area for food and agribusiness fi rms. In addition, the 
growth of global markets depends upon the performance of well managed supply chains. 

 Successful agribusinesses are those who consistently produce faster, better, and cheaper. 
The management of logistics in food and agricultural supply chains will become increas-
ingly focused on building such time-based advantage. Quicker response to consumer needs, 
faster delivery times, shorter product development cycles and more rapid recovery after 
service problems are all components of time-based advantage in supply chain management. 
At the same time, there is an incredible push for quality, safety, and integrity in food system 
production processes. Effective supply chain management will continue to be crucial in the 
successful execution of any strategic plan for agribusiness fi rms.   

 Human resources management 

 In the end, management is about people. Without the ability to manage the human element —
 the resources each business has in its employees — businesses do not succeed. When combin-
ing effi cient management of the marketing/fi nance/supply chain functions of the business, 
with the thoughtful management of the human side of the business, managers are on the road 
to successful implementation of their strategy. 
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 Agribusiness managers who can manage people well can signifi cantly impact both pro-
ductivity and fi nancial success.  Human resources management  encompasses managing 
two areas: the mechanics of the personnel administration, and the fi ner points of motivating 
people to offer and contribute their maximum potential. Decisions here include how to 
organize the fi rm, where to fi nd people, how to hire them, how to compensate them and how 
to evaluate them. 

 Today’s lean agribusiness fi rms continue to demand more performance from their man-
agers, sales force, and service and support personnel. For instance, in addition to superb 
selling skills, sales representatives will be expected to have intimate knowledge of technol-
ogy and a fundamental understanding of the general management problems of their producer 
customers. Service personnel must be able to maintain increasingly complex equipment. 
Technical support staff will need to be experts at assimilating and using the massive amount 
of production data that a large dairy farm or crop farm using site-specifi c management 
practices will generate. 

 These types of demands will require agribusinesses to hire individuals with greater initial 
skills as well as with the ability to grow into different jobs throughout the course of their 
careers. Agribusinesses will need to be fl exible while providing continuing education and 
development of key skills. Some examples of such skills are general business, negotiation, 
problem-solving, technical, information management, and communication. Recognition of 
raw ability, and then development and fi ne-tuning these skills and abilities will be the human 
resource challenge. Managed well, that challenge will profi tably produce for the company. 
And, this is the role of human resource management in the food and agribusiness fi rm.    

 Unique dimensions of the food and agribusiness markets 

 It may be easy to argue that management theory and principles are the same for any type 
of business enterprise. The largest businesses in the country such as General Electric 
and Wal-Mart and the smallest one-person agribusiness are guided by many of the same 
general principles. And, in many cases, good management is good management, regardless 
of the type of fi rm, or the market it is operating in. 

 Yet key differences between large and small businesses or between agribusinesses 
and other types of fi rms arise in the specifi c business environment facing the organization. 
While there are similarities, the markets facing General Electric’s wide range of businesses 
differ substantially. The automotive industry is different from the retail industry. Likewise 
the unique characteristics of the food production and marketing system cause management 
practices to differ for agribusiness fi rms. Our job is to better understand the similarities 
and differences in the functions and tasks of a food and agribusiness manager compared to 
other managers. 

 As a professional, the manager might be compared to a physician. The knowledge and 
principles of medicine are the same, but patients differ in such vital details as age, gender, 
body mass index, and general health. The physician’s skill is to apply general medical prin-
ciples to the specifi c individual to create the optimal outcome for the patient given the unique 
set of circumstances at hand. The manager, utilizing specifi c tools of marketing, fi nancial, 
supply chain management, and human resource management, must attempt to solve the 
problem at hand and create the best outcome for the fi rms long-term profi tability. 

 Food and agribusiness markets differ from other markets in at least eight key ways, infl u-
encing the business situation that food and agribusiness managers must practice. While one 
can fi nd examples of other industries where each point is important (for example, seasonality 
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is important to toy companies), combined these factors form the distinguishing features of 
the food and agribusiness marketplace. 

   Food as a product . Food is vital to the survival and health of every individual. Food is one 
of the most fundamental needs of humans, and provides the foundation for economic 
development — nations fi rst worry about feeding their people before turning their atten-
tion to higher order needs. For these reasons, food is considered a critical component of 
national security. And, as a result, the food system attracts attention from governments 
in ways other industries do not.  

   Biological nature of production agriculture . Both crops and livestock are biological organ-
isms — living things. The biological nature of crops and livestock makes them particu-
larly susceptible to forces beyond human control. The variances and extremes of 
weather, pests, disease, and weeds exemplify factors that greatly impact production. 
These factors affecting crop and livestock production require careful management. Yet 
in many cases, little can be done to affect them outright. The gestation cycle of a sow or 
the climate requirements of wine grapes provide examples.  

   Seasonal nature of business . Partly as a result of the biological nature of food production, 
fi rms in the food and agribusiness markets can face highly seasonal business situations. 
Sometimes this seasonality is supply driven — massive amounts of corn and soybeans 
are harvested in the fall. Sometimes this seasonality is demand driven — the market for 
ice cream has a series of seasonal peaks and valleys, as do the markets for turkey and 
cranberries. Such ebbs and fl ows in supply and demand create special problems for food 
and agribusiness managers.  

   Uncertainty of the weather . Food and agribusiness fi rms must deal with the vagaries of 
nature. Drought, fl ood, insects, and disease are a constant threat for most agribusinesses. 
All market participants, from the banker to the crop production chemical manufacturer 
are concerned with the weather. A late spring can create massive logistical problems for 
fi rms supplying inputs to the crop sector. Bad weather around a key holiday period can 
ruin a food retailer’s well-planned promotional event.  

   Types of fi rms . There is tremendous variety across the types of businesses in the food and 
agribusiness sectors. From farmers to transportation fi rms, brokers, wholesalers, proces-
sors, manufacturers, storage fi rms, mining fi rms, fi nancial institutions, retailers, food 
chains, and restaurants — the list is almost endless. Following a loaf of bread from the 
time it is seed wheat prepared for shipment to the farmer until its placement on the retail 
grocer’s shelf involves numerous types of business enterprises. The variety in size and 
type of agribusinesses, ranging from giants like ConAgra to family farms, shapes the 
food and agribusiness environment.  

   Variety of market conditions . The wide range of fi rm types and the risk characteristics of the 
food and agribusiness markets have led to an equally wide range of market structures. 
Cotton farmers fi nd themselves in an almost textbook case of the perfectly competitive 
market where individual sellers have almost no infl uence over price. At the same time, 
Coca-Cola and PepsiCo have a literal duopoly in the soft drink market. Some markets 
are global, others local. Some markets are characterized by near equal bargaining power 
between buyer and seller, while others may be dramatically out of balance in one direc-
tion or the other.  

   Rural ties . Many agribusiness fi rms are located in small towns and rural areas. As such, food 
and agribusiness are likely the backbone of the rural economy and have a very important 
role in rural economic development.  
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   Government involvement . Due to almost every other factor raised above, the government has 
a fundamental role in food and agribusiness. Some government programs infl uence 
commodity prices and farm income. Others are intended to protect the health of the 
consumer through safe food and better nutrition information. Still other policies regu-
late the use of crop protection chemicals, and affect how livestock producers handle 
animal waste. Tariffs and quotas impact international trade. School lunch programs 
and food stamps help shape food demand. The government, through policies and regula-
tions, has a pervasive impact on the job of the food and agribusiness manager.    

 Each of these special features of the food production and marketing system affects 
the environment where an agribusiness manager practices their craft. Agribusiness is unique 
and thus, requires unique abilities and skills of those involved with this sector of the U.S. 
economy.   

 The food production and marketing system 

 The highly effi cient and effective  food production and marketing system  in the U.S. is a 
result of a favorable climate and geography; abundant and specialized production and 
logistics capabilities; intense use of mechanical, chemical, biological, and information tech-
nologies; and the creative and productive individuals who lead and manage the fi rms which 
make up the food and agribusiness industries. This U.S. food production and marketing 
system produces enormous supplies of food and fi ber products. These products not only feed 
and clothe U.S. consumers, but are also exported to the international marketplace to fulfi ll 
needs of consumers around the world. 

 The food production and marketing system encompasses all the economic activities 
that support farm production and the conversion of raw farm products to consumable goods. 
This broad defi nition includes a farm machinery manufacturer, a fertilizer mine, a baby food 
factory, the paper fi rm that supplies cardboard boxes, rail and trucking fi rms, wholesalers, 
distributors, and retailers of food, restaurateurs, and many, many others. 

 The U.S. food production and marketing system is extremely large, directly employing 
over ten million workers, generating $646 billion worth of value-added products and serv-
ices in 2009 (Table  1.1  ). The output of this system represents 4.6 percent of the total value 
added production to the gross domestic product (GDP) of the U.S. economy. 

 Note that the U.S. economic activity also includes the contributions of fi rms providing 
inputs to the farm, forestry, and fi sheries sectors. In 2009, $207.6 billion of energy, materi-
als, and purchased inputs were used by farming and related ventures, representing 1.5 per-
cent of GDP (Table  1.1 ). In addition, the food and agribusiness sectors are key contributors 
to the economic activity of transportation, wholesaling, and retailing in the U.S. Prior 
estimates put this effort at 5.4 percent of U.S. GDP (Edmonson  2000 ). 

 Food and agricultural systems vary widely across the globe. Countries with higher per 
capita GDP (over $25,000) typically have a lower proportion of their population (under 3 
percent) involved in production agriculture (Table  1.2  ). In contrast, the characteristics of the 
less developed countries fi nd a lower GDP per capita and a higher proportion of the popula-
tion involved in production agriculture. In China, 40 percent of the population is involved in 
farming, while in India the fi gure is 52 percent. The continued economic growth of these 
countries is fueling a tremendous demand for additional inputs, as well as branded food 
products. As a result, many U.S. fi rms are attempting to establish joint ventures with fi rms in 
these countries to aid in this development process, and build future markets in the process. 
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 Table 1.1      Contribution of the food and agricultural industries to the U.S. economy, 2009  

 Value Added 
to GDP
(billion $)

 %  Share of 
U.S. GDP

Number of 
FTE Workers
(000)

 %  Share of Total 
U.S. Employment 

U.S. GDP 14,119.0 121,805  
Farms 104.0 0.74 634 0.52   
Forestry, fi shing, and related 
 activities

29.2 0.21 425 0.35   

Food and beverage and 
 tobacco products

206.1 1.46 1,578 1.30   

Textile mills and textile 
 product mills

17.6 0.12 240 0.20   

Apparel and leather and allied 
 products

11.7 0.08 189 0.16   

Food services and drinking 
 places

277.1 1.96 7,366 6.05   

Total for Food and 
 Agricultural Industries

645.70 4.57 10,432 8.56   

 
Total Inputs for Farms, 
 Forestry and Fisheries

207.6 1.47   

Energy inputs 21.6 0.15   
Materials inputs 127.5 0.90   
Purchased inputs 58.5 0.41   

  Source: U.S. Department of Commerce.  

 Table 1.2.      Indicators of U.S. agriculture sector effi ciency  

 Country GDP per 
Capita a  
2010 (U.S. $)

 %  Labor 
Force in 
Agriculture a 

 %  of GDP in 
Agriculture a 

Average 
Farm Size in 
2000 b Acres

 %  Personal 
Consumption 
Expenditures Spent 
on Food Consumed 
at Home 2007 c  

United States 47,400 0.7 1.2 440.7 5.7 
Argentina 14,700 5.0 8.5 1,439.2 20.2 
Australia 41,300 3.6 4.0 8,014.0 10.7 
Brazil 10,900 20.0 6.1 179.8 24.6 
Canada 39,600 2.0 2.0 675.5 9.2 
China 7,400 39.5 9.6 1.7 34.9 
Egypt 6,200 32.0 13.5 2.0 38.8 
Germany 35,900 2.4 0.8 100.0 11.4 
India 3,400 52.0 16.1 3.3 32.4 
Japan 34,200 3.9 1.1 3.0 14.6 
Mexico 13,800 13.7 4.2 60.7 24.2 
South Korea 30,200 7.3 3.0 2.6 15.4 
Spain 29,500 4.2 2.9 59.1 13.6 
United Kingdom 35,100 1.4 0.9 175.1 8.6 

  Source:  a  Central Intelligence Agency.   
  b  Food and Agriculture Organization.   
  c    Meade 2008.  
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 Farm size varies dramatically, even among developed countries (Table  1.2 ). Geography 
or limited farmland, climate, crop, or livestock focus, or simply the area needed to maintain 
a viable production unit helps explain this variation. This has important implications for 
the types of agricultural inputs needed in different parts of the globe. An 8,000 acre 
wheat farmer in Australia has much different expectations and needs from equipment and 
technology than a Chinese farmer on his or her two-acre plot. 

 The overall effi ciency of the U.S. food and fi ber sector is illustrated by the proportion of 
personal consumption expenditures allocated to food consumed at home. For the average 
U.S. consumer, only about 6 percent of their total personal consumption expenditures are for 
food consumed at home (Table  1.2 ). In Japan this fi gure is about 15 percent, while food 
accounts for almost one-third of an Indian consumer’s personal consumption expenditures. 
The effi ciency of the U.S. food production and marketing system is really quite remarkable. 
Consider this: with 8.4 percent of the world’s agricultural land and 4.5 percent of the world’s 
population, the U.S. food system produces 13 percent of the world’s livestock and 14 percent 
of the world’s crops (FAO). In 2009, the U.S. produced 41 percent of the world’s soybeans, 
41 percent of the corn, 16 percent of the grain sorghum, and 9 percent of the wheat.          

 A primary requirement for being a successful agribusiness manager is a solid understand-
ing of this food production and marketing system. Regardless of what specifi c part of 
the food system you work in, it is important to understand what happens to food and fi ber 
products both before they reach your fi rm, and after they leave your fi rm and head to the 
consumer.  

 Plate 1.1    Traditional Agriculture
Income spent on food by a country’s people is heavily infl uenced by the agricultural production 
technologies in use. Photo courtesy of USDA Natural Resources Conservation Service



 

12 Agribusiness management: scope, functions, and tasks

 The farm-food marketing bill — a perspective on the system 

 An important part of understanding agribusiness comes from understanding just how and 
what consumers spend on food. In 2009, Americans consumers spent $1.2 trillion on food 
for at home and away from home consumption — up 95 percent from the $607 billion spent 
in 1993 (Figure  1.1    ). A better understanding of just what that spending is all about comes 
from looking at the farm-food marketing bill. 

 The  farm-food marketing bill  breaks down the proportion of the consumer’s food dollar 
that goes to the farmer for raw products and that goes to the food industry for “marketing” 
those raw farm products to end consumers (Canning  2011 ). Marketing includes the value 
added from processing, packaging, transportation, retail trade, food services, energy, 
fi nancial and insurance, and other to make agricultural products ready for the consumer. 
In 2008, for every dollar spent on food, $0.84 was spent on marketing the product, while 
$0.16 went to the farmer (Figure  1.2    ). 

 From 1993 to 2009, the farm share of the marketing bill rose from $112 to $187 billion, 
while the marketing share has increased by $500 billion to $996 billion (Figure  1.1 ). This 
long-term trend refl ects continuing increases in farm productivity (which keeps farm prices 
relatively low), the increase in consumer demand for convenient, highly processed food 
products, increases in food consumed away from home, and increases in prices for many 
components of the marketing bill including labor, transportation, and energy. In turn, this 
fuels the steady widening of the food marketing bill as compared to the farm value of con-
sumer food expenditures. 

 Figure  1.3     identifi es the value added to the consumer food dollar in 2008 by ten different 
industry sectors. The farm and agribusiness share represents 11.6 cents of each consumer 
food dollar, net of farm costs (Canning  2011 ). The retail trade and food services sectors 
contribute almost half of the value added to the consumer food dollar, at 13.6 and 33.7 cents, 
respectively. The food processing sector is 18.6 cents of each food dollar. The 22.5 cents for 

    Figure 1.1      Farm value and the marketing bill for consumer food expenditures, 1993–2009
   Source: Canning  2011 .
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    Figure 1.2      2008 farm-food marketing bill
Source: Canning  2011 .   
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    Figure 1.3      Industry sector value-added for the 2008 food marketing bill
Source: Canning  2011 .   
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all other sectors suggests that the impact of the food and agribusiness sector as defi ned in 
Table  1.1  is undervalued. Yet without the contribution of transportation, energy, or packag-
ing, the product would not reach the end consumer. 

 In the food dollar accounts, the ten industry sectors that transform agricultural commodi-
ties to food products use four main factors of production to add value. The four are salary 
and benefi ts, property income, output taxes, and imports. At 50.8 cents per food dollar, 
salary and benefi ts comprise half of the food dollar (Figure  1.4    ). The 33.0 cents of property 
income represents payments for machinery, equipment, structures, natural resources, prod-
uct inventory, or other assets that compensate the various owners for services provided 
(Canning  2011 ). The remainder of the 2008 food dollar is split between the U.S. government 
for taxes and imports or international assets.    

 The three primary sectors of the food system 

 The U.S. food production and marketing system, for purposes of discussion in this text, is 
divided into three sectors: the food sector, the production agriculture sector, and the input 
supply sector (Figure  1.5  ). 

 We start with the  food sector . This is the sector in which food processing, marketing, and 
distribution occurs (Figure  1.5 ). Here we have fi rms such as Kraft, Hormel, Kroger, and 
McDonald’s, as well as thousands of other fi rms, large and small. This group closely tracks 
consumer tastes and preferences, adapting to meet changing needs. 

 Next in line is the  production agriculture sector . Purchased inputs, natural resources, 
and managerial talent are combined to produce crop and livestock products. Agribusinesses 
in this sector vary in size, number, and focus — from the local grower selling strawberries to 
neighbors to the 100,000 head cattle feedlot; from the rice farmer in Louisiana to the canola 
grower in North Dakota; from the pork producer in North Carolina to the mega-dairy in 
Arizona. 

    Figure 1.4      Factor payments for the 2008 food marketing bill
Source: Canning  2011 .   
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 The food production and marketing system ends (or begins) with the many, varied activ-
ities that take place in the  input supply sector . This sector is responsible for providing the 
thousands of different inputs — both products and services — to production agriculture. Firms 
here include DuPont, Syngenta, John Deere, DeLaval, or your local cooperative, as well as 
hundreds of other fi rms that manufacture and distribute the inputs that farmers and ranchers 
need in their businesses. Let’s take a closer look at each of these sectors.  

 The food sector 

 At some point, it all comes down to getting raw farm commodities processed, packaged, 
distributed, and sold to the consumer. A very wide variety of processing and marketing fi rms 
are responsible for adding value or utility to commodities as they leave the farm gate. We 
will start our look at the food sector with food retailers and away from home food fi rms. 
Then, we will look at wholesaling fi rms, food manufacturers and processors, and assembly 
and transportation fi rms. We will end this section with a focus on the linkages across fi rms 
in the food sector, and between the food sector and the other sectors in the food production 
and marketing system.  

 Food retailing 

 The food retailing sector accounts for 13.6 percent of the value-added to the consumer food 
dollar (Figure  1.3 ). No longer is food moved just through the typical supermarket, as the 
food retailing sector has fragmented since the late 1980s. Food store formats are classifi ed 
into three general categories: grocery stores, supercenters, or other food stores.          

 The grocery category includes traditional supermarkets, as well as convenience stores, 
superettes, and small grocery stores, and specialty food stores (such as meat markets, fi sh 
markets, or bakeries). The category of warehouse clubs and supercenters was fi rst dominated 
by warehouse stores such as BJ’s Wholesale Club or Costco. More recently, growth in this 
sector has been driven primarily by Wal-Mart and Target. Other food stores include food 
retailed via mass merchandisers, drug store/combination stores, mail-order, home-delivered 

    Figure 1.5      The food production and marketing system   
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food, and farmers markets. Key attributes for some of the most common store formats are 
briefl y described (Kaufman  2007 ): 

   •     Supermarket : the conventional prototype typically carries about 15,000 items in a 
10,000 to 25,000 square foot store.  

   •     Superstore : has at least 40,000 square feet, which leads to a greater variety (25,000 
items) of products, especially non-food items. The strategy is to promote the conven-
ience of one-stop shopping, by providing additional service and selection.  

   •     Convenience store (without gasoline) : a small grocery store, selling a limited variety of 
basic foods, snack foods, and non-food products, typically with extended hours. Grocery 
products account for 45 percent of sales. Ready-to-eat and fountain beverages represent 
about 10 percent of sales. Packaged liquor, beer, and wine, and tobacco products account 
for another 35 percent of sales.  

   •     Warehouse Club Stores : no-frills, membership-based, wholesale-retail hybrid outlets. 
These “box stores” serve both small businesses and individual consumers in a large 
warehouse-style environment. Grocery products (in large and multi-pack sizes) account 
for about 30 percent of sales. General merchandise (clothing, electronics, small appli-
ances, and automotive products) accounts for 70 percent of sales. Following a low-price 
strategy, these stores typically stock fast moving, non-perishable products, carrying 
6,000 to 12,000 items in stores from 10,000 to 15,000 square feet.  

 Plate 1.2    Man shopping
There are a variety of retail store formats competing for the business of U.S. food consumers. 
Photo courtesy of USDA
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   •     Supercenter : a large combination supermarket and discount general merchandise store, 
averaging 170,000 square feet of fl oor space. Grocery products account for up to 
40 percent of fl oor space.    

 Total food store sales have climbed from $242 billion in 1986 to $600 billion in 2009 
(Figure  1.6    ). In 1986, grocery stores accounted for 89 percent of food sales, while warehouse 
club and supercenter sales were inconsequential. Since then sales at warehouse clubs and 
supercenters have steadily increased, accounting for 19 percent of food sales in 2009. This 
growth has largely come from an erosion of sales at supermarkets, whose market share of the 
food dollar for at home consumption has fallen to 66 percent. Other food stores have 
accounted for roughly 15 percent of the market over time. They may be poised for growth as 
the local foods movement gains traction (Martinez  2010 ). 

 Since 1997, the total number of grocery stores has fallen by almost 9 percent, to 63,384 
stores in 2009 (Figure  1.7    ). The number of convenience stores and specialty stores has been 
relatively stable at around 25,000 stores each over this time frame. In contrast, the number 
of warehouse and supercenters has almost tripled, from 1,530 to 4,411 stores, as consumers 
are drawn by the convenience of one-stop shopping and competitive prices. 

 The 1990s saw widespread consolidation in the grocery industry, as small “mom and 
pop” chains were acquired or merged by larger grocers, who adapted to compete with the 
entry into food retailing by Wal-Mart. This has resulted in fewer, but larger food retailing 
fi rms. Table  1.3   identifi es the ten largest chain stores in terms of total annual sales. Wal-Mart 
has become the number one food retailer, followed by Kroger and Costco. This consolida-
tion has led to a steady increase in industry concentration. From 1992 to 2009, the market 
share for the top four grocery fi rms more than doubled, from 17 to 37 percent, while the 

    Figure 1.6      Food sales by retail sector, 1986–2009
   Source: Clauson  2010 .
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 Table 1.3      Sales of the ten largest U.S. food retailers in 2009  

 Rank/Retailer Number of Food 
Stores Owned

U.S. Food Store Sales 
(billion dollars) 

 1. Wal-Mart Stores 4,624 262.0 
 2. Kroger Co. 3,634 76.0 
 3. Costco Wholesale Corp. 527 71.4 
 4. Supervalu 2,450 41.3 
 5. Safeway 1,730 40.8 
 6. Loblaw Cos. 1,036 29.9 
 7. Publix Super Markets 1,018 24.3 
 8. Ahold USA 707 22.3 
 9. Delhaize America 1,608 19.0 
10. 7-Eleven 6,123 17.5 

  Source: Supermarket News 2010.   

share for the top 20 fi rms climbed from 39 to 64 percent (Table  1.4  ). Concerns over increas-
ing concentration led to a series of fi ve hearings conducted by the Department of Justice and 
Agriculture in 2010 about antitrust enforcement (U.S. Department of Justice). 

 Food retailing remains an extremely competitive industry with little margin for error. 
Warehouse and supercenters compete in part because of their supply chain management 
expertise. For example, Wal-Mart is a leader in the adoption of information technologies 
such as radio frequency identifi cation (RFID) or centralized checkout stands. All types 
of food retailers are increasingly looking to store or private label offerings. While some 

    Figure 1.7      Number of food stores, by category, 1997–2008
Source: County Business Patterns.   
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argue that fewer and larger retail food outlets will mean a more general selection offered 
by retailers, others insist that larger retailers can offer a broader assortment of more 
competitively priced products to customers. The industry is mature, and performance will be 
driven by disposable income, consumer tastes and preferences, and female participation 
in the workforce.   

 Food service 

 The food services sector comprises the largest share of the 2008 food dollar, at 33.7 percent 
(Figure  1.3 ). The food service industry, which employs 9.2 million people, consists of three 
major types of fi rms — traditional restaurants, fast food/quick service restaurants, and insti-
tutional food service fi rms. The nation’s 528,000 restaurants hit $533 billion in sales in 
2009, up from $248 billion in 1990 (Figure  1.8    ). 

 The food service industry saw steady growth, especially since 1990 as busy people, dual 
career families, and a more affl uent, mobile society chose the luxury, or some would say the 
necessity, of eating more meals away from home. In 1960, only 26 percent of the food dollar 
was spent on food away from home (Figure  1.9    ). Since 2000, the proportion of the food 
dollar spent eating out and at home has been almost equal. The USDA predicts that by 2020, 
52 percent of the food dollar will be spent on food away from home.  

 TRADITIONAL RESTAURANTS  

 Traditional restaurants, also called full-service restaurants, saw sales of roughly $213 billion 
in 2009 (Clauson and Leibtag  2011 ). Despite a slowdown in the general economy, affl uent 
baby boomers are the most frequent customers at full-service restaurants. Refl ecting a 
cultural change among Americans, eating out at full-service restaurants plays an important 
social function for today’s customers. Whereas 30 years ago socializing and entertaining 
were done at one’s home, today’s consumer meets family, friends, and co-workers at the 
local restaurant for leisure, conversation, and convenience. There is a growing disparity 
among restaurant types. Substantial growth is expected for casual dining restaurants with per 
person checks in the range of $15–$20. These full-service restaurants may cater to families 

 Table 1.4      Concentration ratios for top four, eight, and twenty fi rms’ share of 
U.S. grocery store sales, 1992–2009  

 Year Top 4 Firms  % Top 8 Firms  % Top 20 Firms  %  

1992 17 26 39 
1997 19 31 46 
2002 30 44 56 
2003 33 47 59 
2004 34 47 59 
2005 36 49 62 
2006 35 48 60 
2007 38 50 64 
2008 38 51 65 
2009 37 50 64 

  Source: Kaufman and Kumcu 2010.  
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    Figure 1.9      Percentage of sales of food-at-home and away-from-home, 1960–2020
Source: Westcott  2011 .   

    Figure 1.8      Sales of food at home and away from home, 1990–2009   
Source: Clauson  2010 .
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or those looking for a more relaxed dining experience. Cuisines at full-service restaurants 
have shifted towards Italian, Mexican, Japanese, Thai, Caribbean, and Middle Eastern foods, 
as U.S. tastes broaden.   

 FAST FOOD/QUICK SERVICE  

 The words “fast” and “quick” not only describe the service provided by these restaurants, 
they also describe the rate at which this industry changes. Since 1990, fast service food fi rms 
such as McDonald’s, Taco Bell, and Wendy’s have more than doubled their sales, from 
$87 to $195 billion. Established as part of American culture, fast food restaurants have 
stepped into the next dimension of customer service by experimenting with the offerings and 
specials on their menus, and faster, better means of providing customers with both fast and 
nutritious foods. Rising concerns about obesity are leading to new menus. Today’s fast food/
quick service restaurants often have central wholesale warehouses and buying offi ces, and 
many have expanded internationally as U.S. markets have become saturated.   

 INSTITUTIONAL FOOD SERVICE 

 In 2009, over 38,000 fi rms were involved in institutional food marketing, with sales of 
$128 billion. This category includes food offered at hotels, schools and colleges, govern-
ment offi ces, corporate eating establishments, airlines, hospitals, etc. Institutional food 
services account for an important portion of the food people consume daily. Some types 
of institutional food service fi rms expanded rapidly during the 1990s (recreation and enter-
tainment facilities, and retail hosts such as gas stations and bookstores), while sales through 
other fi rms in this category were stable or declining (hospitals, vending machines, and 
the military). Trends and changes in the institutional food service industry will continue 
to refl ect consumer demands for convenience and nutrition. For instance, 30 years ago, it 
would have been unusual to see ethnic foods, a food now considered common, on the menu 
of a major university’s dorm cafeteria.    

 Food wholesaling 

 In 2009, food wholesaling represented a $678 billion dollar business conducted by 26,745 
wholesalers employing almost 800,000 employees (County Business Patterns). While 
there are several ways to categorize the work done by  wholesalers , three basic categories 
capture most fi rms in this industry.  Merchant wholesalers  represent the largest percentage 
of food wholesale sales accounting for 70 percent of the total. Merchant wholesalers prima-
rily buy groceries and grocery products from processors or manufacturers, and then resell 
those to retailers, institutions, or other businesses.  Manufacturers’ sales offi ces and sales 
branches (MSBOs)  are wholesale outfi ts typically run by large grocery manufacturers or 
processors to market their own products.  Wholesale agents and brokers  are wholesale 
operators who buy and/or sell as representatives of others for a commission. Wholesale bro-
kers and agents typically do not physically handle the products, nor do they actually take 
title to the goods. 

 Most wholesale operations focus on sales to retailers, other wholesalers, industrial users, 
and, in some cases, the fi nal consumer. A wholesaler may buy directly from the producer 
and sell to another wholesaler or food processor. More typically, however, the wholesaler 
buys from the food processor or manufacturer and sells to a retailer. The make-up of the 
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wholesale trade sector involves a large group of varied organizations — some quite small and 
some very large. Chain stores own their warehousing facilities, but typically break this out 
into a separate operating unit with the objective of generating a profi t. 

 Wholesalers perform a variety of functions for their retail customers. It is important to 
note that wholesalers are facilitators and that they may take market risk if they take title to 
the goods they handle. These fi rms are responsible for distributing the product in appropriate 
quantities across a geographic region. Often wholesalers will fi nance inventory purchases 
for the retailer. In this case, the retailer does not have to borrow money from the bank, but 
uses the wholesaler as a source of operating funds. Many wholesalers offer services like 
automatic ordering, customer traffi c surveys, and a suggested shelf-stocking arrangement, 
among others. The idea is for the wholesaler to forge a profi table working relationship with 
their retail clients. 

 Merchant grocery wholesalers are classifi ed into three groups by the types of products 
they distribute: (1) general line distributors, (2) specialty distributors, and (3) miscellaneous 
distributors. First, general line distributors operate 8 percent of the total number of food 
wholesalers, but employ 17 percent of the wholesaler workforce (Wholesale Trade  2011 ). 
Also known as broad line or full line distributors, these companies handle a complete line of 
groceries, health and beauty products, and household products. Supervalu, Nash Finch, and 
Sysco are examples of general line distributors. Second, specialty distributors are typically 
smaller than general line distributors, and focus on specifi c items such as packaged frozen 
food, dairy products, meat or fi sh products, confectionery, or fresh fruit and vegetables. 
Specialty wholesales account for 54 percent of the food wholesaling establishments, employ-
ing 46 percent of the workforce. Finally, miscellaneous distributors carry narrow lines of dry 
groceries (coffee, snack foods, bread, or soft drinks), which are distributed directly to retail 
food stores. Accounting for 12,000 food wholesalers, miscellaneous food wholesalers 
employ 37 percent of the wholesale industries’ workers.   

 Food processing and manufacturing 

 In 2007, U.S. food processors accounted for 11 percent of the value of shipments from 
all U.S. manufacturing plants, or $590 billion (2007 Economic Census). The Census of 
Manufacturers from the U.S. Census Bureau counted 25,616 food processing plants 
across the nation. An additional $139 billion of processing was performed by 3,717 beverage 
manufacturers, 102 tobacco manufacturers, 423 fi ber, yarn and thread mills, and 239 tanner-
ies. While the number of manufacturers has remained constant since 1997, the value of 
shipments has risen 10 percent, from $535 billion in 1997. 

 The food processing and manufacturing industry turns raw agricultural commodities either 
into ingredients for further processing or fi nal consumer products. Meat packers, bakers, 
fl our millers, wet corn mills, breakfast cereal companies, brewers, snack fi rms, and tanneries 
are examples of food and fi ber processors and manufacturers. These complex fi rms serve 
highly varied markets. For example, soybean processors in central Illinois break down 
soybeans into two major components: soybean oil and soybean meal, each with its own 
unique market conditions. Literally hundreds of products utilize soybean oil as an ingredi-
ent, ranging from margarine to cosmetics. The primary market for soybean meal is as a high 
protein livestock feed supplement. 

 Processors of meat products account for about 22 percent of the total value added by food 
processors and manufacturers (Figure  1.10    ). Processors of bakery, fruits, and vegetables and 
dairies all account for more than 10 percent of total processing activity. While over 21,000 
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fi rms are engaged in food processing activities, most own but a single processing plant 
(McDonald  2000 ). On the other end of the continuum, the 50 largest processing fi rms account 
for 52 percent of the total value added in the processing industries (2007 Economic 
Census). 

 The sharp increase in concentration among food processing industry fi rms in the last 
30 years has led to a few large companies marketing a wide variety of commodity and 
branded products. Major commodity processing industries, such as animal feed, grain 
milling, and meat packing, are dominated by giants such as Smithfi eld Foods, Cargill, ADM, 
and ConAgra. Among well-known food processing and manufacturing fi rms are Nestlé, 
Kraft, General Mills, Mars, and Coca-Cola. 

 Our fi nal group of food sector fi rms includes those that acquire or assemble commodities 
from agricultural producers, and store and transport these products for food manufacturing 
and processing fi rms. Transportation and logistics fi rms facilitate the marketing and process-
ing phases of the food sector. Firms ranging in size from the grain handling giant Cargill, 
to local cooperatives that handle grain, are involved in the collection, storage, and transpor-
tation of agricultural commodities. A similar process then ensues as products are shipped 
to food retailers. 

 Transportation output is measured in ton-miles, a metric which tracks the interrelation-
ship between weight and distance. For example, if a 25 ton truckload of wheat moves 
200 miles to market, that trip generated 5,000 ton-miles. Agricultural and food products are 
important users of the U.S. transportation system. Agricultural commodities shipped from 
growers to processors accounted for 13 percent of the ton-miles in 2007 (Commodity Flow 
Survey  2009 ). Shipments from food processors to retailers account for another 8 percent 
of the total ton-miles. 

    Figure 1.10      Composition of total value-added by food processors, 2007   
Source: 2007 Economic Census.
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 A good example is provided by the way that grain moves from farm to processor. Grain 
typically moves from the farm either to local elevators or to sub-terminal elevators located 
near transportation centers. These fi rms make money on grain movement, not on speculating 
that the grain they hold will go up in price. Small local grain elevators may sell to a larger 
sub-terminal or terminal elevator, or directly to a processor. Terminal elevators assemble 
grain from smaller country elevators to amass a quantity of grain that will fi ll unit trains 
or barges. Unit trains might move corn to the southeast to feed poultry. Or a group of 
barges might be transported down the Mississippi River and the delivered grain shipped to 
the international market. 

 Managing transportation and storage fi rms brings a unique set of challenges. A grain 
buyer for a terminal elevator located close to rail lines and a navigable river must be knowl-
edgeable of rail rates, the availability of rail cars, and barge rates. Often these rates can 
change signifi cantly overnight. Risk management is paramount, as commodity prices 
change quickly. Margins for these fi rms are typically razor thin, hence cost management is a 
priority.   

 Linkages in the food sector 

 Many of the organizations involved in the food sector have successfully integrated 
forward or backward in the food system. Goals for such a strategy include increased 
operating effi ciency and reduced market risk. For example, many fi rms are involved in 
both processing and marketing activities and have at least partially integrated back to 
the production sector by entering partnering or contracting arrangements with 
producers. Smithfi eld Foods is a good example of a fi rm with such a position in the market. 
The link helps reduce market risk by reducing material quality problems and supply 
problems. 

 This arrangement is common in the poultry, fruit, and vegetable production sectors. In the 
Midwest, for example, the Redenbacher Popcorn Company has producer agreements that 
guarantee supply before the crop is planted in the spring. Redenbacher contracts with pro-
ducers by guaranteeing a specifi c price for popcorn grown on a specifi c number of acres. The 
fi rm provides seed and purchases all popcorn grown on the acreage under contract. Producers 
deliver production to a local processing facility. 

 Kroger, one of the top food retailers, owns 40 food processing plants that are used to 
manufacturer store label products, including dairy, snack foods, and bakery items. Anheuser-
Busch owns malting plans and can-manufacturing operations. Firms like ConAgra have a 
presence at almost every level of the food system. As mentioned earlier, such linkages are 
common and make the lines between industries very blurry, and the resulting fi rms quite 
complex.    

 The production agriculture sector 

 At the hub of our food production and marketing system is the production agriculture sector. 
 Production agriculture  includes the farms and ranches that produce the crop and livestock 
products that provide inputs to the food and fi ber sector. And, these farms and ranches are 
the customers of the fi rms that make up the input supply sector. As mentioned earlier, rela-
tively few individuals are responsible for a staggering quantity of output in the U.S. produc-
tion agriculture sector. Today’s U.S. farmer produces enough food and fi ber in a year to feed 
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and clothe 155 people. More than 40 percent of the corn grown in the world is produced in 
the United States. 

 Every industry in the food system is impacted in some way by production agriculture. 
And like the food and input supply sectors, the production agriculture sector has been under-
going profound change in response to a variety of market forces. In this section, we will 
explore the dynamic production agriculture sector of our food production and marketing 
system.  

 Farm demographics 

 So what is a farm? The United States Department of Agriculture (USDA) defi nes a 
 farm  as “any establishment from which $1,000 or more of agricultural products were 
sold or would normally be sold during the year” (Ahearn and Weber  2010 ). This 
defi nition includes many part-time farmers with limited acreage and very modest 
production. The USDA defi nition of a farm includes the small hobby farmer that sells 
one horse or ten lambs per year as well as the commercial operator that farms 8,000 acres 
or produces 700,000 head of hogs annually. The defi nition includes those who farm 
part-time and those who have farmed full-time for generations. The Economic Research 
Service (ERS) of the USDA classifi es farms into three groups: rural residence farms, 
intermediate farms, and commercial farms.  Rural residence farms  include limited resource, 
retirement, and residential/lifestyle farms.  Intermediate farms  include operators reporting 
farming as the major occupation and gross sales under $250,000, while  commercial farms  
are family farms with income over $250,000 or non-family farms (Ahearn and 
Weber  2010 ). 

 The makeup of the farms varies widely, depending upon the farm typology. Most farms 
(71 percent) are classifi ed as rural residence farms, yet they produce only 6.7 percent of the 
market value of farm products (Table  1.5  ). The rural residence farms are roughly a quarter 
section of land, with operators 58 years old. Intermediate farms make up 16 percent of all 
farms, producing 8 percent of farm production, while commercial farms produce 86 percent 

 Table 1.5      Farm characteristics, by type of farm, 2007  

 Type of Farm Number 
of farms

 %  of 
Farms

Average 
Acres

 %  Market 
Value of 
Farm 
Products

 %  of 
Government 
Payments

Average 
Age 

 Rural residence  1,566,774 71.1  162 6.7 25.3 58.2 

 Intermediate  359,025 16.3 533 7.8  18.2 54.3 

 Commercial   278,993  12.7  1,712  85.5  56.6  54.5  

 Total 2,204,792 100.0  418 100.0 100.0 57.1 

  Source: 2007 Census of Agriculture.   
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of all farm products with only 13 percent of the farms. At 1,712 acres, commercial farms are 
more than triple the size of intermediate farms. Operators reporting farming as their major 
occupation are slightly younger, around 54 years old. 

 The past century was a period of huge change for production agriculture in this country. 
Changes in farm numbers and farm size are refl ective of this change. Historically, individual 
families or extended families have owned and operated the nation’s farms. The family 
provided the land, labor, and other capital necessary to run the business. As market prices 
fl uctuated, farm families adapted by doing without or diversifying in some way. As mecha-
nization or fi nances allowed, more land was acquired — ideally to send a child to college, 
or to provide a living for additional family members coming into the business. 

 As time moved on, farm expansion required additional inputs such as seed, fertilizer, 
chemicals, credit, animal health products, or farm machinery be purchased. Technology-
fueled expansion made it possible for farmers to operate and productively manage ever 
larger farm businesses, and farm size grew. However, when fl uctuations in price or crop 
losses caused lean years, farmers still had obligations to pay suppliers. Financing became a 
necessary and critical component of the family farm business. As we will see later in this 
book, such debt fi nancing also carries a risk. 

 Average land values over time refl ect the economic health of the farm sector (Table  1.6  ). 
Land values grew from $196 to $737 per acre during the 1970s, as America planted from 
fence row to fence row to meet a surge in worldwide demand. In turn, farm expansion 
fi nanced by debt and secured through infl ated land values of the 1970s created severe fi nan-
cial problems for some producers, as well as their suppliers. Some of these farms were not 
able to survive the farm crisis of the 1980s and farm foreclosures contributed to an overall 
decline in farm numbers. Thus, the 1980s saw a retreat in farm land values. Farm land values 
have steadily increased since 1990, as production agriculture has seen a resurgence driven 
by strong growth in biofuels and export markets. 

 Total land in farms in the U.S. continues to decline slowly, due in part to conservation 
programs, as well as continued development of housing tracts, malls, and factories 

 Table 1.6      Number of farms, land in farms, average size of farm, 1970–2009  

 Year Farms Land in Farms 
(1,000 acres)

Average Size 
(acres)

Average Farm 
Land Value 
($/acre) 

1970 2,949,140 1,102,371 373.8 196 
1975 2,521,420 1,059,420 420.2 340 
1980 2,439,510 1,038,885 425.9 737 
1985 2,292,530 1,012,073 441.5 713 
1990 2,145,820 986,850 459.9 683 
1995 2,196,400 962,515 438.2 844 
2000 2,166,780 945,080 436.2 1,090 
2005 2,098,690 927,940 442.2 1,610 
2006 2,088,790 925,790 443.2 1,830 
2007 2,204,950 921,460 417.9 2,010 
2008 2,200,100 919,910 418.1 2,170 
2009 2,200,010 919,800 418.1 2,100 

  Source: McGath 2011.  
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(Table  1.6 ). In 2009, a total of 920 million acres was farmed, down from its peak of 1.2 bil-
lion acres in 1954. The 2.2 million farms and ranches in the U.S. in 2009 has been relatively 
stable since 1985. Texas reports the most farms in the U.S. with 247,500; Missouri is in 
second with some 108,000 farms. 

 Larger and more specialized farming operations have evolved since the 1930s. As a result, 
a much smaller group of producers accounts for the majority of agricultural production. 
The 2007 Census of Agriculture showed that about 93 percent of all agricultural production 
came from 16 percent of U.S. farms, and 74 percent of the total came from only 5 percent of 
the farms — about 116,000 farmers (Figure  1.11    ). 

 Despite all of the changes, today families or family businesses still own nearly 96 percent 
of the nation’s farms. However, it is important to note that many of these 
family-run farming operations are very large and sophisticated businesses. At the same time, 
non-family owned corporate farms, particularly in the livestock and poultry industries, 
are increasing in number. In 2007, such operations accounted for 22.3 percent of total 
farm sales.   

 Farm income 

  Net farm income  in the U.S. is determined by prices of farm products, production yields, 
and farm production expenses. Farm prices can be highly volatile, moving upward quickly 
in response to low tomato yields, or plunging if the market doesn’t need all of the pork pro-
duced by U.S. producers. Note that the commodity nature of most agricultural markets 
means that individual farmers have little control over the price of their production. They can 
take steps to manage their price risk, but cannot do much about the actual price they receive. 
Production expenses can also be volatile. Fuel costs can soar when general market supplies 
are short. The price of nitrogen fertilizer, which is made from natural gas, can increase very 
quickly if natural gas is in short supply. 

    Figure 1.11      Distribution of farms by sales class, 2007
Source: 2007 Census of Agriculture.   
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 Given the importance of the production agriculture sector, it has been the policy of the 
U.S. government since the 1930s to support the income of farmers when market conditions 
are not favorable. There are a wide variety of such programs that assist farmers, and these 
vary by commodity. Some crop and livestock products, such as peanuts, wheat, and dairy 
products, have substantial government involvement. Other crop and livestock products such 
as soybeans, pork, and lettuce have much lower levels of government involvement. When 
combined across all crops, total payments from the government have been an important, but 
declining, component of net farm income in the U.S. (Table  1.7  ). The government payments 
are especially important for rural residence farms (Table  1.5 ).   

 Future issues 

 The production agriculture sector continues to evolve. Consolidation in the sector has been 
rapid to date, and farms are getting larger every year — especially in the livestock sector. 
International competition, volatile input prices, environmental and food safety regulations, 
and rapid deployment of new technology have all placed substantial pressure on the owner/
manager of a production agriculture business. Agricultural producers have responded to 
these pressures with an increased emphasis on fi nancial and risk management; a focus on 
control of assets like land and machinery as opposed to ownership; and the general applica-
tion of many of the management ideas we will address in this book. For many years people 
talked about farming as “a way of life.” While the “way of life” aspect remains important to 
many producers, successful commercial agricultural producers in today’s business environ-
ment are astute, sophisticated business managers running large and complex organizations.    

 The input supply sector 

 The  input supply sector  of the food production and marketing system comprises the fi rms 
that manufacture and distribute myriad inputs used by the production agriculture sector. The 
agricultural input industry umbrella is a broad one and includes a wide range of fi rms that 

 Table 1.7      Net income from farming, 1970–2009  

 Year Net Income (millions $) Government Payments 
(millions $)

Payments as  %  
of Farm Income 

1970 14,365.9 3,717.4 25.9 
1975 25,510.2 807.1 3.2 
1980 16,141.4 1,285.7 8.0 
1985 28,509.3 7,704.2 27.0 
1990 46,260.7 9,298.0 20.1 
1995 39,770.8 7,279.5 18.3 
2000 50,684.9 23,221.6 45.8 
2005 78,763.0 24,395.9 31.0 
2006 57,436.4 15,788.8 27.5 
2007 70,323.0 11,903.4 16.9 
2008 86,597.6 12,241.7 14.1 
2009 62,187.1 12,262.6 19.7 

  Source: McGath 2011.  
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provide products and services to agricultural producers. Animal nutrition, seed, machinery 
and equipment, fertilizer, crop protection, and credit and banking fi rms would be among the 
enterprises which fall under the general category of input suppliers. 

 A description of just what these industries look like today only vaguely resembles their 
appearance just a few years ago. During the last 40 years, these industries, like the food and 
production agriculture sectors, have experienced vast and dynamic change. Taking a quick 
look at the history books helps defi ne today’s agricultural input business. A rapidly growing 
agriculture fueled a prosperous input supply sector in the 1970s. The massive adjustments of 
the production sector in the 1980s brought an equally huge reorganization of the input supply 
industries. Since the 1990s, continued consolidation in the livestock sector has reshaped the 
input supply industries serving animal agriculture. Consolidation in the agronomic indus-
tries via mergers and acquisitions has led to fewer, larger players at both the manufacturing 
and the distribution levels. 

 The productivity of the agricultural production sector continues to increase, in no small 
part, due to the products and services provided by the input supply sector. Improved varieties 
of seed may be attributed to advances in biotechnology among other more conventional 
developments, which allow improved and lower-cost production methods. Animal nutrition, 
farm machinery and equipment, agricultural pesticides and herbicides, and the many facili-
tating services offered to producers help increase the productivity of the production agricul-
ture sector. Information technologies such as global positioning and monitoring systems 
have seen widespread adoption. For purpose of this text, we have categorized the farm input 
supply sector into three areas: 

   •    Manufacturing  
   •    Distribution  
   •    Services    

 We will explore each of these three areas in the remainder of this section.  

 Manufacturing 

  Manufacturers  in the input supply sector include many company names you may well rec-
ognize. John Deere, Syngenta, Pfi zer Animal Health, and Monsanto are just a handful of 
examples of large organizations that spend millions of dollars annually in research and 
development to bring improved products to the producer. Virtually everything it takes to run 
the farm or ranch must be purchased from an input supplier of some sort. Farmers purchase 
over 72 percent of all inputs used for production. In 2010, farm production expenditures 
were $287.3 billion (Table  1.8  ). On average, a U.S. farmer spends about $100,000 dollars 
per year to run the farm business and these expenses for farmers represent the sales of 
the input supply sector. Input manufacturers are responsible to the research, development, 
production, and manufacturing that makes these products possible. 

 Livestock and poultry products include feed, feed supplements, and health products 
which are required in the production of meat, milk, and fi ber products such as wool. Providing 
producers with products such as these requires access to and use of high technology, often 
large manufacturing plants, and a sizable research and development budget to support efforts 
of this scale. In addition to products that feed animals and keep them healthy, other input 
fi rms manufacture products for housing livestock, storing and managing livestock waste, 
and moving livestock from farm to market. 
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 Table 1.8      Farm production expenses   (billion $).

 Item 2008 2009 2010 2011 

 Farm Origin Inputs  79.8  77.0  79.9  85.1  
Purchased Feed 46.9 45.0 45.2 49.7 
Livestock Purchased 17.7 16.5 19.5 19.3 
Seed 15.1 15.5 15.3 16.1 
 Manufactured Inputs  55.0  49.0  49.5  55.6  
Fertilizer and Lime 22.5 20.1 18.2 20.9 
Pesticides 11.7 11.5 11.1 11.9 
Fuels & Oils 16.2 12.7 15.6 18.1 
Electricity 4.5 4.6 4.6 4.7 
 Total Interest Charges  15.4  15.2  15.0  15.4  
 Other Operating Expenses  93.7  89.5  91.8  98.2  
Repair and Maintenance 14.8 14.7 15.5 16.6 
Contract and Hired Labor 29.7 28.7 28.8 30.1 
Machine Hire and Custom Work 4.1 3.9 4.0 4.3 
Marketing, Storage and Transportation 10.1 10.3 10.4 11.3 
Miscellaneous Operating Expenses 35.0 31.9 33.2 35.9 
 Overhead Expenses  49.0  50.4  51.1  53.3  
Depreciation 28.7 30.1 30.6 31.4 
Property Taxes 10.7 10.4 10.6 10.9 
Rent 9.6 9.8 9.9 11.1 

 Total Production Expenses  293.0  281.0  287.3  307.5  

  Source: McGath 2011.  

 Trucks, tractors, and combines are all examples of manufactured products supplied to 
farmers through the input supply sector. Deere & Company is one of the oldest fi rms in 
the U.S. and is a Fortune 500 company. Deere invests 17 percent of sales in research and 
development, focused on bringing new and better products to the world’s farmers.               

 At fi rst glance, the seed industry may not seem like it is an input manufacturing industry. 
However, seed fi rms annually invest millions of dollars in developing and producing 
or “manufacturing” hundreds of new hybrids and varieties of seed. Chemical companies 
such as Syngenta and DuPont produce crop protectants that reduce weed and insect pressure, 
or protect the crop from disease. Recent developments in biotechnology have led to many 
products that bring these two industries together. Some crops have been modifi ed to resist 
certain pests. Other crops have been modifi ed to resist a particular herbicide, making weed 
control much easier. These crops have not been without controversy, and broader market 
acceptance of these  genetically modifi ed organisms (GMOs)  has evolved slowly outside 
the U.S.   

 Distribution 

 Farm production inputs move from the manufacturer to the farm through a very wide variety 
of sales, marketing, and distribution channels. Using the technology developed by manufac-
turers also requires accurate and timely technical information, as well as timely access to the 
products. This is the job of  input distributors  — individuals, companies, outlets of national 
organizations, cooperatives, e-businesses, etc. — responsible for getting the products from 
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the manufacturer to the farm, and providing a set of services that insure productive use of 
the inputs. 

 These distribution fi rms represent a very wide range of organizations. Sometimes, a major 
national manufacturer owns the distribution fi rm. Memphis-based Helena Chemical 
Company is an international company producing fertilizers, spray adjuvants, and specialty 
products. Helena reaches farmers through its retail and wholesale locations throughout the 
U.S. In other cases, the distributor is a franchise of a manufacturer. The local dealer network 
of John Deere provides a good example. In still other cases, the distribution network is inde-
pendent of the manufacturing sector. 

 Local agricultural cooperatives are heavily involved in the distribution of inputs. 
A  cooperative  is a member-owned, democratically controlled business from which the ben-
efi ts are received in proportion to use. Local farmers who are cooperative members buy and 
sell products through the cooperative and thus, the cooperative is a distributor or agricultural 
products and/or services. 

 Stores or chains that offer everything from pet food to tractor parts operate as a retail 
business from which producers make purchases. Tractor supply provides a good example. 
Given the very wide range of inputs that farmers use in their businesses, and given the 
equally wide range of farmers involved in production agriculture, it comes as little surprise 
that the distribution system involves such a wide range of organizations.   

 Plate 1.3    Input application
Advancements in technology by input suppliers contribute to productivity gains in the 
production agriculture sector. Photo courtesy of USDA Natural Resources Conservation 
Service



 

32 Agribusiness management: scope, functions, and tasks

 Services and fi nancing 

 The  agricultural services and fi nancing  area includes farm management services, veteri-
nary care, consulting businesses, and farm lending just to name a few of the types of 
businesses involved in this area. Larger farms and fewer farmers, combined with increases 
in absentee land ownership, have greatly contributed to an increase in the number of farm 
management fi rms and services offered in the last decade. Frequently, farm management 
services are hired to oversee land rental, crop production, fi nancial and tax management for 
the absentee landlord. 

 Financing the production agriculture sector is big business. In 2009, the farm production 
sector controlled about $2.1 trillion of total assets — all those resources of value involved in 
farming. At the same time, total farm debt amounted to $245.4 billion. This debt includes 
debt on farmland and machinery, equipment, buildings, as well as production loans. Countless 
banks offer agricultural loans and related services to farmers. 

 The Farm Credit System serves as a lender to the farm sector providing production and 
farm real estate loans. In 2009, the Farm Credit System had loaned a total of $98 billion with 
roughly 60 percent being in long-term real estate loans. The Farm Credit System has pro-
vided approximately 35 to 40 percent of the total debt capital needed by the farm production 
system for farmland and operating funds in recent years. Other agricultural lenders include 
commercial banks and non-traditional lenders such as the captive fi nance companies of other 
input organizations.     

 Looking ahead 

 Managing in this diverse, multi-faceted fi eld of agribusiness requires a wide range of skills 
and talents. In addition to a strong background in management, agribusiness managers need 
a deep understanding of the biological and institutional factors surrounding the production 
of food and fi ber. In the fi rst part of this book, we will look more closely at the tasks of man-
agement and some key economic concepts that are important to managers. Then we will turn 
our attention to the types of organizations we fi nd in the food and agribusiness markets, and 
explore some elements of the context within which agribusiness managers make decisions. 

 With this broader perspective in hand, we turn our attention to a deeper look at the four 
functional areas of management. First, we explore the area of marketing and sales. Then, we 
will consider the management of the fi nancial resources of the agribusiness. The fi nal two 
parts deal with the important areas of supply chain management and human resource man-
agement. It is our goal that this book will provide you with a solid foundation for your fur-
ther study — and practice — of agribusiness management.   

 Summary 

 The food production and marketing system is a complex, dynamic, and extremely produc-
tive part of the total U.S. economy. The study of agribusiness includes understanding basic 
management principles and practices. Four key functions of management are marketing, 
fi nance, supply chain management, and human resources management. An understanding of 
these functional areas is critical to the successful agribusiness manager. 

 There are a number of factors that combine to create a unique business environment for 
fi rms and managers in the food production and marketing system. This system is a highly 
effi cient one. Over time, consumers have demanded more and more services with their food 
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products. As a result, the proportion of the food dollar that goes to production agriculture has 
declined, and the marketing bill has expanded. 

 The defi nition of agribusiness used in this book includes three important sectors: the 
food sector, the production agriculture sector, and the input supply sector. In their combined 
activities, these three areas provide a tremendous variety of food and fi ber products to 
consumers both in the U.S. and around the world. In this food system, each sector is tied to 
the next in the task of developing, producing, and delivering food products to the consumer. 
The food sector includes a wide range of fi rms including processors, manufacturers, whole-
salers, and retailers. Many of these fi rms are global fi rms offering brands we are all familiar 
with. Others are focused on manufacturing ingredients that are inputs for other food compa-
nies. The production agriculture sector is undergoing dramatic change as the number of 
farms declines, and their size increases. Finally, the input supply sector provides the product 
and service inputs required by the farm production sector. Tractors, seed, crop protection 
products, capital, and advice are examples of products/services provided by input supply 
fi rms.   

 Discussion questions 

    1   List and defi ne the four functions of agribusiness management.  
  2   What are fi ve reasons the agribusiness sector may be considered unique? How or why 

could agribusiness and fi rms outside the agribusiness sectors make different decisions 
in similar situations?  

  3   The food marketing bill continues to grow each year — the proportion of the total farm-
food marketing bill going to the food sector continues to increase. Interpret this trend. 
What are the reasons for this increase? How does this marketing bill affect farmers? 
Explain.  

  4   What are three signifi cant trends facing food retailers? How have these impacted the 
food retailing industry?  

  5   Why have away from home eating establishments become so popular? Do you expect 
these trends to continue? Why or why not?  

  6   The size of U.S. farms has continued to increase. What are the positive dimensions of 
this trend? What are the negative dimensions of this trend? How does this trend impact 
the food sector and the input supply sector?  

  7   Environmental regulations and public acceptance of biotechnology were mentioned as 
important issues facing production agriculture, and hence input supply fi rms. Take one 
of these two issues, or the broader social issue of your choice, and outline some of 
the key implications of the issue for fi rms manufacturing and distributing inputs to 
farmers.      

 Case study 

 In this chapter, we look at three key sectors of the food production and marketing system —
 the food sector, the production agriculture sector, and the input supply sector. For this case 
study, pick a specifi c food or fi ber product. The product could be cotton jeans, watermelon, 
frozen dinners, snack chips, beef steak, pizza — pick something you have an interest in. Then, 
using the library or the Internet, locate the name of one fi rm for each of the three sectors of 
agribusiness that is involved in some way in the production and distribution of your product. 
For pizza, this might be Pizza Hut (food sector), a family-owned tomato grower/shipper 
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(production agriculture), and DowAgro Sciences (input supply sector). After you have iden-
tifi ed your three companies, answer each of the questions below: 

  1   Briefl y describe each of your fi rms. What markets do they serve? How large are the 
fi rms? What products do they produce?  

  2   How are these fi rms linked to the product you chose to research?  
  3   What is similar about the fi rms you chose? What is different about the fi rms you 

chose?  
  4   How are these fi rms related in the production and distribution of your product? Is this 

an explicit link (do they share the same parent company, for instance), or are they 
loosely related through open markets?        
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    2   Managing the agribusiness     

 Objectives 

     •    Defi ne management and explain the role of a manager  
   •    Understand the decision-making environment for agribusiness managers  
   •    Describe the tasks of planning, organizing, directing, and controlling in agribusiness 

management  
   •    Understand the steps in the planning process  
   •    Defi ne leadership and compare it to management  
   •    Explain the differences among policies, procedures, and practices  
   •    Describe management by exception, and understand how this idea is used by agribusi-

ness managers      

 Introduction 

 Success or failure? Stellar performer or also-ran? For an agribusiness fi rm, success or failure 
is sometimes driven by the broader marketplace — a boom in export demand, a rapid price 
hike for fuel. Other times winning and losing comes down to chance — a lucky break in the 
market, a competitor’s mistake. The broader marketplace and chance are clearly beyond the 
agribusiness fi rm’s direct control. Although these external factors are certainly important, 
the agribusiness fi rm also has infl uence on whether performance is stellar or mediocre. 
Decisions made by the fi rm’s managers — the allocation of investment funds, the people 
hired, the products introduced, the plants constructed, the deals entered, and many more — all 
determine whether the fi rm will be able to capitalize on a favorable market or how well 
prepared the fi rm is for challenges. 

 While any fi rm will take a favorable trend or a lucky break, relying on factors outside 
the fi rm to determine performance simply leaves too much to chance. So, we will assert that 
fi rm performance hinges in large part on how effectively a manager uses the organization’s 
resources. Managers are hired to utilize fi rm resources in the best possible manner to 
achieve the performance objectives of the fi rm’s owners. They use resources to capitalize on 
market trends and to manage downside risk. Managers deploy resources to take advantage 
of fortunate circumstances or to minimize the fallout from unlucky ones. Managers drive 
performance in agribusiness fi rms. 

 Who are these managers leading today’s agribusinesses? They are each unique individu-
als who vary in age, gender, background, education, ethnicity, geographic location, and so 
on. Each faces a different management situation — unique because of their industry, com-
modity, location, employees, competitors, etc. Given that people and situations differ, a 
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specifi c recipe for what it takes to be a successful manager is challenging to defi ne. While 
there are certain management skills and principles that can be learned, these skills must be 
adapted by each individual to fi t the unique situation they face. 

 Given this responsibility, how do agribusiness managers actually accomplish their task? 
Perhaps a few individuals are “born managers,” but managing is not innate to most people. 
For most of us, managing is a learned skill, and this book is about helping you move down 
the path toward being an effective manager. Business education has come of age, and 
the reasons why some organizations succeed while others fail are understood. Today’s 
successful agribusiness managers are guided by a set of principles that constitute sound 
management. In this chapter, we will take a closer look at this business of management. We 
will explore the key tasks of any manager to provide a foundation for our further exploration 
of agribusiness management.   

 Today’s agribusiness managers 

 Management is both an art and a science. Managers must effi ciently combine available human, 
fi nancial, and physical assets to maximize the long-run profi ts of an operation by profi tably 
satisfying its customer’s demands. Management requires individuals be technically knowl-
edgeable about the organization’s product and/or function. They must be good and effective 
communicators. The ability to motivate people is also essential. They must be profi cient in 
the technical skills of management such as accounting, fi nance, forecasting, and so on. 

 In addition to a strong background in management, agribusiness managers need a strong 
understanding of the biological and institutional factors surrounding the production of food 
and fi ber. In other words, not only must they excel at the normal concerns of business man-
agement, agribusiness managers must also factor in the uncertainty of the weather, the per-
ishable nature of many of agriculture’s products, government policies, and the rapidly 
changing technology employed in agriculture. They must possess the ability to quickly adapt 
to changes in market conditions that result from changes in these uncertain factors of weather, 
product perishability, government policies, technology, etc. Managers must be able to mix 
each of these skills and perspectives in the right proportion to deliver the greatest long-run 
net benefi t for the fi rm.  

 Defi ning management in agribusiness 

 Successful managers feel like managers, see themselves as managers, and are both ready and 
willing to play the managerial role. When successful managers look in the mirror, they see a 
leader, a person who is willing to accept the responsibility for change and become the cata-
lyst for action. The success-minded manager is comfortable with this managerial role, and 
accepts responsibility and authority as a challenge rather than as a curse. Nicholas Murray 
Butler, the longtime president of Columbia University, once placed managers in three 
classes: “the few who make things happen, the many who watch things happen, and the 
majority who have no idea what has happened!” 

 We defi ne  management  in this text as the art and science of  successfully  pursuing desired 
results with the  resources available  to the organization. Several key words in this defi nition 
are italicized to stress the elements of successful management. 

  Art  and  science  are the fi rst two key words, and as mentioned above, management is both 
an art and a science. Because management deals largely with people, management principles 
must be viewed as imperfect, at best. Yet many management principles and tools can help us 
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make better decisions in an imperfect world. Everyone cannot become the top manager for 
a fi rm, but everyone can use management principles to foster continual growth and progress 
toward their personal managerial potential. The third key word is  successful . Whatever else 
good management is, it must be successful in meeting desired and predetermined goals or 
results. Managers must know where they are headed in order to achieve such success. 

 Finally, consider the  resources available . Each organization possesses or has at its com-
mand a variety of resources — fi nancial, human, facilities, equipment, patents, and so on. 
Successful managers coax the highest potential returns from the resources available. They 
recognize the difference between what should be and what is. At the same time, they know 
how to expand the fi rm’s resource base when resource constraints hamper potential. They 
use what they have to get what they want and need, and deal in the realm of the possible. 

 A  manager  can be defi ned as that person who provides the organization with leadership 
and who acts as a catalyst for change. He or she is responsible for the management of the 
organization. Good managers are most effective in an environment that permits creative 
change. Such managers live to make things happen. Success as a manager, then, necessitates 
the ability to understand and be comfortable with the managerial role, to accept responsibil-
ity, and to provide leadership for change.   

 Distinctive features of agribusiness management 

 In many ways, management principles and concepts are the same for any business. Both the 
largest business in the country and the smallest one-person agribusiness are guided by the 
same general principles. The differences between managing large and small businesses, 
between agribusinesses and other kinds of businesses, rests in the art of applying fundamen-
tal management principles to the specifi c situation facing the business. In this chapter many 
general management principles will be applied to the unique context of agribusiness and 
agribusiness management. 

 Recall from Chapter 1 the eight points that distinguish the agribusiness management 
environment: 

  1.   Food as a product  
  2.   Biological nature of production agriculture  
  3.   Seasonal nature of business  
  4.   Uncertainty of the weather  
  5.   Types of fi rms  
  6.   Variety of market conditions  
  7.   Rural ties  
  8.   Government involvement    

 Thus, agribusiness is unique, and requires that the agribusiness manager use the principles 
of management in a distinct way.    

 The four key tasks of agribusiness managers 

 Management has been described using as many concepts as there are authors in the fi eld. 
Some describe management as a division of four areas of functional responsibility, such as 
fi nance, marketing, supply chain management, and personnel. Others view it as coordinating 
resources, such as money, markets, materials, machinery, methods, and manpower. 
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Still others view management in terms of approaches or processes — i.e., industrial engineer-
ing, organizational, and behavioral concepts. Finally, some consider management as a series 
of four tasks, the perspective we will take in this book. 

 The functions of management discussed in Chapter 1 address four key areas (marketing, 
fi nance, supply chain management, and human resources) of the fi rm. Any food or agribusi-
ness fi rm must make decisions in all four areas. While these management functions 
are important to understand, they don’t tell the whole story of what management is all about. 
We use the term manager to describe a wide swath of individuals, from chief executive 
offi cer to district sales manager. What does a manager who runs a small, independent crop 
consulting fi rm have in common with a senior executive in a multi-billion dollar food com-
pany? The answer is simple. In each of these agribusinesses, it’s what these managers do that 
makes their jobs similar. All effective agribusiness mangers execute four principle tasks in 
their work: 

   •    Planning  
   •    Organizing  
   •    Directing  
   •    Controlling    

 Each of these tasks plays a part of the agribusiness manager’s overall role in managing the 
people and events within his/her power to generate the best possible outcome for the organ-
ization. Each task deals with a specifi c aspect of what agribusiness managers actually do as 
they manage. 

 Figure  2.1   illustrates this task-oriented concept of management as a wheel. The four tasks 
of management are the spokes that connect the manager with the goals, objectives, and 
results desired by the organization. It is only through planning, organizing, directing, and 
controlling that the fi rm’s (and manager’s) goals are achieved. Overall, management can be 
no stronger than the weakest spoke in this wheel. Now add  motivation  as the torque, or 
speed, or effectiveness, with which the tasks are accomplished. Motivation provides the 
motion by which the wheel either moves forward or reverses, but it is not another task. 
Strong motivation results in speedy, effi cient, successful and forward-moving management. 
On the other hand, a lack of motivation can result in a discouraging reversal. The axle on 
which the entire wheel of management turns is  communication . Again, this is not another 
task, but without effective and timely communication, the wheel of management soon begins 
to wobble and squeak. 

 A manager in one situation may be heavily involved in planning activities and have little 
or nothing to do with controlling or directing. Another manager’s job might be heavily 
involved in the directing task, while still others are involved in all four tasks. Regardless of 
which tasks are prevalent in one’s job, it is critical for agribusiness managers to understand 
what goes on in each of the four areas — planning, organizing, directing, and controlling —
 since someone, somewhere in the organization must undertake these tasks to get a product 
or service to market. The manager that fully grasps the total picture and where they fi t in will 
have greater success at carrying out their tasks effectively.   

 Planning 

  Planning  can be defi ned as forward thinking about courses of action based on a full under-
standing of all factors involved and directed at specifi c goals and performance objectives. 
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Let’s examine this defi nition in more detail. The fi rst segment focuses on forward thinking, 
which means just that, looking ahead. This is not a forecast but an action-oriented state-
ment — thinking about the future. To look forward, it is vital to be well aware of the events 
of world and key trends. The second element concerns courses of action, which implies 
developing alternatives or methods of accomplishing specifi c goals and objectives, based 
on a full understanding of all factors involved. Here is where the facts and consequences of 
the various factors affecting the alternative courses of action are weighed. Finally, there is 
the most important part of all, as well as the most neglected: directed at specifi c goals and 
objectives, or, in other words, focusing on some end-point, some target.           

 Types of planning 

 The planning task represents the preparation of the agribusiness fi rm for future business 
conditions. Since the future can be defi ned to include various time periods and it is uncertain, 
the planning task can take a number of forms. The three types of planning discussed in this 
chapter are strategic, tactical, and contingency. 

  Strategic planning  is focused on developing courses of action for the longer term. Long 
term may be two or three years for a very small agribusiness, while a major corporate organ-
ization may be looking at a 20-year (or longer) time horizon. Strategic plans tackle the 
broadest elements of an agribusiness fi rm’s strategy: what countries will we operate in; what 
businesses will we be in; what plants will we build, what technologies will be developed? 
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    Figure 2.1      The wheel of management   



 

Managing the agribusiness 41

While strategic plans are found at all large agribusiness companies, they are also important 
for the small food processor or the sales manager for a swine genetics company. It is the 
long-term time horizon that characterizes the strategic planning activity. 

 Any planning activity is focused on achieving some goal, on moving the fi rm in some 
direction. Therefore, in many strategic planning situations, one of the fi rst steps is the 
development of a mission statement or a statement of vision. A  mission statement  helps to 
spell out this direction for a fi rm and describes the destination. When developing a mission 
for a company or even for a department, management must think strategically about the 
fi rm’s business in a future time period. Briefl y stated in between one and three sentences, a 
mission statement usually describes who the company is, what they do, and where they are 
headed. In many cases, it has three parts: 

   •    Key markets (who we serve)  
   •    Contribution (what we do)  
   •    Distinction (how we do it differently)    

 Some examples of fi rm mission statements are shown below: 

 As a leading branded food company with a focus on profi table growth and inspired 
by our founder’s charge to “Originate, don’t imitate,” we market a balanced portfolio 

 Plate 2.1    Man and woman planning
Planning efforts should be forward thinking and directed toward specifi c goals. Photo courtesy of 
USDA Natural Resources Conservation Service.
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of highly differentiated quality products. We engage our employees by creating an 
environment where careers are fostered, people make a difference and integrity is 
absolute.   
   By doing things Our Way, the principles that have helped us grow and succeed for 
more than 100 years can guide our daily actions to support four key areas—our people, 
our processes, our products and our performance . 

 (Hormel Foods) 

 Because the need for food and energy is both vital and growing, we must look ahead, 
plan and grow. Our vision is to be the most admired global agribusiness. Creating value. 
Growing responsibly. Serving vital needs. 

 (Archer Daniels Midland) 

 The challenge: meeting the needs of today while preserving the planet for tomorrow. 
  The solution: Producing more — We are working to double yields in our core crops by 
2030. These yield gains will come from a combination of advanced plant breeding, 
biotechnology, and improved farm-management practices. 
  The solution: Conserving more — We’ve strengthened our goal of doubling crop 
yields by committing to doing it with one-third fewer resources such as land, water, and 
energy per unit produced. 
  The solution: Improving lives — We’re working to help farmers achieve big increases 
in yield and productivity. And for all of the world’s farmers who raise themselves from 
poverty to prosperity, many more people will also prosper. 

 (Monsanto)   

 A mission statement should be specifi c to the fi rm. Generically worded statements that apply 
to any fi rm are not useful. Such generic statements do not paint a mental picture of where the 
fi rm is destined, and offer no guidance on which activities to pursue and what strategies to 
follow. In contrast, a good strategic mission statement must be pointed. It must have specifi c 
relevance to the company in both its direction and destination. Many agribusiness companies 
have found that in addition to company stated missions, teams and working groups super-
vised by various levels of managers also benefi t by developing a “team” mission. Team 
members benefi t from being involved in developing their own working group’s mission. To 
inspire those involved, this type of mission statement should be expressed in language that 
attracts the attention of people, creates a vivid image, and provokes emotion and excitement. 
If managers are maintaining the big picture perspective, they can help employees understand 
where we need to go. Thus, by keeping the focus on a company’s mission, all can better 
achieve their goals more effectively. 

  Tactical planning  involves short-term plans consistent with the strategic plan. As such, 
tactical plans are a crucial part of implementing the agribusiness fi rm’s strategic plan. While 
strategic planning is focused on what we do in three years (or fi ve years, or 20 years), tactical 
planning is focused on what we do tomorrow (or next month, or next year). For example, a 
chemical company’s strategic plan could include a goal of increasing its market share by 
20 percent in three years by using a strategy of expanding its geographic market. The fi rm’s 
tactical plan may focus on how to increase sales in the next quarter in specifi c geographic 
regions that have less competition, and will likely include specifi c action steps for getting 
this done. 
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  Contingency planning  is the development of alternative plans for various possible 
business conditions. It is part of the strategic and tactical planning process for a fi rm. A 
contingency plan provides guidance when something unexpected happens. Some contin-
gency planning is conducted to prepare for potential crises that may occur. For example, a 
seed company markets varieties specifi c to the growing conditions of a particular geographic 
region of the country. However, a prolonged wet period during the planting season would 
cause the seed company to implement a contingency plan based on delayed planting, 
which may result in providing an additional supply of short-season varieties. On the other 
hand, a food company may need a contingency plan for the best-case scenario. What do they 
do if demand for their new organic frozen entrée grows at ten times the initial forecast? How 
will they handle the extra production and distribution? Thus, both bad and good outcomes 
can create the need for a contingency plan.   

 Levels of planning 

 Table  2.1   illustrates the three levels of planning. As the level of planning moves from 
the chief executive to the line worker, several changes occur. At top management levels, 
plans are strategic and have a tendency toward fl exibility, are longer range, are usually 
written, are more complex, and are broader in nature. At the lower levels, plans are specifi c 
in nature, are for immediate action, are usually unwritten, and tend toward simplicity. 
Although plans tend to be unwritten at the lower levels, almost all managers benefi t 
from having written plans. Upon writing down a plan, the plan becomes more focused 
and any inconsistencies or gaps are likely to be made visible. Written plans tend to organize 
and consolidate thoughts, are easier to communicate, and provide a source for further 
reference. 

 Depending on the structure of the fi rm, another reason the nature of planning changes 
from the top management level to lower levels is the allocation of resources. Top executives 
develop strategic plans that generally add or subtract resources from the agribusiness, while 
those plans made at the lower levels are operational and generally relate to using the existing 
resources in the most effi cient manner. Table  2.1  illustrates the need for all these plans to 
mesh in a consistent manner so that the long-range goals of the organization can be achieved. 
The challenge is to help those at all levels of the organization understand the long-range 
goals and how the short-range performance objectives are intermediate steps for accom-
plishing those goals.   

 Table 2.1      Levels and nature of planning in the agribusiness  

 Strategic Level Tactical Level Operational Level 

Top Management Middle Management Line Employees 

Very Flexible
Long-term
Written Analyses
Complex, Detailed
Broad

Somewhat Flexible
Intermediate-term
Written Reports
Less Detail, Outlined
General

Infl exible
Immediate
Unwritten
Simple
Very Specifi c 
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 The planning process 

 Six steps in the planning process provide structure to the process and are designed to provide 
management with as much information as is available when developing the strategic or 
tactical plan. These six steps follow: 

  1.   Gather facts and information that have a bearing on the situation.  
  2.   Analyze what the situation is and what problems are involved.  
  3.   Forecast future developments.  
  4.   Set performance objectives, the benchmarks for achieving strategic goals.  
  5.   Develop alternative courses of action and select those that are most suitable.  
  6.   Develop a means of evaluating progress, and readjust the plan as the process 

unfolds.     

 Step 1: gather facts 

  Gathering facts  and information is the fi rst step of the planning process. Although it should 
be noted that information gathering is a recurring part of the process. Its place as a fi rst step 
is easily justifi ed, since adequate information must be available to formulate or synthesize a 
problem or opportunity. Fact gathering is subdivided into two parts: gathering suffi cient 
information to identify the need for a plan in the fi rst place and systematic gathering of spe-
cifi c facts needed to make the plan work once it has been developed. Two challenges can 
limit fact gathering. First, some managers tend to skip or minimize this step because of 
the diffi culty of gathering data. Instead of planning, they resort to a “seat of the pants” or 
“gut-feel” philosophy, which reduces the likelihood of success. Second, a manager should 
not become so engrossed in fact gathering that inaction results.   

 Step 2: analyze the facts 

 The groundwork for developing a sound plan is provided during the process of  analyzing 
facts . This process answers such questions as “Where are we?” and “How did we get here?” 
It helps pinpoint existing problems and opportunities, and provides the framework upon 
which to base successful decisions. An analysis of facts will prevent mistakes and allow for 
the most effi cient use of the organization’s resources.   

 Step 3: forecast change 

  Forecasting change  is the third key element of good planning. The ability to determine 
what the future holds may be the highest form of management skill. As managers ascend the 
organizational ladder, the demands on their abilities in this area steadily increase. Forecasting 
becomes more diffi cult as the situation becomes broader, more complex, or for a longer time 
horizon. Forecasting is interrelated with the other fi ve steps and it is a logical extension of 
analysis into a future time setting. Some say, “No one can predict the future in our business.” 
While no one can be expected to predict accurately all future developments, this is hardly a 
good reason for not attempting to anticipate what the future might entail. Many failures that 
occur in forecasting result from sloppy, ambiguous, and generalized thinking. Other failures 
arise from a poor job of collecting facts. Forecasting change is not a guessing game; it is part 
of a disciplined approach to planning.   
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 Step 4: set goals/performance objectives 

 The development of goals and/or performance objectives is the next step in the planning 
process.  Goals  are the specifi c quantitative or qualitative aims of the company or business 
group that provide direction and standards one can use to measure performance. Top man-
agement, boards of directors, and/or chief executives often develop these goals to help bring 
focus and specifi city to the organization’s mission (see above). The mission statement is the 
target toward which goals are aimed. In turn, goals are the targets toward which performance 
objectives are aimed. Well-stated goals should: 

  1.   Provide guides for the performance objectives and results of each unit or person  
  2.   Allow appraisal of the results contributed by each unit or person  
  3.   Contribute to successful overall organizational performance    

  Performance objectives  are then set for specifi c units and/or individuals. They provide the 
performance targets at the unit and/or individual levels that are needed to accomplish the 
broader, longer-range strategic goals. Performance objectives are usually set for shorter time 
periods than strategic goals and usually are defi ned by measurable results. Note that all these 
processes are going on continuously during the planning process. Performance objectives 
cannot be set in a vacuum, but must be attainable. Therefore, performance objectives must 
be a consequence of the gathering and analyzing of relevant information and facts. 

 Some management specialists consider setting goals or performance objectives to be 
the fi rst step in the planning process. In our discussion of strategic planning above, we 
started the strategic planning process by developing vision and mission statements. In a way 
these individuals are correct, but our approach to planning, accumulating, and evaluating 
information occurs before goal setting is part of the process of setting performance objec-
tives. In practice, many of these steps occur simultaneously — data may be used to develop 
an initial set of goals which leads to a need for more data, which requires refi ning the goals 
and so on. The Wheel of Management in Figure  2.1  suggests that the planning process is a 
continual loop.   

 Step 5: develop alternatives 

 After the performance objectives have been set, agribusiness managers must explore differ-
ent ways of getting wherever they want to go by  developing alternative  courses of action. 
Here again the relationship between performance objectives and results can be seen. The 
results achieved depend upon the alternative activities selected to meet the objectives. 
Alternatives must be weighed, evaluated, and tested in the light of the agribusiness’ 
resources. 

 Imagination is crucial since new ways and/or new paths may be the key to success. It is 
important in this step to be creative, yet practical, in generating alternatives. The conditions 
surrounding each decision must be carefully considered. For example, a fi rm might believe 
that equipping its sales representatives with smart phones and training them in the use of a 
new database management package might be the best alternative to improve the productivity 
of the sales force. However, the fi rm’s budget situation may mean that only one-third of the 
sales representatives can get new phones, or there may be poor wireless coverage in parts of 
the sales territory. So, the fi rm may need to look for other (low cost) options to boost sales 
performance to complement the use of smart phones and new software.   
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 Step 6: evaluate results 

 Management specialists have found monitoring progress to be a high priority in planning. 
Carefully reviewing, assessing, or  evaluating results  shows whether the plan is on course 
and allows both the analysis of new information and the discovery of new opportunities. 
Evaluation cannot be left to chance. It must be incorporated into the planning process, 
since a plan is only good so long as the situation remains unchanged. An evaluation also 
reveals whether results met performance objectives or where the results fell short or overshot 
objectives. Evaluation also points out weaknesses in plans and programs so that those 
portions that are ineffective can be changed. In a fast-changing world, continuous evaluation 
is essential to planning success. Evaluation also triggers the next round of planning.     

 Organizing 

 People working effectively towards accomplishing the company’s goals; these are objec-
tives of every manager — no matter what industry, function, or organization. There must be 
a structure in place to make it possible for people to work effectively toward accomplishing 
goals. The management task of organizing provides that structure or framework in which to 
operate.  Organizing  represents the systematic classifi cation and grouping of human and 
other resources in a manner consistent with the fi rm’s goals. The organizing process is 
important at each level of a company or fi rm. And, it is the manager’s challenge to design an 
organizational structure that allow employees both to accomplish their own work, while 
simultaneously reaching the goals and objectives of the organization. 

 The organizing task occurs continuously throughout the life of the fi rm. Done effectively, 
this task helps management establish accountability for the results achieved; prevents “buck-
passing” and confusion as to who is responsible; and details the nature and degree of author-
ity given to each person as the activities of the fi rm are accomplished. This task is especially 
important in today’s business environment in which many fi rms frequently restructure their 
operations. This restructuring may be the result of efforts to improve effi ciency, reduce 
costs, or as the result of a merger or acquisition. The manager must develop an effective 
organizational structure before he or she can implement the strategies needed to achieve the 
goals developed in the planning task. Organizing involves: 

   •    Setting up the organizational structure  
   •    Determining the jobs to be done  
   •    Defi ning lines of authority and responsibility  
   •    Establishing relationships within the organization    

 Until all employees understand their relationships to other employees and to the agribusiness 
as a whole, cooperation, teamwork, and coordinated action remain impossible to achieve. If 
members of a band fail to understand their connection to the whole, discord rather than har-
mony will result. Thus, as part of the organizing task, the agribusiness manager must see to 
it that each employee has a clearly defi ned role, and that when the employee accomplishes 
his or her goal, the goals for the organization are furthered. 

 For example, the overall sales goal for a fi rm can be broken down to performance objec-
tives for regions or divisions and ultimately individual sales representatives. An example is 
provided in Figure  2.2  . The planning process in this seed company is structured as described 
above, with all levels of the organization involved in planning. However, as indicated 
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earlier, the scope of that planning will become more focused as we move from the CEO 
to the operating level. Likewise, the scope of the goals will become more focused as we 
move down the organization. In terms of results, the fl ow is from bottom to top — if Sales 
Territory 1 achieves the goal of selling 500 units of soybeans at $18/unit, this helps the 
Soybean Division Sales Department achieve its goal, which helps the Soybean Division, 
etc. In the end, accomplishment of each person’s sales objective contributes directly to the 
accomplishment of the fi rm’s strategic goal.  

 Organizational structure 

 An  organizational structure  is the framework of a company. It provides the beams, braces, 
and supports to which the appropriate “building materials” are attached. Different jobs 
are connected to different parts of the whole framework. It is the formal framework by 
which jobs are grouped, coordinated, and further defi ned. Whether they are called groups, 
departments, or teams, coordinated communication and cooperation among work groups is 
essential. Consider the Carlson Seed Company. The family run seed business has a research 
group headed by Michael, a plant breeder. Michael’s research group is deeply involved in 
developing a particular early season, stacked-trait soybean variety. 

 Paul heads the production group of this small company. While Paul and his staff may not 
necessarily be interested in the specifi cs of what the research group is coming up with on the 
genetic level, it is essential they understand what development of this particular early season 
soybean variety means to their production efforts. Paul realizes the importance of knowing 
what else is going on in their business. As a savvy production manager, he realizes that get-
ting this variety ready for sale may mean juggling their current people resources — what time 
of year to have extra workers available, which projects people work on. It may mean that 
production juggles mechanical resources, such as changing bagging processes or movement 
through the dryer system. It may mean devoting more acreage to producing seed — which 
may displace production of some other product, and on and on it goes. 

 Even though the production department may not have anything to do with the ongoing 
genetic research, it does benefi t them, other departments, and the company in general to 
understand the organizational structure, and the goals within that structure. A working 
knowledge of the organizational structure is essential to managers if they are to put plans 
into action. 

    Figure 2.2      Levels of planning and goals for seed company   

Level 1: Corporate strategy

–   Formulated by CEO and executive team

Corporate objective

–  Generate $5 million in profit

Level 2: Line of business strategy

–   Formulated by business division heads

Soybean division objective

–  Sell 200,000 units of soybeans @ $20/unit,
    hold production cost to $15/unit

Soybean division sales departmentLevel 3: Functional area strategy

–   Formulated by functional
     heads/department heads

–  Sell 200,000 units of soybeans @ $20/unit

Level 4: Operating level strategy

–   Formulated by heads of operating
     units/production facilities

Sales territory 1

–  Sell 500 units of soybeans @ $18/unit
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 An organizational structure exists in all businesses. It might be argued that even a 
one-person agribusiness has an organizational structure, with one person wearing many 
organizational hats. Organizing, then, involves formalizing a plan to show the interrelation-
ships of each job and each individual within the organization (Figure  2.3  ). Such an organi-
zational structure clarifi es who reports to whom. It helps clarify who has responsibilities for 
specifi c tasks. An organizational structure also helps clarify who has authority for specifi c 
decisions. Finally, for new employees, an organizational chart can point to potential career 
paths within the company. 

 An  organizational chart  shows the formal organizational structure of a company. It 
helps capture some important ideas including division of labor, chain of command, bureauc-
racy, and organizational design. 

  The  division of labor  is the manner in which jobs are broken into components and then are 
assigned to members or groups. The objective is to accomplish more by delegating 
specifi c tasks to groups or individual who use specialized equipment and training, as 
well as a learning curve effect to successfully and effi ciently accomplish more than can 
be done by one alone.    

  Chain of command  is illustrated in organizational structure by the authority – responsibility 
relationships or links between managers and those they supervise. This continuum exists 
throughout the company. The chain of command should be clear so employees know to 
whom they report and are accountable. 

  Bureaucracy  is a word with many negative connotations in today’s vernacular. However, 
bureaucracy was developed as a highly specialized organization structure in which work 
is divided into specifi c categories and carried out by special departments. A strict set of 
guidelines determines the course of activities to ensure predictability and reduce risk. A 
bureaucracy is a tightly run, unyielding organizational structure. This organizational 
structure does work well for some types of businesses. However, given the variability 
and unpredictability of the weather and other uncontrollable circumstances, many food 
and agribusinesses do not operate under this form of organizational structure, and go to 
lengths to take bureaucracy out of their internal processes.    

 Directing 

  Directing  is guiding the efforts of others toward achieving a common goal. It is accom-
plished by: 

  •   Selecting, allocating, and training personnel  
  •   Staffi ng positions  
  •   Assigning duties and responsibilities  
  •   Establishing the results to be achieved  
  •   Creating the desire for success  
  •   Seeing that the job is done and done properly    

 Directing involves leading, supervising, motivating, delegating, and evaluating those whom 
you manage. Managers are directing when they see to it that the efforts of each individual 
are focused on accomplishing the common goals of the organization. Leading is at the very 
heart of the management process and is founded on a good organizational plan or structure 
that provides for responsibility, authority, and evaluation. 
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 The task of direction may be described as the task of making the organization take on 
life, of creating the conditions that make for interest in the job, vigor of action, imaginative 
thinking, and continuous teamwork. This goal is one that cannot be reached by magic formu-
las. Its achievement rests in large measure upon the leadership qualities exhibited by the 
manager.  

 The manager as leader 

 In the past, leadership was treated as simply a part of management, but today fi rms view 
management and leadership differently. The manager’s duties include efforts to perform the 
various management tasks and functions. In contrast, a leader infl uences the attitudes and 
behavior of followers and motivates them to do their best work. The increasing importance 
of leadership in today’s business environment requires that we explore it in more detail. 

 Besides providing instructions on how to complete a task and information on the desired 
results, leadership also provides incentives to complete that task correctly and in a timely 
manner. So an important aspect of leadership is the motivation of employees. Part of motiva-
tion is creating a vision for the organization or the group that inspires the members. Another 
method used to motivate employees is to delegate authority by assigning employees 
more responsibility, which encourages employees to take more pride in their jobs and raise 
their self-esteem. Of course, such assignments should be combined with incentives tied 
to the organizations’ goals and the individuals’ performance objectives as determined in 
the planning task. Leadership is also the process by which the manager attempts to unleash 
each person’s individual potential, once again, as a contribution toward organizational suc-
cess. Leaders recognize that the results of a person’s activities count for more than the activ-
ities themselves. 

 Finally, for managers to be effective leaders they need initiative, which is the willingness 
to take action. Some managers who recognize the need for changes are unwilling to take 
action because making changes takes more effort than living with the status quo.   

 Other directing roles 

 The manager must also interpret programs, plans, policies, procedures, and practices 
within the organization. Every department, division, or organization must have a court of 
last resort. Human nature is such that even those with the best intentions may differ in their 
interpretations of facts or information. In such cases, it is the manager’s task to deliver this 
interpretation — to become, in effect, the Supreme Court for those who are being supervised. 
By quickly resolving a difference between two individuals, the manager can help both of 
them return to their respective task at hand. 

 Part of the manager’s directing task involves the encouragement of employees’ growth 
as individuals. An individual who is developing new skills and expertise becomes more 
productive for the agribusiness, as well as for himself or herself. Special provisions for 
growth in responsibility should be built into the opportunities presented by any job, and 
job challenge must be maintained for the individual. Promotion policies should be clear, and 
all concerned should understand them. Each employee’s performance should be appraised 
regularly and evaluated for the unique contributions that the employee can make to the 
organization. 

 The good manager encourages employees to discover hidden talents by stimulating them 
through varied assignments that offer continually increasing challenges and opportunities. 
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A manager should not hesitate to provide encouragement for more formalized training in 
courses, workshops, seminars, educational meetings, and the like. Formal education can 
benefi t both the organization and the employee. A good manager maintains a regular sched-
ule of interaction with employees. Application of this technique acquaints the manager 
with the problems and personalities of employees. Such contact also enables the manager 
to develop an awareness of each employee’s strengths and weaknesses. This, in turn, 
will help the employee to develop a confi dence in “the boss.” Both the manager and 
the employee will be sensitive to issues as they unfold, helping to reduce the chance of 
unpleasant surprises.   

 Shaping the work climate 

 Creating a work climate for success helps a manager improve employee efforts to the point 
where employees approach their potential. Without a healthy work climate, none of the skills 
and principles of management can fl ower and bear fruit. Principles used to create the right 
work climate include: 

  1.   Set a good example.  
  2.   Conscientiously seek participation.  
  3.   Be goals- and results-centered.  
  4.   Give credit and blame as needed: credit in public, blame in private.  
  5.   Be fair, consistent, and honest.  
  6.   Inspire confi dence and lend encouragement.    

 Good managers know how to use these principles to create a productive working climate. 
One key to a productive work climate is the free fl ow of communication. The agribusiness 
manager is responsible for designing and implementing the communications process 
within a given area of responsibility. Free fl ow of communication means communications 
must fl ow not only downward (from management to subordinates), but also upward (from 
subordinates to managers) and laterally (at the same level) to be effective. Too often manag-
ers depend almost exclusively on downward communications and then wonder why goals, 
policies, and procedures are misunderstood or not implemented. 

 Successful communications require feedback. Feedback allows the manager to determine 
whether understanding has indeed occurred. It also allows the good ideas and potential 
contributions of each employee to be part of the mix of collective wisdom and knowledge 
found in the organization. The manager must provide the opportunity for this feedback and 
involvement through a carefully designed communications process involving committees, 
meetings, memos, emails, text messages, and individual contacts.   

 Policies, procedures, practices 

 As managers complete the directing task, they typically develop guidelines or policies for 
how tasks should be completed.  Policies  are used to guide the thinking process during plan-
ning and decision-making. A policy sets the boundaries within which an agribusiness 
employee can exert individual creativity. Policies make it unnecessary for subordinates to 
constantly get approval for plans and decisions with top management. For example, one 
farm equipment dealer instituted a policy that the general manager must approve all pur-
chases that totaled $500 or more. The purpose of this policy was to protect the business 
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against unexpected large cash outlays. At the same time, it gave the employee the discretion 
to use their judgment. 

 Policies are best adapted to recurring problems in areas that are vital to achieving the 
long-range goals of the agribusiness. Although policies are closely tied to goals, they are not 
goals. Because they are not goals, policies should never be used to restrict managers as they 
make decisions about long-range, complex problem situations. 

 A  procedure  is a step-by-step guide to implement a policy for a specifi c activity or func-
tion. In many cases, there is a defi nite need to defi ne a precise course of action. A procedure 
should not, in most cases, be applied to complex tasks of a long-range nature. 

 When the aforementioned farm equipment dealer sought to implement its new purchasing 
policy, the procedure involved called for an employee to fi ll out a requisition form, submit it 
to the general manager for approval, and then send it to the purchasing director. Procedures 
work best when they are applied to routine and recurring tasks of a relatively simple nature 
that require control. Both policies and procedures are of tremendous value to the new or 
newly promoted employee who is learning on the job. They also ensure uniform perform-
ance by all employees and prevent unauthorized actions.          

  Practices  represent what is actually done in the agribusiness, and they may confl ict with 
policies and procedures. Managers have to be sure that policies make sense, are relevant, and 
are enforced, in order for them to become widespread practices. If employees of the farm 
equipment dealer routinely ignore the policy and procedure regarding the limits on spending, 

 Plate 2.2    Man pouring crop protection products
Controlling involves careful monitoring and evaluation of a fi rm’s business and operating activi-
ties. Photo courtesy of USDA Natural Resources Conservation Service.
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the store may fi nd itself in a serious cash bind. A course of action established on a recurring 
basis can become a practice by tradition or habit more than anything else. The status of 
routine practices can become as important as that of either formal policies or procedures, 
and even more diffi cult to change, so the agribusiness manager must ensure that practices 
coincide with policies and procedures. Conversely, managers should be aware of business 
practices as they institute new policies and procedures.    

 Controlling 

 The  controlling task  represents the monitoring and evaluation of activities. To evaluate 
activities, managers should measure performance and compare it against the standards 
and expectations they set. In essence, the controlling task assesses whether the goals and 
performance objectives developed within the planning task are achieved. 

 Control in management includes an information system that monitors plans and processes 
to ensure that they are meeting predetermined goals, and sounds a warning when necessary 
so that remedial action can be taken. If all people were perfect and their work without fl aw, 
there would be no need for controls. Everything would come out according to plan. But what 
actually happens may not be what was expected. All people make mistakes; they forget, they 
fail to take action, they lose their tempers, and they behave, in short, like normal human 
beings. In addition, even when people do exactly what they are supposed to do, the market, 
the competition, the weather, the equipment, etc. may not cooperate. 

 Control is complementary to the other three tasks of management. It compensates for the 
misjudgments, the unexpected, and the impact of change. Proper controls offer the organiza-
tion the necessary information and time to correct programs and plans that have gone astray. 
They should also indicate the means of correcting defi ciencies. Control requires meaningful 
information and knowledge, and not that which is outmoded or not germane to meeting 
organizational goals. Much valuable time can be squandered or wasted by a control program 
unless a careful check of its real value is made periodically. 

 If the need for control information is not real, frustration, disrespect, and inaccuracy 
are likely to result. Employees cannot respect a control program that is misused by 
management. Management can consume valuable time reviewing useless control data, or 
it can fail to separate the relevant from the irrelevant, with poor performance as the 
consequence. 

 All business activities produce results. These results should be matched carefully to 
well-conceived objectives that aim toward organizational goals. One of the most important 
purposes of control is to evaluate the progress being made toward organizational goals. A 
good example of this type of control is found in the budget or forecast comparison. Is one 
over or under the budget? Are forecasts of sales and expenses in line with predictions? The 
information or control required in all areas must be based on predetermined, written goals. 
Only then can the agribusiness manager tell whether the reality matches the plans through 
which success is sought.  

 Management by exception 

 An important management technique called  management by exception  holds the basic 
premise that managers should not spend time on management areas that are progressing 
according to plan. Rather, they should focus their efforts on areas in which everything is not 
progressing as it should. If sales are in line with the forecast, the manager can devote the 
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bulk of his or her efforts to other areas, such as production, personnel, costs, and expansion. 
Consider this example. 

 The sales forecasts for the Phoenix Fertilizer Company are given in Figure  2.4  . Sales are 
divided into dry and liquid fertilizer. The sales forecast is the anticipated or predetermined 
course of action, i.e., the objective, of the marketing department. Sales objectives are essen-
tial in keeping the sales force focused and in allowing key executives to make remedial 
decisions related to sales performance, should the agribusiness deviate from its established 
objectives. 

 This annual sales forecast for fertilizer was developed by combining all of the individual 
sales representative’s estimates of sales for the coming year. Then the marketing manager 
met with other key individuals, such as the executive vice president, production vice presi-
dent, new products manager, and purchasing director, to determine whether anticipated input 
(costs) matched anticipated output (revenue). The committee determined that the control 
program for sales would be reported on a component basis — that is, by dry and liquid ferti-
lizer sales — and on a monthly basis, with a quarterly review of other specifi c sales items to 
be made as a supplement to the overall sales control program. The committee also decided 
to report the sales in tons because this was the most meaningful measure for all concerned. 

 The executive vice president and controller agreed that the information needed could be 
secured from company records. They began with lasts year’s sales forecast, actual sales from 
last year, and current customer sales invoicing. The offi ce manager would prepare the 
monthly control information report, and it would be shared with all employees of the com-
pany, as well as with the company’s banker. The sales manager was given the principal 
responsibility for accomplishing the objectives of the control program. 

    Figure 2.4      Management by exception graph for Phoenix fertilizer   
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 Joseph Drake, the sales manager of Phoenix Fertilizer Company, decided to use a new 
approach for the control report: management by exception graphs instead of raw data. He 
had decided on this reporting technique for the following reasons: 

  1.   It allows one to ignore those management areas where performance is on target, and 
to concentrate on problem areas instead.  

  2.   It allows one to see at a glance the whole situation, and the comparative data are 
illustrated clearly as a graph.  

  3.   It is simple and easy to prepare and is easily understood by anyone, even those unskilled 
in fi nancial management.  

  4.   It allows for a clearer interpretation of the many interrelated factors than raw data can 
provide.    

 To construct the management by exception graph, the fi rst thing the committee had to do was 
to establish an allowable deviation. In terms of the sales forecast, allowable deviation means 
the amount by which actual sales could fall or rise above the sales forecast before manage-
ment had to determine whether remedial action was needed. In the Phoenix Fertilizer 
Company, the team decided that sales could deviate from the forecast by 4 percent in either 
direction before remedial action would be taken (Figure  2.4 ). A deviation of more than 4 
percent either below or above the sales forecast would affect such areas as inventory of raw 
and fi nished product, production scheduling, capital and cash positions, labor needs, adver-
tising and promotion programs, and pricing policy. Each of these areas would have to be 
reviewed by the management team if sales deviated from the forecast by more than the 
allowable range. This, of course, is the major purpose of a control program: to sound an 
alarm for further study and action. 

 Once the allowable deviation was established, all that remained was designing the man-
agement by exception graph (Figure  2.4 ). At the bottom is Phoenix’s sales forecast for the 
current year. A graph such as the one in Figure  2.4  could also show several different but 
related factors, such as total sales, last year’s sales, dry sales, and liquid sales, through the 
use of different symbols or lines. For the sake of simplicity in illustrating the principles 
involved, only the deviation for total current and last year’s sales are shown. And, last year’s 
sales are fi gured as a deviation from last year’s sales forecast, not from the current sales 
forecast. The shaded area is the allowable deviation from the sales forecast or goals. To the 
right of the graph are the formula and an example of how the deviations are calculated. 

 Joseph Drake remembered that last year several of Phoenix’s competitors had suddenly 
lowered their prices in April, and that because Phoenix had not been alert enough, it had 
taken them several months to meet this challenge. As a result, many thousands of dollars of 
sales and consequent profi ts had been lost. Joseph was determined that this would not happen 
again. Phoenix had been forced to lower its prices substantially to recover lost customers and 
was now operating on a narrowing gross margin as cost increased, largely due to higher 
natural gas prices. Joseph knew that other manufacturers were feeling the same pinch, but 
each had to fi ght for market share to meet overhead costs. 

 To illustrate the value of the management by exception approach assume that September 
sales were up by 6 percent, or 2 percent over the allowable deviation. The marketing depart-
ment would have immediately taken a careful survey of competitors’ prices. Perhaps some 
major competitors were trying to adjust prices upward to meet increased cost. If this were 
true, Phoenix would have several alternatives. Phoenix could increase its price, thereby wid-
ening its gross margin and profi ts, but maintaining the same relative market share. Or it 
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could hold prices as competitors increased theirs, to increase the volume of sales and market 
share, thereby causing increased turnover and increased profi ts. Plant capacity, growth objec-
tives, available funds, and dealer reaction would all play a part in the fi nal decision. Good 
fi nancial records and proper analysis of them would also be essential to the fi nal decision. 

 Many of the tools that the agribusiness manager would need in order to obtain the infor-
mation and knowledge necessary to sound decision-making will be developed in later chap-
ters, but the fi nal decision will still be somewhat subjective in nature. It will be made by an 
individual or a team of individuals and will involve the ability to weave the facts together 
into a complex whole using innate knowledge and experience, using analytic tools where 
possible, making the best educated decision, and being willing to take the responsibility for 
the decision.    

 Major areas of management responsibilities 

 Each of the key tasks of management — planning, organizing, directing, and controlling — is 
used in managing the four major functions of an agribusiness. The management functions 
are implemented through the use of the various skills, principles, and tools that have become 
part of the professional agribusiness manager’s knowledge and ability. To be successful, the 
agribusiness manager must be able to execute the four tasks for each of the four basic func-
tions of the agribusiness; that is, fi nancial management and planning, marketing and selling, 
supply chain management, and personnel or human resources management. It is important 
to note that managing the fi nancial function of an agribusiness involves planning, organiz-
ing, directing, and controlling. The same holds for the other three functions. The balance of 
this book is built around the four basic functions of the agribusiness, and is designed to help 
students acquire the know-how of the professional agribusiness manager.   

 Summary 

 Management is the process of achieving desired results with the resources available. A key 
to successful management is accepting responsibility for leadership and making business 
decisions through the skillful application of management principles. Management of the 
agricultural business is unique because of the biological nature of production, the impor-
tance of food to people, the seasonality of food and agricultural markets, and the perishablil-
ity of agricultural products, among other reasons. 

 The management process is often divided into four tasks: planning, organizing, directing, 
and controlling. Planning is determining a course of action to accomplish stated goals; 
organizing is fi tting people and resources together in the most effective way; directing per-
tains to supervising and motivating people; and the controlling task monitors performance 
and makes adjustments to stay on purpose. Each of these is a necessary ingredient for accom-
plishing the established organizational goals.   

 Discussion questions 

    1.   Defi ne management in your own words. What are the differences in the four tasks of 
management and the four functions of an agribusiness?  

  2.   Pick any food or agribusiness fi rm. Compare this fi rm and the market it serves to the list 
of distinctive features of the food and agribusiness markets. Which of these features 
seem to be most important for the fi rm you have chosen?  
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  3.   How and why does planning change as one progresses up the organizational ladder?  
  4.   Describe the steps in the planning process. Using these steps, develop a plan for obtain-

ing a summer internship with a food or agribusiness fi rm.  
  5.   What are the most important components of the agribusiness manager’s role as director?  
  6.   What are the advantages of using the management by exception approach to control 

programs?  
  7.   Assume that Phoenix Fertilizer reported actual sales of 1,006 and 1,083 thousand tons 

for May and June of the current year. Using these data, add two months to the Phoenix 
management by exception graph. Interpret the deviations for these two months. What 
actions might be suggested by these results?      

 Case study: Hart Cherry Cooperative 

 The Hart Cherry Cooperative was organized two years ago to pit and freeze member-
farmers’ cherries. The cooperative is experiencing diffi culty in keeping grower-members’ 
cherries separate. Most of the cherries are harvested mechanically by shaking them from the 
trees. They are placed in pallet tanks by the grower and brought into the plant for processing. 
The cooperative owns all the pallet tanks. When the grower unloads the pallet tanks on the 
concrete pad, the cherries have to be cooled with running cold water until they are ready for 
processing. There is considerable variation in quality among the loads of cherries brought in 

 Plate 2.3    Cherries
Accurate identifi cation of each grower’s cherry crop is a challenge for Hart Cherry Cooperative. 
Photo courtesy of USDA Natural Conservation Service.
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by members. Some loads have large quantities of small twigs and leaves in them, some are 
rotten or soft, and some have other undesirable qualities.          

 This is the fi rst year that the cooperative has owned all the pallet tanks. The cooperative 
board decided that it was best for the cooperative to own them, since growers had been 
continually taking other growers’ pallet tanks whenever their own were unavailable. The 
policy of the cooperative board and management is that each grower’s cherries must 
be identifi ed so that growers can be paid separately, on the basis of the quantity and quality 
of their product. 

 The practice as it had developed this year was for the members to unload their pallets onto 
the pad. Each member was then supposed to put a name card on each pallet. The problem 
was that sometimes the growers’ new, inexperienced, or uncaring truck drivers were failing 
to put cards on, cards were falling off, or sometimes two or more cards were on the same 
pallet.  

 Questions 

    1.   Develop a procedure that will help solve the problem by ensuring that each grower’s 
cherries are properly identifi ed.  

  2.   Develop a plan to ensure the procedure you develop will be carried out in practice. 
Include in your plan how the procedure will be communicated to both employees and 
grower-members. Include in your plan steps to receive feedback on the procedure from 
both employees and grower-members.         



 

    3   Economics for agribusiness 
managers     

 Objectives 

     •    Explain the differences between accounting and economic profi t  
   •    Understand how supply and demand interact to determine market equilibrium  
   •    Learn what causes market equilibrium to shift  
   •    Explain how agribusiness managers use price, income, and cross price elasticity of 

demand      

 Introduction 

 In the fi rst two chapters, we outlined the importance of the agribusiness sector and discussed 
what it means to be a manager. It is also important to understand that agribusiness fi rms 
operate within a broader economic environment. To be effective decision-makers, agribusi-
ness managers must understand the economics of the world in which they operate. Economic 
principles are useful to predict business trends and serve as the basis for many management 
decisions. The study of economics includes two different areas: macroeconomics and 
microeconomics. 

  Macroeconomics  focuses on the “big picture” view of the economic system. If you have 
taken a course in macroeconomics, you have studied topics like national income, gross 
domestic product, infl ation, unemployment, and interest rates. The Federal Reserve System, 
or “the Fed,” can affect the economy by changing monetary policy, which focuses on 
interest rates and the supply of money to the economy. Likewise, Congress can impact the 
economic system through fi scal policy, which includes government spending and taxing 
programs. 

 Agribusinesses are greatly affected by macroeconomics because global demand for 
various food and fi ber products is constantly changing. General economic conditions are 
infl uenced by such factors as weather, government policies, and international developments. 
Macroeconomics is concerned with how the different elements of the total economy interact. 
An individual fi rm has relatively little impact on the total economy. However, skill at 
anticipating and interpreting the macroeconomic environment is critical to the success of 
any agribusiness manager. 

 For example, the Fed may use monetary policy to raise interest rates to fi ght infl ation. 
Since interest rates have an important impact on purchases of tractors, combines, and other 
farm machinery, so farm equipment manufacturers pay close attention to interest rates. Food 
consumption patterns are also affected by the economy’s health. In a boom period, more 
expensive, luxury food items may sell well. However, during a recession, food purchasing 
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habits may shift as incomes fall. Managers of food companies follow such developments 
very closely. 

  Microeconomics  is the application of basic economic principles to decisions within the 
fi rm. Every agribusiness faces tough questions when it comes to allocating its limited 
resources. Managers must decide the best way to use physical, human, and fi nancial resources 
in the production and marketing of goods and services to meet customers’ needs and gener-
ate a profi t. Tools of economic analysis are essential to the manager who must make daily 
business decisions. In fact, most of the management tools developed in this book are based 
on fundamental microeconomic concepts. 

 The successful agribusiness manager must assemble a variety of different types of 
information, and then use that information effectively to make the best possible decisions for 
the short- and long-run fi nancial health of the fi rm. A few years ago, if a fi rm made less 
profi t, it might mean the fi rm’s management had used poor judgment. In today’s extremely 
competitive marketplace, a poor decision may lead to failure of the fi rm. 

 Thus,  economics  studies how individuals, fi rms, and society choose to combine scarce 
resources (land, labor, capital, and management) to satisfy unlimited wants and best 
meet consumer needs. These four scarce resources are often referred to as the  factors of 
production , each of which must receive a payment or return. For example, labor is paid 
a wage, while management typically receives a salary. Likewise, returns to land are often 
referred to as rent and returns to capital are represented by interest payments. The way 
market forces work to allocate returns to these factors is at the heart of a capitalistic 
economy. 

 Our book assumes that most students have some understanding of economics (although a 
review of your microeconomics may prove helpful). Yet many students fi nd economic 
concepts diffi cult to understand. In part, this is due to examples used in economic classes; 
just what is a widget? In part, it arises because of confusing terminology and jargon. For 
example, inputs, factors of production, and resources all refer to the same thing. 

 As such, the goal of this chapter is not to review a student’s knowledge of economics. 
Rather, in Chapter 2 we highlighted the importance of gathering information and facts when 
making decisions. A professional manager understands and uses economic concepts to inter-
pret information, both to assess the broader marketplace, and to improve the effectiveness of 
their decision-making. Thus, in this chapter we will look at three key economic concepts and 
explain their relevance for agribusiness managers. We consider profi t, supply and demand, 
market equilibrium, price, income, and cross price elasticities.   

 Profi t 

 Profi t is a term used by both accountants and economists. However, accounting profi t and 
economic profi t are different. The accountant looks at  accounting profi t  as the net income 
that remains after all actual, measurable costs are subtracted from total revenue. Accounting 
profi t is used as a performance measure about fi rm success. The economist agrees with the 
accountant that actual costs must be considered. Economists, however, go further to calcu-
late  economic profi t  by also examining the opportunity costs of alternative uses for resources 
within the fi rm. As such, economic profi t provides insights about the long-run potential for 
an industry. If economic profi ts are positive, more fi rms will enter. If economic profi ts are 
negative, some fi rms will choose to exit the market to fi nd more appealing (i.e., profi table) 
ventures. Thus, the key to understanding the difference between accounting and economic 
profi t begins by classifying costs as being explicit or implicit. 
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 An explicit cost involves payments made to suppliers of resources, such as land, labor, 
materials, fuel, and the like. Explicit costs are usually measured by an accountant. But fi rms 
do not pay for all resources used in production. For example, a farmer does not write a rent 
check to himself or herself for land that they own. A new food business may not have to pay 
property taxes for fi ve years as part of an economic development incentive provided by the 
county government. Since there was no cash outlay for use of the resource, economists 
access an implicit cost associated with that use. 

 Since the accountant cannot precisely measure the expenditure of the opportunity cost, 
they do consider it in the calculation of accounting profi t. Economists force an examination 
of both explicit and implicit costs. The economist feels in the long run all costs must be 
considered to analyze alternative courses of action. An example can clarify. 

 Susan Lambert owns and operates her own landscaping fi rm. She is a 31-year-old, with a 
college degree, and she has been quite satisfi ed with her business. Susan’s business operates 
in a warehouse owned by her parents. She currently has $400,000 of her own money invested 
in the business. Susan draws an annual salary of $35,000. They are letting her use the 
building rent free as she gets her business started. Her parents could earn $25,000 if they 
rented it to someone else.          

 Last year her business had total revenues of $335,000 (Table  3.1  ). She gave her account-
ant various receipts for payments for plants and materials, labor, utilities, taxes and 
insurance, and her draw for salary. Since the accountant can measure all of these costs, 
the total explicit costs were calculated to be $260,000. Accounting profi t is then the total 
revenue of $335,000 minus explicit costs of $260,000, equaling $75,000. 

 Plate 3.1    Landscaping
Determining the optimal use of specifi c inputs is an important decision for agribusiness managers. 
Photo courtesy of USDA Natural Resources Conservation Service.
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 Starting with her accounting profi t of $75,000, Susan must now consider the appropriate 
implicit costs involved in her decision to operate her business. This requires determining 
what alternative uses or opportunity costs there are for Susan’s time, the cost of the building 
provided by her parents, and her investment in the business.          

 One essential resource that she contributes to the fi rm is her own time and talent. Susan 
fi gures that she could sell her business and go to work for someone else for a salary of 
$50,000 annually, given her experience and contacts, or $15,000 more than she paid herself 
last year. This opportunity cost takes into account Susan’s time and management abilities. 
Of course, some entrepreneurs place a non-monetary value on being their own boss. Second, 
eventually she will have to pay the rental cost of the building. Either her parents will sell it 
to someone else (who will expect $25,000 in rent) or she will inherit the property (and be 
responsible for expenses or she could earn $25,000 by renting it to someone else). Finally, 
Susan must consider the opportunity costs of her own investment of $400,000 in the busi-
ness. What are some alternative uses for this investment? Perhaps she could put it into a 
mutual fund account earning an average of 8 percent or buy government bonds at 5 percent. 
The opportunity costs would be 8 percent of $400,000 or $32,000 each year, because that is 
the most profi table alternative use for Susan’s money. 

 Thus, Susan’s total implicit costs are $72,000 for foregone interest, unrealized rent, and 
foregone income (Table  3.1 ). Her economic profi t is $3,000, or the accounting profi t of 
$75,000 less the implicit costs of $72,000. Her economic profi t represents the real fi nancial 
reward that Susan received for risking her own resources in the business. As long as 
this amount is positive, it suggests that the decision to commit resources to this business is a 
good one. Given that she has been fully compensated for her time, the $3,000 of economic 
profi t can be viewed as a reward over and above what she needs to receive to be in this 
business. 

 But what happens when Susan has a bad year; Table  3.1  now shows an accounting profi t 
of only $60,000 and she is offered a job at Home Depot for $65,000? Economic profi t in 
this situation becomes negative ($60,000 – $25,000 – $32,000 – $30,000 = –$27,000). This 
indicates that, had it been pursued, the (lost) opportunity to invest her capital in mutual funds 

 Table 3.1      Susan Lambert’s accounting and economic profi t  

 Typical Year Bad Year 

Item Subtotal ($) Total ($) Subtotal ($) Total ($) 

Total revenues 335,000 320,000 
Plants and materials 150,000 150,000  
Labor 40,000 40,000  
Utilities 25,000 25,000  
Taxes and insurance 10,000 10,000  
Draw of salary 35,000 35,000  
Total explicit costs 260,000 260,000 
Accounting profi t 75,000 60,000 
Foregone interest 32,000 32,000  
Unrealized rent 25,000 25,000  
Foregone income 15,000 30,000  
Total implicit costs 72,000 87,000 
Economic profi t 3,000 (27,000) 
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and to take the new job would have yielded higher returns than the landscaping business. 
Even though the accounting profi t would still be positive, the negative economic profi t 
clearly indicates problems. Should this trend continue for a few years, it would make sense 
for Susan to sell out, unless she feels that the freedom and psychological rewards from 
running her own business offset the negative economic profi t. 

 Before investing sums of money in specifi c alternatives, managers must be able to esti-
mate opportunity costs. This estimate helps managers to decide whether any given use for 
their resources of time and money is the very best opportunity available. However, some 
shortcomings of the economic profi t concept should be recognized. 

 First, many of the “imputed” values for implicit costs in reality are hard to estimate. In the 
case of Susan Lambert, what interest fi gure will yield the “correct” opportunity cost for the 
situation? For some people the 8 percent rate will apply, but other investors have the know-
how and time to research other possibilities and invest at rates of 12 percent or higher. The 
same argument applies to the salary fi gure specifi ed: this may or may not be realistic, depend-
ing on the situation. 

 Second, a potentially faulty assumption is made that employment in industry would be 
currently available for Susan. Furthermore, a change in employment might cause personal 
or family problems. Weighing adjustments of this kind, in dollar terms, can be extremely 
diffi cult if not impossible. It also explains why accountants do not try to measure them. 

 Finally, different types of investments may be diffi cult to directly compare with one 
another in a way that will satisfy the opportunity cost concept. For example, investment in 

 Plate 3.2    Saleslady
Agribusiness managers must determine how to allocate resources such as sales time and effort 
across competing enterprises. Photo courtesy of USDA.
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blue-chip or high-quality stocks cannot be directly compared with speculative ventures such 
as investing in futures and options funds, since the two types of investments involve 
two completely different classes of risk. Having raised these limitations of the implicit 
cost idea, it is also clear that this concept is a powerful one for managers making resource 
allocation decisions. 

 In a free market system, economic profi ts should not exist. The theory goes that other 
fi rms will be attracted into markets earning economic profi t. Once this happens, production 
will increase, prices will drop, and economic profi ts will fall to zero. But in the real world 
economic profi ts do exist. And the possibility of earning economic profi t is the motivating 
force behind most business decisions. 

 There are four explanations for economic profi t in our market economy. First, profi t is the 
reward for taking a risk in a business. When a private property owner invests personal 
resources in a business project, there are no guarantees of a return to this investment. 
The greater the risk involved, the greater the potential profi t for successful ventures, if the 
venture is to attract any investors. Second, profi ts result from the control of scarce resources. 
In the U.S. economic system, most property is owned and controlled by private citizens. If a 
citizen owns a resource that others want, the others will bid the price up, which generates 
a profi t for its owner. The greater the demand for a resource, the higher its price will be, 
and the greater the profi t reward to its owners. Third, profi ts exist because some people have 
access to information that is not widespread. Resource owners who have special knowledge, 
such as secret processes or formulas, can use this information exclusively and can thereby 
maintain signifi cant advantages over their competition. The concept of patents and copy-
rights evolved as part of a formal attempt to encourage creativity by ensuring that the creator 
profi ts from his or her ideas. Fourth, profi ts exist simply because some businesses are 
managed more effectively than others. The managers of such businesses are often creative 
planners and thinkers whose day-to-day organizations are extremely effi cient. The reward 
for doing the job well often results in economic profi t. 

 The profi t motive is the “spark plug” of a free market economic system. The prospect of 
earning and keeping economic profi t serves as the incentive for creativity and effi ciency 
among people. It stimulates risky ventures and drives people to develop ways of cutting 
costs and improving techniques, always in an effort to satisfy consumers’ desires.   

 The economics of markets 

 Supply and demand, and the resulting market equilibrium price and quantity, are among the 
most fundamental economic concepts. Supply is defi ned as the quantities that sellers are 
willing and able to place on the market at different prices during a particular time period. 
The law of supply refl ects a direct relationship between price and quantity, which means 
sellers are willing to provide more products for sale in the market as prices increase. 

 The buyer or consumer side of the market is represented by the demand curve.  Demand  
is the quantity that consumers are willing and able to buy in the market at various prices 
during a particular time period. As with supply, we are concerned with a price–quantity 
relationship. The law of demand fi nds an inverse relationship between price and quantity, or 
buyers are willing to purchase less as price increases. 

 The supply and demand relationship can be described in three ways. To illustrate, assume 
that a food manufacturer sells an organic gluten-free breakfast cereal to grocers, with prices 
ranging from $20 to $40 per case. From market research, they have data on how many cases 
will be sold per month at the different prices. Supply and demand can be portrayed as a table 
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of prices and quantities called a demand and a supply schedule (Table  3.2  ). For each price, 
demand is the total quantity sold, while the total quantity produced represents what a fi rm 
will supply. 

 Second, supply and demand is commonly shown graphically, as in Figure  3.1  . Third, the 
supply and demand curves from Figure  3.1  can also be expressed as an algebraic function of 
prices and quantities, or        
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 In this case, the upward sloping supply curve for equation (1) is P = 5  +  1Q S , while the down-
ward sloping demand curve for equation (2) is expressed as P = 92.5 – 2.5Q D . 

 The process of price discovery means that market equilibrium for quantity and price is 
determined (or discovered) through transactions between producers and consumers. Only 
one price and quantity will “clear the market” at a given point in time. At equilibrium, every-
thing that producers are willing to sell will equal everything that consumers want to buy. 
Thus, at market equilibrium the quantity demanded is simply equal to the quantity supplied. 
For example, the supply and demand curves intersect in Figure  3.1  at the price (P 1 ) of $30 
and the quantity (Q 1 ) of 25,000 cases. Alternatively, simultaneously solving equations 
(1) and (2) gives the same result. 

 The textbook version of supply and demand is seldom encountered. Rather than having 
the theoretical supply and demand curves as in Figure  3.1 , fi rms typically only have a hand-
ful of observations of prices and quantities. For example, a fi rm may have only three points 
of information (A, B, and C) instead of a complete supply curve, and no formal estimate of 
a demand curve (Figure  3.2  ). Yet even with only one point, the concepts of supply and 
demand are understood and used in decision-making. 

 Table 3.2      Demand and supply schedules for cereal  

 Price per case ($) Total quantity sold 
(1,000 cases per month)

Total quantity produced 
(1,000 cases per month) 

20.00 29 15 
22.50 28 18 
25.00 27 20 
27.50 26 23 
30.00 25 25 
32.50 24 28 
35.00 23 30 
37.50 22 33 
40.00 21 35 
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    Figure 3.1      Supply and demand of cereal   
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    Figure 3.2      Shortages and surpluses with supply and demand   
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 Assume that the fi rm starts at point A in Figure  3.2 , intending to supply 30,000 cases 
of cereal at $35 per case. However, at that price, realized demand is only 23,000 cases. The 
result of charging a price that is too high is the fi rm would soon notice that inventory 
had started to accumulate. At point C, the fi rm encounters the opposite problem. If they set 
the price at $25 per case, they will face a shortage because demand is 27,000 when only 
20,000 cases are supplied. Only when the fi rm operates near point B would one conclude 
that they must be near market equilibrium because they neither faced shortages nor are they 
building accumulations of inventory. Thus, inventory build-ups or persistent shortages are 
signs that markets are out of adjustment. Firms may raise or lower prices, or adjust produc-
tion levels as they seek to move towards equilibrium. In short, fi rms clearly understand 
market equilibrium and constantly make choices with it in mind, even when they don’t have 
complete supply and demand graphs. 

 The supply and demand curves presented in Figure  3.1  are drawn with the assumption of 
ceteris paribus, which means “with other things the same.” However, several factors can act 
to shift an entire demand or supply curve. The smart agribusiness manager understands that 
the world is constantly changing. He or she makes it part of their job to read the business and 
trade press for their industry to stay informed about such changes. Farmers read trade maga-
zines or follow web pages from publications like Farm Journal, Grainnet, or Precision 
Agriculture, while a grocer would read Supermarket News. Yet that is not enough; they both 
need to read a general business magazine or newspaper like the  Wall Street Journal  or 
 Bloomberg-BusinessWeek  to stay apprised of general business and economic trends. The 
key is to identify factors that might shift supply and demand curves, and then consider what 
that change means for equilibrium prices and quantities. Therefore, the best agribusiness 
managers anticipate the future by constantly looking for factors that might shift demand or 
supply curves in their respective industry. 

 The amount of product that a company is willing to supply depends heavily on marginal 
cost. Thus, agribusiness managers watch for changes in factors that affect their cost structure 
and the location of a supply curve. A change in one of these factors can cause a supply curve 
to shift to the right or to the left. The position of the supply curve in Figure  3.1  is fi xed 
because of the assumption of  ceteris paribus , meaning that the supply shifters are stable. 
When supply increases from S to S2, the entire curve shifts to the right (Figure  3.3  ). In this 
case, costs have fallen and the fi rm is now willing to provide a greater quantity (Q 2 ) at the 
same price (P 1 ). If costs rose, the supply curve would shift to the left to S3, and the fi rm 
would only be willing to provide Q 3 . 

 Known as determinants of supply or simply supply shifters, six factors can shift a supply 
curve. Examples of how these factors cause the supply curve to shift include: 

  1.    Change in technology : The development of new seed increases yield (shifts supply to 
the right).  

  2.    Change in the price of inputs : Rising diesel fuel prices raise the cost of production 
(shifts supply to the left).  

  3.    Weather : Poor weather conditions, such as a severe drought, cause crop shortages which 
shift the supply curve to the left, while favorable weather conditions lead to bumper 
crops and shifts the supply curve to the right.  

  4.    Changes in the price of other products that can be produced : An increase in the price of 
corn causes farmers to shift acres to corn (shifts to the right) and away from other crops 
such as soybeans, wheat or cotton (shifts supply to the left).  
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  5.    Subsidies or taxes : New taxes raise costs and shift the supply curve to the left. Subsidies 
to providers act to lower costs and shift supply curves to the right.  

  6.    Number of suppliers : If fewer farms raise hogs, the supply will shift to the left. 
Conversely, if more farms decide to raise hogs, the supply curve will shift to the right.    

 A demand curve can also shift or change position over time. Demand increases when buyers 
are willing and able to buy more at the same price (Figure  3.4  ). When this occurs, the demand 
curve shifts to the right. Demand decreases when the opposite occurs: buyers purchase less 
at any given price. When the entire demand curve shifts, a change in demand has occurred.     

 There are fi ve factors that can cause a demand curve to shift. The fi ve determinants of 
demand are: 

  1.    Income : As incomes rise, consumers can afford to buy more, and this shifts the demand 
curve to the right if the good is a normal good. A normal good means that as income 
increases, buyers desire more of the product.  

  2.    Tastes and preferences : Changes in emotional and psychological wants can shift demand 
in either direction. For example, one set of consumers gets satisfaction from buying 
local foods, shifting demands for those foods to the right. Conversely, low-carb diets 
shifted demand to the left for pasta, breads, and potatoes. Tastes and preferences are 
heavily infl uenced by consumer psychological and emotional factors, and the media, 
and can be quite complex.  

  3.    Expectations : When buyers expect the price to fall, they may postpone purchases, 
thereby causing the demand curve to shift to the left. If buyers expect prices to rise in 
the future, the demand curve can shift to the right.  
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    Figure 3.3      Shifts in supply curves   
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  4.    Number of buyers : Sheer increases in the population or number of buyers can shift the 
demand to the right. Another way to increase the number of buyers is to identify new 
markets for an existing product. For example, Roundup ©  was initially an herbicide for 
farm use. Today, a wide range of related Roundup ©  products are also available for 
home lawncare, while government agencies use it to eradicate illegal drugs or invasive 
species.  

  5.     Price of substitutes or complements : A fall in the price of a close substitute product will 
shift the demand curve to the left, while a fall in the price of a complementary product 
will cause demand to shift to the right.    

 A skilled manager must be able to draw inferences from what he or she reads or hears. In 
practice, demand and supply are not static, but are in a constant state of fl uctuation. At any 
point in time, “price” represents the market’s best guess of the current supply–demand situ-
ation. Because conditions are based on buyers’ and sellers’ judgments of the actual supply 
and demand, the situation is highly volatile and can change both rapidly and frequently. 
Market prices for a great many agricultural products and supplies change throughout the day 
as managers obtain additional information. For example, a USDA crop report might indicate 
that soybean yields in Argentina are worse than expected because of drought. This weather 
shift would shift supply to the left, and means that soybean prices are likely to rise. 

 The supply and demand curves represent a theoretical relationship between price and 
quantity at a given point in time. The curves here have been illustrated by straight-line func-
tions. This was done to facilitate explanation of the curves; but most supply and demand 
curves are actually curvilinear over some range of price and quantity, and may be quite com-
plex. Agricultural economists spend considerable time and effort attempting to estimate 

    Figure 3.4      Shifts in demand curves   
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demand and supply relationships for specifi c commodities in order to better understand the 
dynamics of markets.  

 Derived demand 

 The demand for most agricultural products is a  derived demand . Derived demand is not 
based directly on general consumer demand, but rather on the need for a product that indi-
rectly relates to consumer demand. For example, the agricultural producer’s demand for 
fertilizer is derived from the consumer’s demand for corn. When export demand for corn 
shifts because of economic growth in China, the price of corn increases. In turn, this also 
increases the demand for fertilizer, since higher corn prices encourage farmers to produce 
more corn. This is one reason why agribusiness managers and marketing experts are so con-
cerned about general economic trends. Anything that signifi cantly shifts consumer demand 
for agricultural products will also have an impact on the demand for farm inputs through the 
process of derived demand.    

 Elasticities of demand 

 Besides understanding shifts in supply and demand, agribusiness managers are also con-
cerned with predicting how consumers will respond to changes in price, income or prices of 
other goods. Economists calculate three different types of  elasticity  as a measure of how 
quantity demanded responds to a change in price, income, or price of other goods, respec-
tively. Understanding how to interpret the various types of elasticity allows agribusiness 
managers to make informed decisions. The most common type of elasticity is price elasticity 
of demand, or a measure of consumer response to price changes. Income elasticity of demand 
measures the response of quantity demanded to changes in income, while cross price elastic-
ity of demand measures how the quantity demanded for one product responds to a price 
change in a different product.  

 Calculating price elasticity of demand 

 Price elasticity of demand refl ects the percentage change in the quantity demanded when the 
price changes by 1 percent. If the quantity demanded for bluegrass seed increases by 1 per-
cent when its price decreases by 1 percent, the price elasticity of demand for bluegrass seed 
is 1.0. The formula for price elasticity of demand or  ε  d  is:
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        As Figure  3.5   shows, if the price of bluegrass seed decreased from $40 to $30 per 100-pound 
unit, the quantity demanded would increase from 100 to 200 units. 
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 This means that when the price drops by 1 percent, the quantity demanded increases by 2.33 
percent. Because percentage change in quantity demanded shifted more than price shifted, 
the demand for bluegrass seed responded to the price change. But if the price fell from $20 
to $10 per unit, quantity would increase from 300 to 400 100-pound units. On a percentage 
basis, demand is less responsive at this level.
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 These price elasticities of demand use the formula for arc elasticity of demand. This meas-
ures the percentage change over a segment of the demand curve rather than evaluating 
change at a specifi c point on the curve. The coeffi cient for price elasticity of demand should 
always be negative, since change is measured along the demand curve which has a negative 
slope. As price increases, quantity demanded decreases, or vice versa, as calculated price 
elasticities of demand will always be negative. Typically, one takes the absolute value of 
price elasticity of demand, and thus, ignores the negative sign.   

 Interpreting elasticity of demand 

 There are three levels of price elasticity of demand or  ε  d  (Table  3.3  ). If price elasticity of 
demand in absolute terms is greater than 1.0, demand is  price elastic . This means that a 
small change in price will result in a relatively large change in the quantity demanded. Thus, 
because quantity demanded responds to a price decrease, total revenue will increase when 
 ε  d  is price elastic. Types of products for which demand is price elastic include products 
for which there are many close substitutes, luxury goods, and products that make up a large 
portion of the consumer’s budget. 

    Figure 3.5      Demand for bluegrass seed   
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 On the other hand, if the absolute value of price elasticity of demand is between 0 and 1.0, 
demand is said to be  price inelastic . Here a change in price has a relatively small impact 
upon the quantity demanded. A price decline for an elastic demand means that consumers do 
not respond, and total revenue will actually fall. Goods that fi t into this category are typically 
necessities, products that account for a very small part of the consumer’s budget, or products 
that have no close substitutes. The demand for natural gas to run and heat a large production 
facility is fairly inelastic — it is essential to the effi cient production process and, at least in the 
short run, it has no substitutes. Thus, this production facility may have no option but to pay 
higher natural gas bills during the winter to maintain production capacity of the facility. 
However, over the longer term, the fi rm may switch from natural gas to oil, electricity, or 
some other alternative fuel source. So, the period of time under consideration also affects the 
price elasticity of demand. 

 The other two types of demand elasticity —  income  and  cross price elasticity of 
demand  — are calculated in a similar manner as for price elasticity of demand. A manager is 
most interested in the sign for these two elasticities. Thus, we do not take the absolute 
value. 

 For most products,  income elasticity of demand  will have a positive sign and these 
products are classifi ed as  normal goods . This means that the quantity demanded of these 
goods will rise as income increases. However, for a few goods, income elasticity will have a 
negative sign and are classifi ed as inferior goods. In this case, the quantity demanded will 
fall as income increases. Examples of inferior goods include staples of a college student’s 
diet, like Ramen noodles or tuna. These are the last things a recent graduate will purchase 
and consume as they start their career because they can now afford better food. 

 The cross price elasticity of demand is used to classify how demand relates to price 
changes in other goods. The relationship between two goods can be classifi ed as comple-
ments, independent, or substitutes. Grocers, for one, carefully study these relationships as 
they determine how to adjust orders of different items as they put certain goods on sale 
each week.

        

Cross price elasticity of demand Complement goods

Cross

< 0 0

price elasticity of demand Independent goods

Cross pr

= 0 0

ice elasticity of demandii Substitute goods> 0 0

 If the sign for cross price elasticity of demand is negative, the two goods are deemed to be 
complements, like hamburgers and buns. This means if the price of buns is on sale, consum-
ers will also buy complementary goods that are eaten with the buns, like hamburger meat, 

 Table 3.3      Interpretation of price elasticity of demand  

 Absolute value of price 
elasticity of demand 
coeffi cient

Demand is Effect on total revenue 
of a price increase

Effect on total revenue 
of a price decrease 

Greater than 1.0 (|  ε  d  |  >  1.0) Elastic Total revenue decreases Total revenue increases 
Equal to 1.0 (|  ε  d  | = 1.0) Unit elastic Total revenue is 

  unchanged
Total revenue is 
  unchanged 

Less than 1.0 (|  ε  d  | < 1.0) Inelastic Total revenue increases Total revenue decreases 
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ketchup, mustard, etc. In contrast if the sign for cross price elasticity of demand is positive, 
the goods are substitutes for each other. One classic example is Coke and Pepsi. If the price 
of Pepsi is higher, the demand for Coke will increase. Finally, if the sign is near zero, it 
means that the demand for one good does not depend on the price change in another good. 
For example, the demand for coffee will not change if ketchup is put on sale.    

 Summary 

 Agribusiness managers must have a clear understanding of economics to be successful. 
Economics involves the allocation of scarce resources, that is, land, labor, capital, and man-
agement, to meet the needs of society. Macroeconomics focuses on a “big picture” view of 
our economic system. Microeconomics is the application of basic economic principles to 
decisions within the fi rm. 

 The profi t motive is used as an incentive that guides businesses in fulfi lling consumer 
wants as consumers express these wants in the marketplace with their dollars. Several eco-
nomic concepts provide insights for agribusiness managers. Opportunity cost is the income 
given up by not choosing the next best alternative for the use of resources. Economic profi t 
is defi ned as accounting profi t less opportunity cost. Economic profi t then forces managers 
to explore alternative uses of resources. 

 Supply captures the relationship between price and quantity supplied. Demand curves 
slope downward from left to right, indicating that larger quantities are only purchased at 
lower prices. Applying supply and demand principles is important in understanding how 
markets work, and how prices move. Elasticity estimates for demand help agribusiness man-
agers examine the potential impact of changes in price, income, or other prices on quantity 
demanded.   

 Discussion questions 

    1.   Why should agribusiness managers be interested in macroeconomics? Give a specifi c 
example of one macroeconomic development and describe the impact of this develop-
ment on the food and agribusiness industries.  

  2.   What is your opportunity cost associated with attending college? Be specifi c.  
  3.   Consider the supply of milk. What are at least three different developments that might 

shift the supply curve for milk? Be specifi c.  
  4.   Consider the demand for frozen yogurt. What are three different developments that 

might shift the demand curve for frozen yogurt? Be specifi c.  
  5.   How might the marketing manager of an agribusiness fi rm use elasticity of demand 

coeffi cients? Be specifi c.      

 Case study: Armstrong Agribusiness, Inc. 

 A local agribusiness enterprise has employed a consultant to estimate its supply curve for a 
specifi c tractor part and to estimate the demand faced for this part in its local marketplace. 
The consultant has determined the following:

Demand Q P

Supply Q P

:

= +40 2
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          1.   Given these two estimates, solve for the market equilibrium price and quantity.  
  2.   Now plot the individual supply and demand curves together for price levels from $5 

through $50 in increments of $5 (i.e., $5, $10, $15, etc.) Is the market equilibrium the 
same on your graph as calculated in Question 1?  

  3.   This tractor part is often replaced if producers have extra income. What happens to the 
supply and demand curves if net farm income is expected to increase by 10 percent?  

  4.   Given the original demand price–quantity relationships, calculate the elasticity of 
demand when: 
  a)   Prices increase from $20 to $25  
  b)   Prices increase from $35 to $40     

  5.   Given the original market equilibrium, what would happen to Armstrong Agribusiness 
if a market price of $50 were set for this part? Explain. Use a graph if you believe this 
will facilitate your analysis.        
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 4   The organization of an 
agribusiness     

 Objectives 

     •    Identify some of the important factors involved in selecting the best organizational form 
for an agribusiness  

   •    Understand proprietorships, partnerships, corporations, cooperatives, limited liability 
companies, and strategic alliances as forms of business organization  

   •    Summarize the advantages and disadvantages of each of these organizational forms  
   •    Outline and discuss some of the special forms of partnerships and their relative advan-

tages and disadvantages, as well as some of the various types of partner  
   •    Discuss the scope and scale of cooperative involvement in the food and agribusiness 

sector  
   •    Identify the basic principles that ensure that cooperatives serve the needs of member-

patrons  
   •    Understand the role and impact of current individual and corporate tax laws on a fi rm’s 

organizational structure      

 Introduction 

 An agribusiness may be a fi rm with billions of dollars of sales that employs thousands of 
people, or it may be as small as an individual who is a part-time seed corn salesperson. 
Agribusinesses may engage in a variety of activities that are related to the production, 
processing, marketing, and distribution of food and fi ber products. Though the one-person or 
one-family agribusiness is not uncommon, most of the actual business volume in agribusi-
ness is conducted by enterprises that employ hundreds or even thousands of people. 

 Every agribusiness is owned by someone, and it is the circumstances of ownership that 
give an organization its specifi c legal form. There are fi ve basic business forms: the sole 
proprietorship, the partnership, the corporation, the limited liability company (LLC), and the 
cooperative. The form of organization is not necessarily dictated by the size or type of agri-
business: nearly every conceivable size and kind of agribusiness may use any of these fi ve 
business organization forms. In addition to these fi ve forms, strategic alliances are also used 
by agribusinesses as a form of business organization. Strategic alliances can take a variety of 
forms, and represent an important way that food and agribusiness fi rms can work together. 

 The many advantages and disadvantages of each of the fi ve organizational forms must be 
weighed carefully when attempting to choose the proper one for a specifi c fi rm because each 
form tends to fi t some situations better than others. And, even if an agribusiness is organized 
one way, customers, suppliers, and partners may be organized in another way. So, it is 
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important to understand these different business forms for a number of reasons. This chapter 
will discuss the important characteristics of each of the fi ve forms of business organization 
as well as strategic alliances, and outline the factors that affect their choice for a specifi c 
agribusiness situation.   

 Factors infl uencing choice of business form 

 Each form of business organization has its own individual characteristics. Owners and man-
agers must choose the most appropriate form for their unique circumstances. An agribusi-
ness may want to change its legal form of organization as it grows or as economic and other 
conditions change. When deciding which form of organization is best, an owner or owners 
must answer several important questions: 

   1.   What type of business is it, where will it be conducted, and what are the owners’ 
objectives and philosophies for the agribusiness?  

   2.   How much capital is available for the fi rm’s start-up?  
   3.   How much capital is needed to support the agribusiness?  
   4.   How easy is it to secure additional capital for the agribusiness?  
   5.   What tax liabilities will be incurred and what tax options are available?  
   6.   How much personal involvement in the management and control of the agribusiness do 

the owners desire?  
   7.   How important are the factors of stability, continuity, and transfer of ownership to the 

fi rm’s owners?  
   8.   How desirable is it to keep the affairs of the agribusiness private, and carefully guard 

any public disclosure?  
   9.   How much risk and liability are the owners willing to assume?  
  10.   How much will this form of organization cost and how easy is this form of agribusiness 

to organize?    

 A careful evaluation of these factors will allow the selection of the most appropriate form of 
business organization in each case.   

 The sole proprietorship 

 The oldest and simplest form of business organization is the  sole  or  individual proprietor-
ship , an organization owned and controlled by one person or family. In the United States, it 
is the most popular business organization. In 2006, there were 22 million nonfarm sole pro-
prietorships, which together comprised almost 72 percent of the business entities in the 
United States that year ( www.census.gov/compendia/statab/2010/tables/10s0728.pdf ). In 
that same year, it was estimated that this relatively large number of small businesses 
accounted for only about 4 percent of total U.S. business receipts. 

 Proprietorships tend to be small businesses, although there are notable exceptions. The 
fortune amassed by the eccentric billionaire Howard Hughes (1905–76), for example, was 
largely accumulated from a sole proprietorship. When a business reaches a certain size, other 
forms of business organizations usually become more attractive for a variety of reasons. 
Some very large corporations are essentially owned and controlled by a single individual, 
but the advantages of the corporate business form at some point resulted in the fi rm changing 
from a proprietorship to the corporate form of organization.  

http://www.census.gov/compendia/statab/2010/tables/10s0728.pdf
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 Advantages of proprietorships 

 The legal requirements necessary to organize as a sole proprietorship are minimal. About all 
that is required is an individual’s desire to start a business and the purchase of a license, if 
one is required for that particular kind of business. If the owner wishes to do business under 
an assumed name, that is, if the business is to be conducted under a name other than that of 
the owner, most states require that the assumed name be registered (this is where you will 
see something like “Mike Jones dba Jones Feed and Supply” on legal documents, where dba 
means “doing business as”). 

 Jessica Alverson is a good example. She decided to start a fl oral shop, which she wanted 
to call Fragrant Floral rather than using her own name for the business. Consequently, she 
registered the new name. Thereafter, those who did business with Fragrant Floral were aware 
that they were really doing business with Jessica Alverson. 

 The  proprietorship  gives the individual owner complete control over the business, 
subject only to government regulations that are applicable to all businesses of that particular 
type. The owner exerts complete control over plans, programs, policies, and other manage-
ment decisions. No one else shares in this control unless the owner specifi cally delegates a 
portion of the control to someone else. All profi ts and losses, all liability to creditors and 
liability from other business activities are vested in the proprietor. The costs of organizing 
and dissolution are typically low. The business affairs are completely secret from all outsid-
ers, except for select governmental units such as the IRS (Internal Revenue Service) and 
lending institutions that supply borrowed funds. 

 Whenever capital is needed it is supplied by the owner from personal funds or is bor-
rowed against either the owner’s business or personal assets. Personal and business assets 
are not strictly separated as they are in some other business forms; therefore, if the owner as 
an individual is fi nancially sound, lenders will be more likely to extend funds. A proprietor 
can sell their business to whomever they wish, whenever they wish, and for whatever price 
they are willing to accept. They can take on as much risk or liability as they wish, but it is 
important to note that they are personally liable for whatever risk they assume. 

 A sole proprietor pays no income tax as a separate business entity. All income that the 
business earns is taxed as personal income even though the IRS requires the fi ling of a sepa-
rate form to show business income and expenses. Since a proprietor cannot pay him/herself 
a salary, the amount left over at the end of the year is treated as personal income or salary. 
The proprietor may choose to keep this money in the business or use part or all of it for 
personal expenditures. 

 The proprietorship can conduct business in any of the 50 states without special permis-
sion other than whatever licenses are required for that particular kind of business. This is a 
right guaranteed by the United States Constitution, which provides that “citizens of each 
state shall be entitled to the privileges and immunities of citizens of several states.” The 
person who desires the lowest cost (to organize), simplest, most self-directed, most private, 
and most fl exible form of agribusiness will choose the sole proprietorship.   

 Disadvantages of proprietorships 

 Perhaps the most important disadvantage of the proprietorship is the owner’s personal liabil-
ity for all debts and liabilities of the business, which can extend even to the owner’s personal 
estate. In a proprietorship, there is no separation between business assets and personal 
assets. Consequently, this form of business organization is characterized by what is called 
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unlimited liability. The owner’s liability does not stop with business assets; it also extends 
to personal assets. Such assets can be, and often are, used to satisfy fi nancial obligations. 
Thus, if Fragrant Floral starts losing money, and the bank demands payment on a loan made 
to the business, Jessica Alverson is personally liable for the payment of the loan. If the busi-
ness cannot cover the loan, the bank can typically demand payment from Jessica’s personal 
savings and investments, or other assets she owns. 

 Another important disadvantage relates to the generally limited amount of capital funds 
that one person can contribute. Lenders are also somewhat reluctant to lend to an individual 
owner unless the owner’s personal equity can guarantee the loan. Proprietorships often fi nd 
that they are starved for capital, and this serious disadvantage may do more than stunt growth. 
Thousands of bankruptcies each year can be traced to a serious shortage of capital when a 
business is started. 

 While freedom from business taxes is generally an advantage, it may also be a disadvan-
tage. Since business profi t in a proprietorship is considered personal income to the owner, a 
high business profi t may throw the owner into a higher tax bracket than would the corporate 
form of business organization. This is especially disadvantageous if extensive funds are 
needed for the growth and expansion of the business. Corporate tax rates along with other 
tax regulations may provide an advantage in such cases. 

 The concentration of control and profi ts in one individual may also be a disadvantage. 
Many highly trained and motivated employees want to participate fi nancially in the business 
where they work (i.e., they may have a desire to own a portion of the business). They may 
also be uneasy about the fact that their futures depend on the health and viability of a single 
person. Thus, proprietorships may experience some diffi culty in hiring and keeping good 
people. Without good, highly motivated employees, the owner may fi nd as the business 
grows — that he or she is “wearing too many hats” — with the end result that the business 
suffers. 

 Finally, the proprietorship lacks stability and continuity because it depends so heavily on 
one person. The death or disability of that one person, in effect, ends the business. 
Proprietorships may be diffi cult to sell or to pass on to heirs. This is particularly true if they 
become sizeable businesses. Individual shares or parts of the business cannot be parceled out 
to several individual owners or to heirs in the same way that shares of a corporation can. 

 For example, Molly’s Steakhouse was a regionally noted restaurant in a small Midwest 
town. Molly established and managed this business profi tably for roughly 30 years. However, 
Molly was always in charge of everything: food ordering and preparation, tabulating the 
bill, and collecting money. Food servers had few responsibilities, and turnover among 
employees was high. Molly refused to bring any family members into the business. But, the 
food was excellent, and Molly had a very good business, though it remained quite small 
because she “just couldn’t work any more hours.” Then, Molly was hospitalized and had 
a lengthy recovery period. As a result, Molly simply closed the doors and her restaurant 
went out of business. Some planning and forethought on Molly’s part could have averted the 
closing of this small, but profi table proprietorship.    

 Partnerships 

 A  partnership  is the association of two or more people as owners of a business. There is no 
limit to the number of people who may join a partnership. Apart from the fact that a partner-
ship involves more than one person, it is similar to the proprietorship. Partnerships can be 
based upon written or oral agreements, or on formal contracts between the parties involved. 
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However, it is strongly urged that if you consider joining a partnership, that the partnership 
agreement should be in writing to avoid disagreement and misunderstanding among partners 
at a later date. 

 Partnerships can be formed by law whenever two or more people act in such a way that 
reasonable people would be led to believe they are associated for business purposes. In 2006, 
there were approximately 2.9 million partnerships in the United States, and they accounted 
for about 10 percent of total business receipts. Partnerships are the simplest form of business 
organization by which a number of people can pool their resources and talents for mutual 
benefi t. 

 There are basically two kinds of partnership: general partnerships and limited partner-
ships. Below we discuss how each of these partnership arrangements works in agribusiness.  

 General partnerships 

 By far the most common form of partnership is what is called a general partnership. 
Continuing with our Fragrant Floral example — after a couple of years in operation, Jessica 
Alverson has been very impressed with one of her employees, Erika Lewandowski. Erika 
has expressed an interest in becoming involved in the business, and has some money from 
an inheritance she is willing to invest in the business. Jessica and Erika decide to enter a 
partnership, and rename the business Fragrant Floral and Perfect Gifts. The new name 
refl ects the partner’s desire to expand the business into a broader line of gift items. So, with 
Erika’s commitment of capital and her desire to be further involved in the business, a new 
partnership is formed. 

 In a  general partnership , each individual partner — regardless of the percentage of capi-
tal contributed — has equal rights and liabilities, unless stated otherwise in a partnership 
agreement. A general partner has the authority to act as an agent for the partnership, and 
normally participates in the management and operation of the business. Each general partner 
is liable for all partnership debts, and may share in profi ts, in equal proportion with all other 
partners. If the partnership struggles and has fi nancial problems, all liabilities are shared 
equally among the partners for as long as suffi cient personal resources exist. 

 However, when one partner’s resources are exhausted, remaining parties continue to be 
liable for the remaining debt. General partners may contract among themselves to delegate 
certain responsibilities to each other, or to divide business revenues or costs in some special 
manner (e.g., according to funds invested or job responsibility). Each general partner can 
bind the partnership to fulfi ll any business deal made. While the partnership is usually treated 
as a separate business for the purposes of accounting, it is not legally regarded as an entity 
in itself, but as a group of individuals or entities. Thus, there is no separate business tax paid 
by the partnership. Like the proprietorship, partners may not pay themselves a salary. Money 
left at year’s end is divided among the partners and this is their profi t or “salary” from the 
partnership. The income is taxed at the individual rate.   

 Limited partnership 

 All partnerships are required by law to have at least one general partner who is responsible 
for the operation and activities of the business, but it is possible for other partners to be 
involved in the business on a limited basis. A  limited partnership  permits individuals 
to contribute money or other ownership capital without incurring the full legal liability of 
a general partner. A limited partner’s liability is generally limited to the amount that the 



 

82 Agribusiness management: organization and context

individual has personally invested in the business. The state laws regulating limited partner-
ships must be strictly adhered to and these acts spell out the limited status of partners: fi rst, 
the limited partner can contribute capital but not services to the partnership, and second, the 
limited partner’s surname cannot appear in the business’s name (unless the partnership 
had previously been carried on under that name, or unless a general partner has the same 
surname). Limited partnerships are relatively few in number; therefore, the balance of the 
discussion of partnerships will apply to general partnerships. However, it is important 
to note that if a limited partner takes an active role in managing the business, their limited 
liability may cease.   

 Advantages of partnerships 

 Partnerships are just about as easy to start as proprietorships. They require very little expense, 
although an attorney competent in partnership law should be engaged to draw up the partner-
ship agreement. The partnership may operate under an assumed or fi ctitious name, provided 
it is registered in accordance with state laws. A partnership can generally bring together 
many more resources than a proprietorship because of the increase in the number of people 
involved. These added resources are not only fi nancial in nature; the business also benefi ts 
from the variety of unique talents that many different individuals can bring to it. Partners are 
a team, and because each team member shares in the responsibility and profi ts, partners are 
more likely to be motivated than employees of a single proprietorship or corporation. 
Additional partners can be brought in if more money or talent is needed. 

 Partners, as individuals, pay taxes only on the income generated from their share of the 
profi ts. There is no business tax per se, and this can be a considerable advantage, depending 
on the income of the partners. Control or management of business decisions and policies is 
concentrated among the partners. Generally, partners divide the responsibilities of the busi-
ness: that is, one will head sales; another will head operations, input acquisition, etc. This 
can be done on either a formal or an informal basis. Partners may sell their interest in the 
business to others if the remaining partners agree. The business affairs of a partnership are 
confi ned to the partnership, and this element of privacy is one of the prime reasons why 
many people choose to do business as partners. Partnerships share the same privileges of 
doing business in other states as does the proprietorship form of business organization.   

 Disadvantages of partnerships 

 By far the biggest disadvantage of the partnership is the unlimited liability of each general 
partner. There are many known cases where one partner has generated fi nancial obligations 
for the partnership, and then because that individual has been personally insolvent, the other 
partners have had to pay the bills. Even limited partners must be very careful that they do 
not give any appearance of being active in the management of the business. The law has 
frequently been enforced on the basis of a person’s actions rather than on the basis of 
the written documents. If a person acts as a general partner would act, then that partner may 
be forced to accept all the liabilities that such status would incur, even if the formal, written 
agreement says the individual is a limited partner. 

 The liability of general partners has created a second disadvantage: partnerships usually 
have only a limited number of members. Imagine a partnership with 100 members, each 
able to bind the partnership legally to contracts and to other obligations. Of course, the 
limited partnership was created to alleviate this problem, but it has not been very successful. 
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A limited partnership often suffers from a lack of available funds and talented people when 
compared to a corporation. 

 Another disadvantage is the lack of continuity and stability of a partnership. When a 
partner leaves the partnership as a result of withdrawal, death, or incapacity, a new partner-
ship must be formed. The old partner’s share must be liquidated, and this can often place 
a severe burden on the partnership’s capital position. Another problem is that which occurs 
if one of the partners becomes incapacitated by accident, ill health, old age, or for some 
reason fails to pull a full share of the load. Often the only way to remove such a partner is to 
liquidate the entire business. When a partner leaves, it is often hard to determine what that 
individual’s share is worth. For this reason, a formula and pay-off method should be incor-
porated in the original partnership agreement. Then the business may more easily be dis-
solved and a new one can be formed. If the means for establishing the value of the partner’s 
share and the process for transfer and acceptance of new partners has been fi rmly established 
in the written partnership agreement, this transition can be reasonably smooth. While being 
taxed on income as separate individuals can be an advantage in some situations, it can be a 
disadvantage in others (just as with the sole proprietorship). 

 Finally, one very important consideration is the need for a carefully drafted, written 
partnership agreement. Any person entering into a partnership should fi nd the most compe-
tent legal assistance possible, an attorney who is familiar with the problems of partnerships, 
and trust that attorney to prepare an agreement for the agribusiness. When partnerships are 

 Plate 4.1    Presentation to a group
The right form of business organization is required to cover the varied goals of fi rm owners, 
employees, and customers. Photo courtesy of USDA Natural Resources Conservation Service.
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formed, the members are all on good terms and cannot imagine feeling any other way about 
each other, but situations change and people change. Not only will a written contract of 
partnership provide solutions if problems occur, but it will also serve as a ready reference as 
important decisions are made in the partnership.            

 Types of partners 

 In forming a partnership, the business entity may include a variety of different partners. 
Some of the more common types of partners are outlined below with a set of characteristics 
unique to that particular partner: 

  A  general partner  is one who is active in the management of the partnership, typically has 
an investment in the business, and is subject to unlimited liability. If nothing is in writ-
ing, all partners are assumed to be general partners.  

  A  limited partner  has taken steps to limit their liability in the partnership. This agreement 
must be in writing. Also, limited partners may not take an active role in managing the 
partnership.  

  A  senior partner  is typically an individual who helped form the partnership or one who has 
seniority in the business. Senior partners typically run the business, have an investment 
in the fi rm, and tend to receive the major portion of partnership profi ts.  

  A  junior partner  is typically younger and has not been in the business as long as a senior 
partner. Junior partners tend to receive a smaller portion of the business profi ts. Junior 
partners rarely take an active role in managing the business affairs of the partnership.  

  A  secret partner  is an individual who desires to take an active role in managing the partner-
ship but is not known to be a partner by the general public. Thus, secret partners do have 
unlimited liability. An individual may desire to become a secret partner due to involve-
ment in other business ventures. If the partnership fails, the general public will not know 
of this individual’s involvement, thus other businesses controlled by this person would 
be unaffected by negative public opinion.  

  A  silent partner  is known by the public and not active in managing the partnership. An 
individual may seek to be a silent partner to add name recognition to a fi rm and to con-
tinue having the advantage of limiting liability in the enterprise.  

  A  dormant partner  is not active in managing the partnership and is not known by the gen-
eral public. Thus, dormant partners retain limited liability. The reason fi rms may seek 
dormant partners is to obtain additional investment capital for the business.  

  A  nominal partner  means “in name only.” Nominal partners are not active in the business 
and have no investment. If Jake Smith owned a horse ranch and named it Jake Smith and 
Sons, assuming they have no investment in the business, Jake’s sons would be nominal 
partners.       

 The corporation 

 A  corporation  is a special legal entity endowed by law with the powers, rights, liabilities, 
and duties of a person (in fact a corporation is sometimes referred to as an “artifi cial” person). 
The corporate form of business organization typically facilitates the accumulation of greater 
amounts of capital when compared to proprietorships and partnerships. Without the corpo-
rate form of organization it is impossible to imagine the creation of today’s large business 
entities, which employ hundreds of thousands of people and are worth billions of dollars. 
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 In 2006, there were only about 5.8 million corporations in the United States, or about 19 
percent of all businesses. However, they generated about 83 percent of all business receipts. 
Many corporations are multinational giants. The 500 largest corporations, as rated by  Fortune  
magazine, generate two-thirds of all industrial sales in the United States. However, most cor-
porations are relatively small, and many are really one-person businesses whose owners have 
chosen the corporate form of organization as the best for their unique business circumstances. 
As a matter of fact, in 2006, 81 percent of all United States corporations had annual receipts 
of less than $1 million ( www.census.gov/compendia/statab/2010/tables/10s0729.pdf ).  

 Nonprofi t corporations 

 Most corporations are formed for profi t-making purposes; however, there are thousands of 
nonprofi t corporations in existence. These  nonprofi t corporations  embrace many areas of 
activity, including those of religious, governmental, labor, and charitable organizations. 
Federal and state laws specify the numerous forms that these nonprofi t corporations may 
take, along with very specifi c regulations as to their purpose and operation. A competent 
attorney can advise whether a nonprofi t corporate form of organization is the most appropri-
ate for a particular agribusiness situation. Again, the legal interpretation will be made on 
the basis of the ways in which the corporation acts, and not on the basis of how it is described 
in written legal documents. 

 Examples of nonprofi t corporations include some cooperatives, some agricultural trade 
and research groups, and some farm organizations, such as the National Dairy Herd 
Improvement Association, Inc. Nonprofi t corporations are exempt from certain forms of 
taxation, and generally they cannot enrich members fi nancially. In many cases, the nonprofi t 
corporation must secure a formal exemption from paying corporate income taxes.   

 The nature of the corporation 

 The corporation as we know it today is a rather recent innovation compared to proprietor-
ships and partnerships. The early American colonists were very suspicious of this form of 
organization, and it was not until the 1860s that most states provided laws allowing for the 
formation of corporations. A corporation can own property, incur debts, and be sued for 
damages, among other things. The important distinction to remember is that the owners 
(stockholders) and managers do not own anything directly. The corporation itself owns the 
assets of the corporation. 

 Forming a corporation requires strict adherence to the laws of the state in which the busi-
ness is being formed. Usually, one or more persons join together to create a corporation. A 
series of legal documents must be created and examined by the state’s designated depart-
ment for establishing corporations. If the legal formalities are in proper order, and if the 
proper fee for incorporation has been paid, a charter authorizing the applicants to do business 
as a corporation is issued. Additionally, a corporation maintains the following legal docu-
ments:  articles of incorporation , which are fi led with the state and which set forth the basic 
purpose of the corporation and the means of fi nancing it; the  bylaws , which specify such 
rules of operation as election of directors, duties of offi cers and directors, voting procedures, 
and dissolution procedures; and  stock certifi cates  or shares detailing amounts of the owners’ 
investments. 

 The laws relating to the formation of proprietorships and partnerships are fairly well 
established and uniform throughout the nation, but considerable differences in the requirements 

http://www.census.gov/compendia/statab/2010/tables/10s0729.pdf
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for forming a corporation exist among the various states. Individual state laws and statutes 
must be carefully considered by those who wish to form a corporation. Selection of an attor-
ney who is well versed in the corporate law of the specifi c state of interest is essential to 
avoid potentially serious organizational problems in the agribusiness corporation.   

 Stock of the corporation 

 When corporations are formed, shares of stock are sold to those who are interested in invest-
ing and risking their money in the enterprise. A share of  stock  is a piece of paper, in 
prescribed legal form, which represents each person’s amount of ownership in the corpora-
tion.  Common stock  normally carries the privilege of voting for the board of directors that 
oversees the activities of the corporation.  Preferred stock  differs from common stock 
in that it is usually nonvoting, and has a preferred position in receiving dividends and in 
redemption in the case of liquidation. Thus, voting rights are exchanged for lower risk on the 
investment of capital in the corporation. 

 Each state has what are commonly called  blue-sky laws , which regulate the way in 
which corporate stock may be sold and which protect the rights of investors (the origin of 
the term is a bit obscure — some people attribute it to a former Supreme Court Justice 
who wrote about companies selling stock which was not worth much more than a 
“patch of blue sky;” others state that it arose because criminals were willing to sell naïve 
investors a “piece of the great blue sky,” and these laws were enacted to protect against this). 
Individual state laws must be consulted prior to the sales of stock in a corporation. The 
most common way of fi nancing corporations is through the sales of stock, but fi nancing 
through bonds, notes, debentures, and numerous means of borrowing against assets is also 
practiced. 

 Thus, there are two specifi c types of stockholders in a for-profi t corporation. Common 
stockholders are willing to take risk. They invest in the corporation typically because they 
believe the value of their stock will increase over time (this increase in value comes about as 
the fi rm invests in new and additional assets, inventory and technology, combined with a 
typical increase in brand value — known as “goodwill”). They are also the true owners of 
the business. At the annual meeting, common stockholders are the ones that vote for the 
board of directors of the corporation. Each common stockholder has one vote per share of 
common stock. Some corporations have started issuing nonvoting common stock, but this is 
not prevalent across most corporations. 

 Those who desire to control a business may embark on an attempt to acquire the majority 
of shares of a fi rm. Also, current stockholders can sign a proxy vote that allows an individual 
to vote for them at the annual meeting. Many well-publicized attempts to take over corpora-
tions are noted as “hostile takeovers.” In these sorts of cases, current corporate management 
does not desire to lose their control of the fi rm. Proxy fi ghts may ensue, where the takeover 
candidate attempts to gain control by enlisting stockholder approval or by simply bidding at 
a higher level than the current market price for outstanding shares. 

 In contrast, preferred stockholders tend to take less risk on their investment in the 
corporation. The price of preferred stock typically fl uctuates less than common stock in 
publicly traded corporations. Also, preferred stockholders often invest for the dividends 
granted by the corporation. Once a fi rm has established a trend of paying quarterly 
dividends, management may not wish to break the record. Thus, some fi rms, even in 
an economic downturn, may choose to borrow money to pay their quarterly dividends to 
preferred shareholders.   
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 How the corporation functions 

 The common stockholders in a corporation elect the  board of directors , the number of 
which may vary according to the bylaws of the organization. The responsibility of the board 
of directors is to supervise the affairs of the corporation. In a large corporation, the thou-
sands of individual stockholders exercise very little actual control. Those they vote for to 
serve as directors may be unknown to them and are often preselected by a small group of 
majority stockholders who are allied with top management of the corporation. The board 
represents the interests of the stockholders, and their major function is to elect offi cers, hire 
top management, and evaluate the progress of the business. Also, the board usually has 
a major role in shaping the vision and mission for the business. In a small corporation 
there is usually a very close relationship between stockholders and the board of directors; 
in fact, there could be only one stockholder who, in effect, is in complete control of the 
corporation.            

 Advantages of corporations 

 The primary advantage of the corporate form of business organization is that the 
 stockholders  (owners) are not personally liable for the debts of the organization, and in most 

 Plate 4.2    Woman at computer
Stock prices for important markets such as the New York Stock Exchange are widely reported as 
is other relevant information. Photo courtesy of USDA Natural Resources Conservation Service.
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cases are not responsible for the liability that occurs through the corporation’s business 
activities. The assets of the corporation are all that are at risk in settling most claims. The 
stockholders can, therefore, only lose the amount they have invested in the fi rm. With the 
corporate structure it is possible to delegate authority, responsibility, and accountability, and 
to secure outstanding, highly motivated personnel. Corporations can offer their personnel 
such benefi ts as profi t sharing and stock-purchase plans, which encourage a high degree of 
dedication and loyalty to the corporation. 

 Transfer of ownership is also easier in a corporation than in other business forms. Usually, 
a stockholder can sell shares of stock to anyone for any price that the buyer is willing to pay. 
An owner can also transfer individual equity to heirs or to others much more easily than in 
the proprietorship or partnership. However, sale of stock in a small, unknown corporation 
may not be easy. Finding someone who is willing to risk investment becomes much easier 
once a stock is traded. As a corporation becomes larger and begins to develop a ready market 
for its stock, brokerage houses that specialize in the sale of stock and who are in constant 
touch with potential investors, may trade the stock. New issues of stock may be purchased 
by a group of brokerage houses, who, in turn, sell the stock to the general public. Many 
companies have their stock traded in secondary markets that list daily price movements and 
facilitate the buying and selling of these stocks. Examples of these markets include the New 
York Stock Exchange and NASDAQ (originally standing for National Association of 
Securities Dealers Automated Quotations); NASDAQ merged with the American Stock 
Exchange in 1988, and bought the Philadelphia Stock Exchange (the oldest stock exchange 
in America, having been in operation since 1790) in 2007. 

 Because corporations’ ownership rights are traded freely, it is relatively easy for them 
to raise large amounts of equity capital. The combined investments of hundreds and even 
thousands of investors have made the huge corporate giants of American business possible. 
However, these investment funds are not automatic just because the corporation has 
decided to sell stock. Buyers invest because of the proven performance or anticipated future 
performance of the fi rm. 

 Finally, the corporation is perpetual in nature. Death, withdrawal, or retirement of its 
shareholders has little effect on the life of the corporation. This is another advantage that 
makes investment in a corporation more attractive to those with funds to risk.   

 Disadvantages of corporations 

 The greatest disadvantages of the corporate form of organization are taxation and regulation. 
The corporation is taxed on funds it earns as profi t; then, after it has paid dividends to its 
stockholders, the stockholders must again pay income tax on the amount that is received as 
dividends — in effect a “double taxation” on these profi ts. (This may not always be a disad-
vantage, as will be discussed later in this chapter.) In addition, there are many states that 
impose special levies and taxes on corporations, and there are many more laws and regula-
tions controlling the activities of corporations than there are for other organizational forms. 

 The corporation must accept a lack of privacy because reports must be made to stock-
holders and states and because the federal government may require disclosure whenever a 
stock offering is made to prospective purchasers. A corporation that is chartered to do busi-
ness in one state may not do business in another state unless it complies with the second 
state’s laws of registration, taxation, and so forth. Finally, individual owners (stockholders) 
of larger corporations have little, if any, control over management and policies of the corpo-
ration. Often their only recourse in the event of dissatisfaction is to sell their stock. 
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 The costs of taxes, records (which must be comprehensive), and operation of the 
corporate business can be signifi cantly higher than the costs for other forms of organization; 
for that reason the corporate form should be evaluated carefully before it is adopted by an 
agribusiness. 

 Finally, in smaller corporations, the issue of limited liability is not always so clear. Banks 
and other lenders may insist on personal guarantees from stockholders for loans before 
lending a small corporation money. Boards of directors may be sued for a variety of reasons, 
and the board may well be the owners of the corporation. So, while the corporate form 
clearly offers more legal protection than proprietorship or partnership, specifi c circumstances 
may make such protection relatively thin.   

 Closely held corporations 

 A special form of corporation has been designed to offset some of the disadvantages of the 
regular corporation. This form is called the  S-corporation . Subchapter S of the Internal 
Revenue Code makes it possible for the owners of a corporation to elect to be taxed as indi-
viduals, in the same manner as owners of a partnership or proprietorship. So, the benefi ts of 
incorporating as an S-corporation can be signifi cant. This type of corporation can avoid the 
double taxation paid by a regular corporation. 

 An S-corporation must meet several qualifi cations: there cannot be more than 100 stock-
holders, the stockholders must be individual persons rather than corporations, and they 
cannot be nonresident aliens. Additionally, the election to be taxed as individuals must occur 
prior to the start of the corporation’s fi scal year. Owners, therefore, cannot simply wait to see 
which method of taxation would be better once the year is over and the returns prepared. In 
addition, the S-corporation must be a domestic corporation. It must be a corporation that is 
organized under state law. The S-corporation can issue only one class of stock if organized 
after May 27, 1992. Finally, the S-corporation cannot have passive income of more than 25 
percent of total receipts in three consecutive years. Examples of passive income would be 
rent, royalties, interest, and dividends. 

 The rules to qualify for this status essentially guarantee that the S-corporation is relatively 
small, and often family-held, and the corporation is production-oriented. While there 
are a number of benefi ts, there can be many pitfalls to this form of organization and agri-
business corporations should consult competent legal and accounting professionals before 
selecting it.   

 Fragrant Floral and Perfect Gifts, Inc. 

 Let’s revisit Fragrant Floral and Perfect Gifts. Jessica and Erika have been in business 
together about a year. And, after attending a management course at a local community 
college, they are introduced to the corporate form of business organization. They decide 
they like the idea of limiting their personal liability through the use of the corporation. 
They also like some of the ways that the corporate form of organization eases transitions. 
What if Erika wanted to move away, but did not want to give up her investment in the 
business? In addition, they have been talking about expanding the business by establishing 
another location — so access to investment capital becomes more important. A corporation 
would help make this possible. After reviewing the advantages and disadvantages, they 
believe they should become an S-corporation, to help better manage their personal tax 
situation. 
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 So, working with an attorney, they develop a set of articles of incorporation, and a set of 
bylaws. They fi le this paperwork with the state and are granted corporate status. They issue 
110 shares of stock, 50 each to Jessica and Erika. In addition, a friend in the landscaping 
business, Peter Yu, is excited about the possibilities for Fragrant Floral and Perfect Gifts, and 
he buys ten of the shares. Jessica, Erika and Peter are on the board of directors, and Jessica 
is chairperson of the board. Fragrant Floral and Perfect Gifts, Inc. is open for business!                  

 Cooperatives 

 Owned, operated and controlled by members, a  cooperative  is a distinct form of the 
corporate form of business. Cooperatives are committed to helping members improve the 
prices they receive for the products they produce and/or reduce the prices paid for the inputs 
necessary to grow those products. Cooperatives also exist to help members fi nd markets, 
and/or improve the negotiating position of members. Cooperatives provide economic and/or 
operational benefi ts to member-owners, and then return the profi t to the member-owners 
based on each member’s use of the cooperative. The user-member is the total emphasis for 
the cooperative. In contrast, generating profi t for the owners of the fi rm is the purpose of the 
non-cooperative business enterprise. This is a very important difference. 

 Plate 4.3    Fragrant Floral
If Fragrant Floral is organized as a proprietorship, Jessica Alverson takes on all risks and rewards 
for her business. Photo courtesy of USDA Natural Resources Conservation Service.
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 Cooperatives are a very important part of the agribusiness industry. Approximately 
one-third of all grain and nearly 80 percent of milk is marketed through cooperatives. From 
an input supply standpoint, nearly one-half of farmer purchases of petroleum, 40 percent of 
fertilizer purchases, one-third of farm chemicals and nearly 20 percent of livestock feed is 
purchased through a cooperative. Cooperatives provide almost one-third of all agricultural 
credit. Because of the importance of agricultural cooperatives, the discussion below 
goes into a bit more depth about cooperatives than the other business forms covered in this 
chapter.  

 Characteristics of food and agricultural cooperatives 

 Cooperatives resemble other forms of business in some ways. They must follow sound busi-
ness practices and may perform similar functions. Cooperatives have facilities to maintain, 
employees to hire, advertising to develop, and so forth. There are bylaws, policies, and 
activities that must be performed to carry out the business at hand. Ultimately, cooperatives 
must generate a return (member benefi ts plus direct fi nancial returns) on the investment of 
their members, which justifi es continued membership in the cooperative. 

 But, in some ways, cooperatives are distinctly different from other businesses. The own-
ership structure, the way they are controlled, their purpose and how benefi ts are shared or 
distributed are unique to cooperatives and how they operate. Three specifi c features deline-
ate cooperatives from non-cooperative businesses: 

   •    Member owned, member controlled  
   •    Operation at cost  
   •    Limited returns on capital      

 Member owned, member controlled 

 A fundamental principle undergirding cooperatives is that they must be owned and control-
led by the people who conduct business with them. It is imperative that cooperatives main-
tain their orientation toward servicing those who patronize them. And there is no better 
way to ensure this than to require that active patron-members — who are also owners of the 
business — control the cooperative. 

 Originally, and even today in most cooperatives, this requirement meant one vote 
for each active patron-member regardless of how much business that member transacts 
with the cooperative or how much stock the individual member may have accumulated. 
Democratic control has gained almost universal acceptance as a basic cooperative 
principle. 

 Member control of cooperatives is executed through a  board of directors , which is 
selected in open elections from the ranks of active members. The board takes on the 
responsibilities of sensing and representing the best interests of all members, setting 
overall policy, hiring and directing top management, and monitoring the cooperative’s 
performance in achieving its objectives. However, some highly critical decisions involving 
such issues as mergers or large investments may be taken directly to the membership 
for a vote. This contrasts with a non-cooperative business, where the owners, whose number 
of votes is determined individually by the amount of stock they own, elect the directors. 
Consequently, most board members are stockholders with relatively large ownership 
interests.   
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 Operation at cost 

 In most cases, a cooperative’s net income is distributed to individual members in proportion 
to the volume of business that they have done with the cooperative. A cooperative may 
choose to retain profi ts rather than pay them out as patronage returns (see below), but when 
it does, it normally must pay corporate income tax just as any corporation must (there are 
some exceptions to this rule, discussed briefl y below). The obligation to return profi ts to 
members is a primary factor that separates cooperatives from other forms of business. Non-
cooperatives are not so obligated and, after paying any tax on profi ts that may be due, will 
return profi ts to the owners of the business in proportion to the owner’s investment, or will 
keep the profi ts in the business as retained earnings for future growth. 

 Cooperatives may do some business with individuals who are not members. In the case 
of such non-patron business, any excess of income over and above the expenses generated 
specifi cally by that transaction does not have to be returned to the customer (although it may 
be in some cases). Instead, many cooperatives elect to treat this additional income as regular 
profi t, to pay taxes on it just as any business would, and to use the profi ts to fund growth of 
the cooperative. An agribusiness can maintain its cooperative status as long as not more than 
half its business is transacted with non-members.   

 Limited returns on capital 

 Since the basic purpose of cooperatives is to operate at cost in order to benefi t member-
patrons directly in their own business, many state cooperative laws require that returns on 
invested capital be limited. Limiting returns on member equity to a nominal amount helps to 
ensure that members holding stock in the cooperative are not tempted to view the coopera-
tive as an investment in and of itself, but rather as a service to their own business. Typically, 
returns on capital cannot be greater than 8 percent, although this rule varies from state to 
state. In practice, most cooperatives pay no dividends on their stock; therefore limiting 
returns is often a moot point.   

 Other issues unique to co-ops  

 Patronage refunds 

  Patronage refunds  allow cooperatives to distribute net returns or margins to members or 
patrons: 

   •    On an annual basis  
   •    Consistent with standard accounting procedures  
   •    Without regard to how much was earned on individual transactions    

 Many cooperatives opt to return net earnings to members; however, this does not happen 
on a transaction-by-transaction basis. Instead, cooperatives usually charge market prices for 
supplies and services furnished to their members and patrons. Operating at normal market 
prices allows many cooperatives to fi nance growth by special methods, such as retaining a 
portion of cash savings and making patronage refunds in the form of stock or other obliga-
tions. They also offer competitive prices for products delivered for further processing and 
marketing. This mode of operation generally allows them to generate suffi cient income to 
cover costs and meet the continuing needs for operating capital. 
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 When their fi scal year ends, a cooperative then fi gures its earnings on business conducted 
on a cooperative basis. If there are any earnings, they are returned to the cooperative’s 
patrons (as patronage refunds) as cash and/or equity (cooperative stock) allocations on the 
basis of business volume conducted with the cooperative that year.   

 Financing of cooperatives 

 Cooperatives have some unique fi nancing options at their disposal. Revolving fund fi nanc-
ing is a highly advantageous option that is unique to cooperatives. Based on the principle 
that cooperative members should be willing to fi nance growth of their own organization, this 
method gives cooperatives the option of issuing patronage refunds in the form of stock or 
equity allocations, rather than in the form of cash. The idea is that the cooperative is a logical 
extension of the member’s own business, and each member has an obligation to contribute 
directly to its fi nancing in proportion to that member’s use of the cooperative’s services. 
The advantage to the cooperative is that since ownership of stock represents ownership of 
valuable assets, it satisfi es the co-op’s obligation to return the excess of income over expenses 
to patron-members, while at the same time retaining the actual cash earnings for use in 
fi nancing the business. Theoretically, the cooperative “revolves” the stock periodically, thus 
allowing older stock to be cashed in. 

 Non-cooperative businesses argue that this is an unfair advantage, since any excess of 
income over expenses (profi ts) that non-cooperatives make is taxed fi rst before it is retained 
for use by the business or distributed as dividends. Since 1962, legislation has required coop-
eratives to return a minimum of 20 percent of all patronage refunds in cash rather than in the 
form of ownership stock if they use this form of fi nancing. 

 Refunds in the form of stock are considered to be income; so cooperative patron-members 
are required to pay taxes on that stock. Farmers in tax brackets that are higher than 20 
percent will fi nd that this type of fi nancing can cause a net outfl ow of cash, since they must 
pay out more in taxes on the stock than they actually receive in cash refunds. Hence, many 
profi table cooperatives will pay out 40 to 50 percent of their net earnings in cash.    

 Advantages of agricultural cooperatives 

 For the farmer-member, a cooperative provides a number of advantages. One of the reasons 
cooperatives came about was to allow agricultural producers to “level the playing fi eld” 
when they deal with suppliers of inputs, or with those who purchase their farm products. In 
essence, farmers are allowed to work together “cooperatively,” or collude, and have been 
provided legal authority under the  Capper–Volstead Act of 1922  to do this. This act exempts 
them from anti-trust legislation, provided their cooperative meets the criteria discussed pre-
viously. This is a powerful advantage not enjoyed by other types of businesses. A coopera-
tive can also provide a needed market where none existed before — again to provide input 
supplies or to process and market products produced by farmers.   

 Disadvantages of agricultural cooperatives 

 Those who are critical of cooperatives say that many of them — even the local ones — 
have gotten so large that the farmer member is far removed from having any signifi cant 
voice in the business. Such critics also argue that the board of directors is sometimes 
elected on the basis of popularity rather than genuine ability to make policy decisions in a 
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multi-million-dollar business. While these charges are serious, and one could probably fi nd 
evidence of situations in which they are justifi ed, it would be unfair and incorrect to assume 
that they are the general rule. 

 Another possible disadvantage of the cooperative form of business arises from the require-
ment in many states that each member of a cooperative only be allowed one vote on issues 
for consideration, regardless of how many shares of cooperative stock the individual may 
own. As farms have consolidated and gotten larger, some feel that those with larger business 
volume and/or the number of shares of stock should have more say in the operation of the 
cooperative.   

 Cooperatives: a brief history 

 Again, because of the importance of cooperatives to agriculture a bit of background helps to 
understand their context. Ancient Egypt had traces of cooperative-like organizations as early 
as 3000  B.C . and there are vestiges of cooperative ideas in Greek, Roman, and Chinese 
cultures. The fi rst farmers’ cooperatives are reported to be those of Swiss dairy farmers, who 
made cheese cooperatively as early as the thirteenth century. 

 Early Americans also experimented with cooperatives. Benjamin Franklin organized a 
mutual insurance company (a cooperative) in 1752. However, many people recognize 
the fi rst formal cooperative of modern times to be the Rochdale Society of Equitable 
Pioneers in England in 1844. The original 28 members of this early cooperative joined in 
an effort to purchase supplies for their businesses. The Rochdale Principles, adopted by 
the Rochdale Society to guide the operation of their cooperative, included the following 
points: 

  1.   Capital should be of member’s own providing and bear a fi xed rate of interest.  
  2.   Only the purest provisions procurable should be supplied to members.  
  3.   Full weight and measure should be given.  
  4.   Market prices should be charged and no credit given or asked.  
  5.   “Profi ts” should be divided pro rata upon the amount of purchases made by each 

member.  
  6.   The principle of one member, one vote should govern, and that there should be equality 

of the sexes in membership.  
  7.   Management should be in the hands of the offi cers and committees elected periodi-

cally.  
  8.   A defi nite percentage of profi ts should be allotted to education.  
  9.   Frequent statements and balance sheets should be presented to members.    

 While some of the principles have been modifi ed over time, this set of Rochdale principles 
still provides the basic organizing framework for cooperatives today.    

 Limited liability companies 

 A  limited liability company (LLC)  is a type of business organization form that closely 
resembles a partnership, but provides its members with limited liability. Thus, creditors or 
others who have a claim against an LLC can pursue the assets of the LLC to satisfy debt and 
other obligations, but they cannot pursue personal or business assets owned by the individual 
members of the LLC.  
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 Advantages of LLCs 

 Limited liability companies can include any number of members and ownership is distrib-
uted in accordance to the fair market value of the assets contributed. Also, net income gener-
ated by an LLC is passed on to its members in proportion to their shares of ownership. The 
net income is then reported on the members’ individual tax returns and taxes are paid by the 
members and not by the LLC. An LLC is not required to fi le articles of incorporation as 
would be true of a corporation. However, it is still a good idea to record contributions and 
distributions of assets, revenue, and expenses, as well as agreements as to how the LLC will 
operate. These can be included in an article of organization or an operating agreement.   

 Disadvantages of LLCs 

 Although the LLC has the limited liability advantage of a corporation, it does not have some 
of the other advantages associated with the corporate form of organization. The LLC cannot 
deduct the cost of employee benefi ts, such as insurance costs and the use of vehicles by 
members. Also, it does not automatically continue in the event of the death of a member. 
Instead, it may be perpetual, end on a set date, or upon an event such as a death of a member, 
as outlined in the articles of organization or operating agreement. 

 Limited liability companies are an attractive organizational form for those individuals 
who desire the simplicity and fl exibility provided by a partnership combined with the limited 
liability offered by a corporation. Competent and experienced legal counsel should be sought 
when considering this form of organization.    

 Strategic alliances 

 Many agribusinesses have formed  strategic alliances  and related cooperative relationships 
with other fi rms. Strategic alliances are cooperative agreements between fi rms that go beyond 
normal fi rm-to-fi rm dealings, but fall short of being a merger or full partnership and owner-
ship. Such alliances can include joint research efforts, technology-sharing agreements, joint 
use of production facilities, agreements to market each other’s products and the like.  

 Advantages of strategic alliances 

 There are several advantages to fi rms that form strategic alliances. First, fi rms can collabo-
rate on technology or the development of new products. The areas of computer hardware and 
software and biotechnology are examples. Second, fi rms can improve supply chain effi -
ciency by working together. An alliance between a feed fi rm and a large integrated swine 
business would provide an example. Third, fi rms can gain economies of scale in production 
and/or marketing. A food fi rm might enter into a strategic alliance with a broker to distribute 
its products into a new region of the country. Here, the focus is market expansion and the 
scale economies this can bring. Fourth, fi rms, particularly small fi rms, can fi ll voids in their 
technical and manufacturing expertise. A fi rm in the precision agriculture arena may have an 
alliance with a major farm equipment manufacturer to collaborate on the development of a 
new sensor-based system for harvesting melons. Fifth, fi rms can acquire or improve market 
access. A fi rm selling animal health products and an e-business fi rm might enter into a stra-
tegic alliance. The e-business fi rm provides the information technology infrastructure, and 
access to customers. The animal health fi rm provides products and an existing customer list. 
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Finally, allies can direct their combined competitive energies into building competitive 
advantage and defeating a mutual rival.   

 Disadvantages of strategic alliances 

 There can also be disadvantages to forming strategic alliances. First, establishing effective 
coordination between independent companies is both challenging and time consuming. How 
are responsibilities divided? How will returns be divided? These questions, and a hundred 
more like them, must be answered in a successful alliance. 

 Second, there may be language and cultural barriers to overcome, as well as attitudes of 
suspicion and mistrust. This issue includes the need for mutually shared goals. If two alli-
ance partners have different objectives from the alliance, the seeds for long-run problems 
have been planted. 

 Third, the relationship may cool at some point in the future and the desired benefi ts may 
never be realized, but information may have already been shared. This commonly occurs 
when there is management turnover among the alliance partners. The situation and person-
alities that were part of the original deal change over time, and the new management team 
may look at the world — and the deal — differently. 

 Finally, a fi rm may become too dependent on another fi rm’s expertise and capabilities 
and fail to develop its own internal capabilities. Firms must be careful with respect to what 
they do themselves, and what they depend on from a partner. In the animal health example 
above, the alliance may be a wonderful move for the animal health fi rm. Or, it could leave 
them vulnerable in three years if a competitor purchases their alliance partner and they have 
no internal e-business capabilities. 

 A strategic alliance is an attractive organizational form for those fi rms that want to pre-
serve their independence rather than merge with another fi rm when trying to either remain 
competitive or enhance their competitive position. This form of organization enables those 
fi rms to collaborate with other fi rms to enhance their own capabilities, develop new prod-
ucts, and compete more effectively. However, as mentioned above, there are also disadvan-
tages that should be seriously considered before forming a strategic alliance.    

 Taxation 

 As discussed earlier in this chapter, proprietorships, partnerships, Subchapter S corporations 
and limited liability companies pay taxes on their business profi ts at the personal 
rate. Corporations, however, have a separate tax rate for corporate profi ts. If the corporation 
distributes dividends to shareholders, then these individuals also pay personal income 
tax on this amount. Hence, many corporate profi ts are subject to double taxation — fi rst, 
the corporate profi ts are taxed, and then the dividends (paid from after-tax profi ts) are 
taxed again. 

 A proprietorship completes either Schedule C or Schedule F (farms and ranches) to report 
business income, expenses, and profi t or loss. This amount is then carried forward to the 
individual’s Form 1040 where it would be taxed at the individual rate. Likewise, partners 
and members of a limited liability company complete Schedule K to tabulate their profi t 
distribution from the business and carry this forward to their Form 1040 to pay personal 
taxes on their share of profi ts from the business. The partnership and LLC must complete 
Form 1065 to show all partnership income and profi t distributions. Also, S-corporation 
shareholders report income from the corporation on their Form 1040. 



 

The organization of an agribusiness 97

 Corporations report their sales, expenses, and profi ts on Form 1120 for ordinary corpora-
tions and Form 1120S for S-corporations. Taxes on regular corporations are calculated 
from the tax rates included in the tax table used for corporations. The point here is that 
tax issues do enter in an important way when selecting a form of business organization, 
especially for smaller businesses. And, when making these choices small business owners 
and entrepreneurs need competent legal and tax advice.   

 Summary 

 Agribusinesses represent nearly every conceivable kind of business organization. A great 
many are owned and controlled by one person as a proprietorship, or by two or more people 
as a partnership. These forms of business are the simplest forms and allow their owners 
complete fl exibility, minimize red tape, and incur no corporate profi ts tax. But owners are 
personally liable for any debts or lawsuits against their business. Also, the longevity of the 
business is limited to the life of their owners. The LLC is a relatively new type of business 
organization that closely resembles a partnership, but provides its members with limited 
liability and the opportunity to infl uence the longevity of the business. 

 The corporation is an organization created for the purpose of carrying on business. 
Because it is a legal entity, it can own property in its own right, sue or be sued, and carry on 
business on its own behalf. Its owners are separate legal entities; thus their liability is limited 
to the amount of their investment in the fi rm. Also, the life of a corporation does not depend 
on how long its owners live. However, corporations must pay a special corporate profi ts tax 
and must regularly report their activities to federal and state governmental units. The 
S-corporation is a special type of corporation for small fi rms; they gain the benefi ts of a 
corporation, but are exempt from corporate profi ts tax. 

 Cooperatives are a type of corporation that allows individuals and/or businesses to 
work together or “cooperate” in marketing products or in buying inputs. They are an impor-
tant part of the agribusiness landscape and have a focus on the member-user. Limited 
Liability Companies (LLCs) closely resemble a partnership, but provide their members with
limited liability and can include any number of members. 

 Strategic alliances are agreements to cooperate that stop short of formal legal combina-
tions. These alliances offer a number of benefi ts and are commonly used in food and 
agribusiness markets. But, there are clearly some limitations and problems to be managed, 
so fi rms must explore both the advantages and disadvantages before forming a strategic 
alliance. What will work in one situation may not work in another situation. 

 Selecting the best form of business organization for a particular agribusiness is an infre-
quent business decision for both management and owners, but an extremely important one. 
As an agribusiness fi rm grows, it must often consider moving toward becoming a regular 
corporation. And the timing of that decision is highly important.   

 Discussion questions 

    1.   What are some of the questions that business managers/owners should consider when 
deciding on which form of business organization is best?  

  2.   What are some of the characteristics of the sole proprietorship which make it an 
attractive form of business?  

  3.   Explain the concept of unlimited liability as it relates to sole proprietorships.  
  4.   Discuss the differences between a general and limited partnership.  
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   5.   Outline the reasons why a corporation may be referred to as an “artifi cial person,” and 
discuss why corporations suffer from “double taxation” on their profi ts.  

   6.   Discuss some of the advantages and disadvantages of the corporate form of business.  
   7.   How does an agricultural cooperative benefi t its member owners (i.e., what is the 

economic basis of their advantage over other types of businesses)?  
   8.   Cooperatives are “member-owned, member-controlled.” How does this unique struc-

ture differ from non-cooperative corporations and what advantages and/or disadvan-
tages does this allow?  

   9.   How does a Limited Liability Company (LLC) differ from a partnership and a corpora-
tion, and what advantages do these characteristics provide?  

  10.   Why would a fi rm consider entering into a strategic alliance?        

 References and additional reading 

   www.census.gov/compendia/statab/2010/tables/10s0728.pdf   
   www.census.gov/compendia/statab/2010/tables/10s0729.pdf     

http://www.census.gov/compendia/statab/2010/tables/10s0728.pdf
http://www.census.gov/compendia/statab/2010/tables/10s0729.pdf


 

    5   International agribusiness     

 Objectives 

     •    Understand why agribusinesses may choose to seek out international markets  
   •    Develop an understanding of the importance of international markets to U.S. food and 

agribusiness fi rms  
   •    Describe some of the challenges that agribusinesses face when pursuing international 

markets  
   •    Understand the elements of a society’s culture, and how these elements shape the oper-

ating environment for an international fi rm  
   •    Identify the different methods that food and agribusiness fi rms might use to enter inter-

national markets      

 Introduction 

 Why would an already successful domestic agribusiness consider entering the more risky 
international marketplace? After all, selling into unfamiliar international markets is full of 
uncertainties. The agribusiness could be conservative and continue with its strategy of 
expanding into other U.S. markets. But, despite the unknowns, there are many reasons why 
a U.S.-based fi rm would want to “go global.” 

 In many U.S. food and agribusiness markets, market growth is leveling off and the market 
is approaching maturity, or a time of slow growth. At the same time, the markets in many 
other countries are growing very fast, or have the potential to grow fast, offering new busi-
ness opportunities. For example, China is one of the fastest-growing markets in the world. In 
2010, USDA’s Foreign Agricultural Service (FAS) cites China as the fourth largest market 
for U.S. agricultural exports ( www.fas.usda.gov/itp/china/India_Chinamarket022010.pdf ). 
Prior to economic reforms in 1978, nearly four in fi ve Chinese worked in agriculture; by 
1994, only one in two did. The British Broadcasting Company (BBC) recently reported that 
although China’s per capita income is only a fraction of that in many industrial countries, it 
has grown by an average of 10 percent a year for the last two decades ( http://news.bbc.
co.uk/2/hi/business/520874.stm ). 

 U.S. agribusinesses are also fi nding that their competition in the domestic market is 
increasing from foreign-owned and controlled companies. Foreign fi rms have entered 
the U.S. market bringing new competition, replacing domestic competitors, and/or have 
joined forces with domestic agribusinesses. In any case, the competition in U.S. agribusiness 
markets has become increasingly fi erce as each fi rm, U.S. or foreign, tries to capture a 
larger piece of the market. Combining the increased competition in the U.S. market from 

http://www.fas.usda.gov/itp/china/India_Chinamarket022010.pdf
http://news.bbc.co.uk/2/hi/business/520874.stm
http://news.bbc.co.uk/2/hi/business/520874.stm
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international companies with the opportunities in international markets, the threat is clear: 
if a U.S. food or agribusiness company doesn’t produce and sell it, someone else in the 
world will! 

 So, why should an agribusiness manager be interested in better understanding interna-
tional business? In this chapter, we will explore this question and identify some of the rea-
sons why the international marketplace is of great interest to agribusiness managers. We will 
also examine some of the reasons why doing business internationally may be challenging, 
and some of the strategies agribusiness fi rms use to “go global.”   

 Why does U.S. agribusiness need international markets? 

 There are many reasons for agribusinesses, and the U.S. economy, to be interested in the 
international business arena. From an economic standpoint, the exporting of U.S. agricul-
tural products boosts employment within the U.S. economy. In 2008, it was estimated 
that more than 8,000 jobs were created for every $1 billion in agricultural exports (this is 
down from the 18,000 jobs estimated to be created by every $1 billion in agricultural exports 
in 1998) ( www.ers.usda.gov/Data/TradeMultiplier/econeffects/2008overview.aspx ). This 
implies that nearly 920,000 jobs in the agricultural sector were the direct result of farm prod-
uct exports of $115.4 billion in 2008. Agricultural exports help boost rural economies: 
approximately one-third of those agricultural export jobs were located in rural areas. 
Although most of these rural jobs are in the production of agricultural products, others are 
in more labor-intensive industries such as wholesale and retail trade, services, and food 
processing and feed processing.  

 Benefi ts from doing business internationally 

 From a managerial standpoint, international markets hold appeal for a number of reasons. 
Some of these reasons are shown in the list below: 

   •    Exports and sales  
   •    Take advantage of scale economies  
   •    Capture benefi ts of a global brand  
   •    Reduce risk by diversifying across markets  
   •    Lower costs of production  
   •    Access lower-cost raw materials through international sourcing  
   •    Broaden access to credit  
   •    Leverage experiences from operating in international markets into domestic markets    

 While each reason in the list may not be part of a specifi c international opportunity for an 
agribusiness fi rm, the list does provide a snapshot of several important reasons agribusi-
nesses fi nd international business attractive.          

 Clearly, one reason to pursue international markets is to expand sales by capitalizing on 
growth opportunities in other countries. Some newly industrialized countries are experienc-
ing extraordinary growth when compared with established markets such as the United States, 
Europe and Japan. Entering a newly industrialized country may offer agribusiness compa-
nies a piece of this potential for rapidly growing sales and profi ts. In addition, product life 
cycles can often be extended by selling products in foreign countries. The potential for 
expanding international sales is especially important if the domestic market is experiencing 

http://www.ers.usda.gov/Data/TradeMultiplier/econeffects/2008overview.aspx
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slow, or no, sales growth. A related advantage of serving a larger international market is to 
achieve scale economies because of larger production volumes. 

 Name or  brand recognition  is another benefi t a company works toward in globalization 
efforts. Global recognition of corporate logos and brands increases both the effi ciency and 
effectiveness of a company’s advertising efforts. Brands are very expensive to develop, and 
if a fi rm can spread those development costs across a broader market, profi ts can increase. 
As a result, many companies competitively vie for sponsorship of world-televised sporting 
events. Reinforcement of brand or logo recognition can be a powerful tool in these cases 
of sponsorship. For example, in the 2010 soccer World Cup held in South Africa, sponsor 
company logos were shown and/or mentioned in more than 97 countries and in numerous 
languages on both television, radio and over the internet. Firms like Coca-Cola, PepsiCo, 
and McDonald’s have brands that are recognized in virtually every country in the world. 

 Agribusinesses may be able to reduce their overall risk exposure by broadening the 
number of markets from which they purchase inputs and sell products because they are not 
dependent on a single, local market. Organizations with operations in several countries may 
stand to be less affected by slow periods in their domestic market when actively engaged 
in business abroad. Sourcing inputs internationally may also signifi cantly lower costs of 
production. Such cost advantages allow fi rms to lower prices, giving them an important 
advantage. 

 Global fi rms may also have easier access to credit and gain valuable experience from 
operating in other markets. Firms serving international markets can move technology around 

 Plate 5.1    Lettuce harvest
Global marketers promote branded food and fi ber products in every corner of the world. Photo 
courtesy of USDA Natural Resources Conservation Service.
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the world, locating new markets for the results of their research and development in the proc-
ess. For example, fi rms in the hybrid corn seed business regularly rely on genes from seed 
obtained from such places as Argentina, Italy, and northeast Iowa to develop a superior 
hybrid that performs well across the same latitudes worldwide. In other cases, fi rms may 
identify a new product opportunity in an international market, and be able to bring this idea 
home to the domestic market.   

 Opportunities for smaller fi rms 

 It’s not only the multinational conglomerates fi nding opportunities and success in the inter-
national marketplace. Small agribusinesses have found niches in serving needs around the 
world. Their active pursuit of placing and developing products for international markets has 
in many cases met with great success. While large companies reap the benefi ts of deep 
pockets — economies of scale and greater returns on their investment in research and devel-
opment — smaller agribusiness fi rms are often more fl exible, allowing them to adapt to the 
changing structure and demands of the international food industry. As with all business in 
the international marketplace, successful global business endeavors by the small fi rm require 
an understanding of the unique characteristics and structures of the customer in each given 
instance (Connor and Schiek  1997 ). 

 Although countless factors infl uence the global marketplace during any business day, a 
few key factors have helped increase the number of opportunities for small agribusiness 
fi rms in the international arena. First, emerging markets have entered into the world trade 
picture at a rate unequaled since post-World War II. Those markets are opening up to con-
duct business with international suppliers, partners, etc. These nations include those in 
Eastern Europe, other countries of the former USSR, India, Latin America, China, and other 
Asian countries. Many African countries are moving continually closer to allowing or 
welcoming business from outside their borders. 

 The second key factor opening doors of world markets for smaller businesses is technol-
ogy. Simply put, today’s small food and agribusinesses are often “well wired” — connected 
via the internet by computer, modem, email, telephone, cell phone, and fax — making them 
very competitive with much larger fi rms for emerging-market growth potential. Essentially, 
the world is truly available to creative, innovative businesses. However, unlike the world 
market of post-World War II when the multinational companies controlled these markets, 
markets today are often open to the best competitors. Companies that succeed will be 
fl exible enough to adapt to constant change and adjust to an array of challenges. Those 
companies are often the small, agile companies.    

 A global market 

 Up to this point in this chapter we have talked about why agribusinesses may choose to con-
duct business in an international location. There is, however, a different viewpoint on inter-
national business. Instead of thinking about stepping into an international market, many of 
today’s successful fi rms approach business from the perspective of conducting business in a 
global market. This distinction is subtle, but signifi cant. A global perspective is a philoso-
phy, an attitude, and or an approach to conducting business abroad. Global agribusiness 
management is guided by concepts that view the world as one market. And fi rms with a 
global perspective run their businesses this way. 
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 Let’s take a look at one important area — marketing — and explore the differences in these 
two perspectives. Global marketing is based on identifying and targeting cross-cultural sim-
ilarities. International marketing management is based on the premise of cross-cultural dif-
ferences and is guided by the belief that each foreign market requires its own culturally 
adapted marketing strategy. Today, a global market has evolved on many levels and for 
products/services that previously did not exist. 

 How is it possible to develop a global marketing strategy for some products? Information 
technology and access to information, goods and services not only in this country, but also 
across the globe, has changed our world. Truly the business culture of today is more global 
than at any time in the past. In many ways, our familiarity with the tastes, preferences, atti-
tudes, and cultures of other countries has exploded in the past decade or two. Salsa sales in 
the United States surpassed the sales of ketchup within the past decade, and ethnic food sales 
in general are at all-time highs and continuing to increase. Travel is another factor that has 
led to the globalization of today’s marketplace. By exposing a greater number of people 
from various cultures to one another and to other places, an underlying melding of cultures, 
or at the very least, the understanding of them occurs. 

 A more mobile society has changed the landscape of our marketplace at home as well 
as abroad. Demographics from the state of California offer an example. California, the 
most populous state in the nation, is also the clear leader in ethnic “mixing” in North 
America. Consider that in 1970, 80 percent of Californians were non-Latin whites. As of 
2010, heavy immigration from Asia and Latin American has changed California’s popula-
tion mix to 42 percent non-Latin whites ( http://quickfacts.census.gov/qfd/states/06000.
html ). California, Texas, New Mexico, and Hawaii are all states where non-Latin whites 
are not the majority. This type of mobilization of the population is not isolated to the 
United States alone by any means. It is occurring around the globe. For example, diversity 
is not limited just to ethnicity, but religion as well. Islam is widely considered Europe’s 
fastest growing religion, with immigration and above average birth rates leading to a 
rapid increase in the Muslim population. France’s Muslim population now makes up 10 
percent of the total population of the country ( http://news.bbc.co.uk/2/hi/europe/4385768.
stm ). These changes mean that people bring their cultures, their traditions and religions, 
their needs, their connections and networks with them from the lands from which 
they came. 

 Each of these factors has provided agribusinesses with more opportunity for marketing 
global products that will not only be accepted, but also preferred by the new, informed, 
exposed and well-traveled, global consumers. In response, global agribusinesses develop a 
universal strategy for marketing products to the world rather than producing single strategies 
for individual countries or markets.   

 International agribusiness trends 

 U.S. food and agribusiness industries continue to gain momentum in international markets 
even though most food is consumed in the country in which it is produced. According to a 
recent USDA Economic Research Service report, the United States has a 24 percent share of 
world commercial processed food sales ( www.ers.usda.gov/publications/aib794/aib794g.
pdf ). The United States remains the world leader in exports of agricultural commodities and 
at the same time is an increasingly important player in the exporting and importing of food 
and food products.  

http://quickfacts.census.gov/qfd/states/06000.html
http://quickfacts.census.gov/qfd/states/06000.html
http://news.bbc.co.uk/2/hi/europe/4385768.stm
http://news.bbc.co.uk/2/hi/europe/4385768.stm
http://www.ers.usda.gov/publications/aib794/aib794g.pdf
http://www.ers.usda.gov/publications/aib794/aib794g.pdf
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 The growing population in the global market 

 The Food and Agriculture Organization (FAO) of the United Nations defi nes food security 
as the state of affairs where all people at all times have access to safe and nutritious food to 
maintain a healthy and active life. World population in 2010 was roughly 6.7 billion people. 
While population is growing more slowly than forecast a few years ago, it is still predicted 
that it will be a number of years before population growth stabilizes. Predictions of future 
populations put the global population between 8 and 12 billion by 2050 with nearly all the 
growth expected in the developing world (Figures  5.1     and  5.2    ). 

 Given these population growth estimates, there is little doubt that food demand 
will increase signifi cantly in the years ahead. Many experts estimate the growing population 
will mean that a doubling of food production will be necessary during the next 30 years. 
Of course, food demand is more than just population — income to buy food is also important. 
So, the realized increase in demand for food will depend on both population growth 
and income growth. With respect to income, the world continues to grow more polarized. 
There is a greater disparity among the “haves” and the “have-nots.” While the number 
of people in the low-income bracket grows faster than the total world population, the share 
of income controlled by the upper-income bracket of the population has also been 
rising signifi cantly. This phenomenon is measured by the “Gini coeffi cient.” This metric is 
a number between 0 and 1, where 0 corresponds with perfect equality (where everyone 
has the same income) and 1 corresponds with perfect inequality (where one person has
all the income and everyone else has zero income). Figure  5.3   shows countries scored by 
Gini coeffi cient. 

    Figure 5.1      World population distribution by region, 1800–2050
   Source: United Nations Population Division,  Briefi ng Packet, 1998 Revision of World 
Population Prospects .
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 The world is becoming more urbanized as well, with more people moving into cities. The 
attraction of urban areas is due in part to the jobs available at these business hubs. In 2008, 
for the fi rst time in human history, the world’s population was evenly split between urban 
and rural areas. In 1975, only one-third of the world’s population lived in urban areas. 

 So, not only will the sheer numbers of people on the planet increase, but it is also likely 
that the numbers of individuals with the ability to pay for products will increase. If current 
reforms are merely sustained in the countries with food security defi cits, it is likely there will 
be improved food security for an increasing number of people. The translation is thus: oppor-
tunities for food and agricultural businesses will continue to grow; and the international 
marketplace will offer increased possibilities.   

    Figure 5.2      World population growth
Source: United Nations, “World Population Prospects,” The 1998 Revision.   
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 U.S. agribusiness trade and investment grows abroad 

 The U.S. food industry is growing — and it is growing abroad. Two key factors responsible 
for that growth are trade and investment. International trade, both imports and exports of 
food and food products, is increasing faster than domestic sales. The United States Department 
of Agriculture reported that U.S. agricultural exports in fi scal year 2009 were $98.6 billion 
(USDA ERS). In contrast, agricultural imports into the United States in 2009 were $76.2 
billion, leaving a surplus in U.S. agricultural trade of $22.4 billion ( www.ers.usda.gov/Data/
FATUS ). 

 The U.S. agricultural industry is dependent on the export market. Today, roughly 30 cents 
of every $1 earned on agricultural products comes from exports. Strong export competition 
continues to infl uence the projected trends in the export market. Strengthening global eco-
nomic growth may provide a foundation for gains in trade and U.S. agricultural exports. 
These factors point to the possibility of rising market prices, increases in farm income, and 
stability in the fi nancial condition of the U.S. agricultural sector. 

 Finally, growth prospects for U.S. agricultural exports, particularly in the consumer 
food products area, are shifting. As growth in the markets of developed countries such as 
Canada, Japan, and the European Union slows over time, developing countries and their 
strong growth economies have become targets for increased food exports. Interestingly, 
the competitive market and characteristics of consumer food products between developed 
countries and developing countries differ (Table  5.1  ). The successful international marketer 
must address such differences.   

 Bulk commodities, high-value products 

 Agricultural exports are composed of two categories: value-added products and bulk com-
modities (Table  5.2  ). Value-added or  high-value products (HVPs ) are agricultural products 
that have received additional processing or require special handling or shipping. HVPs 
include unprocessed foods such as fresh fruit or eggs, as well as processed and semi-
processed grains, oilseeds, animals and animal products, horticultural products, sugar and 
tropical products. HVPs have been further categorized into intermediate commodities and 
consumer products (beverages, meats, and frozen dinners). Intermediate commodities are 
those that have received some processing (soybean meal), are used as inputs on the farm 
(animal feeds, seed), or are used by food manufacturers (fl our). Bulk commodities, such 
as wheat, corn, soybeans, rice, and tobacco have historically comprised much of U.S. 
agricultural exports. However, exports of value-added products increasingly comprise a 
larger portion of total agricultural exports.          

 Table 5.1      Characteristics of developed and developing markets for food  

 Developed Countries Developing Countries 

Saturation Increasing Demand 
Food safety Food security 
Buyer’s market Seller’s market 
Concentration Fragmentation 

http://www.ers.usda.gov/Data/FATUS
http://www.ers.usda.gov/Data/FATUS
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 In 1970, wheat, corn, and soybeans comprised 68 percent of the total value of all U.S. 
agricultural exports. Forty years later in 2010, the composition of U.S. agricultural exports 
had changed dramatically and just 31 percent of total export value consisted of these bulk 
commodities ( www.ers.usda.gov/Data/FATUS ). The rapid growth in HVP exports began 
after 1985 with the devaluation of the U.S. dollar relative to other currencies. Since that 
time, incomes have continued to increase in countries such as South Korea, Taiwan, Mexico, 
and China, and this has helped to spur demand for HVPs. Most of these countries are 
experiencing changes in lifestyle — convenience and western-style foods are increasingly 
being sought out and preferred by consumers. Import tariffs and other barriers have also 
declined during this time period providing another reason for the rapid increase in HVP 
exports (see World Trade Organization discussion below). Also, the U.S. government, rec-
ognizing the value of advertising, began to fund promotions of agricultural products abroad. 
This, along with the success of other U.S. fi rms abroad, has increased the interest of U.S. 
fi rms in exporting agricultural products abroad. 

 As a result of these factors, exports of HVPs and bulk commodities have continued to 
increase — with HVPs increasing an average of 11 percent per year during the decade of 
the 2000s, and bulk commodities increasing an average of 14 percent per year during the 
same period.   

 Table 5.2      USDA agricultural trade values  

 2007 2008 2009 2010 2011 1  

(Billion Dollars) 

Agricultural Exports:  
 Livestock, poultry, and dairy  16.36  21.77  18.63  21.54  23.0 
 Grains, feeds, and products  24.30  38.33  26.28  27.29  35.4 
 Oilseeds and products  13.67  22.81  20.87  25.37  28.3 
 Horticultural products  18.02  20.79  20.63  22.61  24.3 
 Tobacco, unmanufactured   1.14  1.28   1.20   1.22   1.2 
 Cotton and linters   4.29  4.75   3.51   4.76   8.0 
 Other exports   4.44  5.18   5.18   5.87   6.3 

Total agricultural exports:  82.22 114.91  96.30 108.66 126.5 
 Bulk commodities exports  31.57  50.65  36.80  41.02 NA 
 High-value product exports  50.65  64.26  59.50  67.64 NA 
 High-value product share  61.6 %  55.9 %  61.8 %  62.2 % NA 

 Agricultural Imports:  
 Livestock, poultry, and dairy  12.03  12.18  10.68  10.84  11.5 
 Grains, feeds, and products   5.99   7.88   7.37   7.48   8.2 
 Oilseeds and products   4.03   6.59   5.35   5.27   5.6 
 Horticultural products  32.39  34.71  33.02  35.55  38.5 
 Sugar and tropical products  14.14  16.36  15.34  18.32  20.3 
 Other imports   1.48   1.6   1.64   1.49   1.4 

Total agricultural imports:  70.06  79.32  73.40  78.95  85.5 
 Net agricultural trade balances  12.16  35.59  22.9  29.71  41.0 

  Note:  1  forecast for fi scal 2011.  
 Source: http://usda.mannlib.cornell.edu/usda/current/AES/AES-11-30-2010.pdf     

http://usda.mannlib.cornell.edu/usda/current/AES/AES-11-30-2010.pdf
http://www.ers.usda.gov/Data/FATUS
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 World Trade Organization 

 Political, social, and economic changes over the last decade alone have dramatically altered 
the way business is done in the international marketplace as well as the number of entities 
ready and willing to conduct international business. That growth and excitement has been 
building signifi cantly over the course of the last fi ve to six decades. 

 In 1947, an international organization was established to reduce trade barriers through 
multilateral trade negotiations. That organization was known as  GATT  (General Agreement 
on Tariffs and Trade). Beginning in 1988, GATT negotiations intensifi ed with the goal of 
developing a stronger organization. In 1995, the  World Trade Organization (WTO)  was 
formed and all GATT agreements at the then current round of negotiations (the Uruguay 
Round) were incorporated into the WTO. The WTO now has 153 members and WTO rules 
apply to over 97 percent of international trade. 

 The WTO’s efforts stretch beyond its parent organization’s focus of reducing tariffs on 
manufactured goods. Tariffs tend to distort markets because market signals (supply and 
demand) are not communicated as effi ciently or effectively. The reduction of tariffs 
(taxes on imported or exported goods) allows products to trade more freely. It is generally 
recognized by most economists that free trade benefi ts society because costs and benefi ts are 
more evenly distributed. The WTO works to eliminate nontariff barriers as well. It can be 
used to mediate trade disputes, or to challenge environmental, health, and other regulations 

 Plate 5.2    Grain harvest equipment
While shipping more high-value products every year, the export of bulk commodities continues 
to be important to U.S. agriculture. Photo courtesy of USDA Natural Resources Conversation 
Service.
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that may serve legitimate social goals, but which may be regarded as impediments to 
international trade. 

 A reduction in global trade barriers has led to an increase in trade over the past several 
decades. While the WTO has numerous objectives, one of the primary ones is the reduction 
of tariffs. The WTO has been successful in cutting worldwide tariffs to 5 percent (Veseth 
and Uchitelle  2002 ) — down from 40 percent at the end of World War II. In addition, it has 
made trade more transparent, as it has negotiated with countries to convert non-tariff trade 
barriers into tariffs. Such changes clearly support the importance of the international market-
place for food and agribusiness fi rm managers. While some criticize and others praise the 
WTO, one fact is clear: growth in international trade and investment is developing at a faster 
pace than before and a lot of that growth can be attributed to the existence of the WTO.    

 Challenges in international markets 

 The path to successfully doing business in international agribusiness markets certainly has 
its challenges. Some of the more dominant issues that fi rms face entering these markets are 
discussed in this section. These challenges include: cultural differences, exchange rate fl uc-
tuations, accounting system differences, uncertainty of the political and economic climate, 
property rights issues, regulations, sanitary and phytosanitary (SPS) rules, trade specifi ca-
tions, and the challenges of management in an international environment.           

 Plate 5.3    Woman riding planter
Food and agribusiness managers deal with people across the world who use different technologies 
and for whom costs of production vary dramatically. Photo courtesy of USDA Natural Resources 
Conservation Service.



 

110 Agribusiness management: organization and context

 Cultural differences 

  Culture  is the set of socially transmitted behaviors, acts, beliefs, speech, and all other 
products of human work and thought that characterize a particular population. Culture is 
transmitted from one generation to the next, not inherited automatically at birth. Instead, 
culture is learned and it helps to defi ne perceptions, beliefs, practices, communication styles, 
relationships, and family roles. Cultures vary dramatically around the world, and such 
differences must be understood by a fi rm attempting to operate in an international market. 

 The concept of culture is very broad and thus some system is needed for describing a 
particular culture. Anthropologists, for example, consider culture in a total systems approach, 
and look at a culture based on its systems of education, economics, politics, religion, health, 
recreation, and kinship. A simpler approach to understanding a culture is by looking at ten 
general characteristics or dimensions. It must be emphasized, however, that this is a simple 
model, and it is not the only way to analyze a culture. The dimensions are the following: 

   Sense of self and space . Sense of self, or individualism, concerns how much an individual 
values personal freedom over responsibility to family or national groups. Sense of space 
is concerned with the physical space we use in our culture. Americans have a sense of 
space that requires more distance between individuals than that required in Latin 
America and Arab cultures. Also, the size and location of an executive’s offi ce in the 
United States conveys a great deal about the status of the executive, but it is a poor 
indicator of power in some Arab nations.  

   Communication and language . Communication systems, both verbal and nonverbal, distin-
guish cultures from one another. More importantly, communication is effective when 
the receiver ends up with the message the sender intended to send. It has been said that 
as much as 70 percent of a message is nonverbal. Nonverbal messages include gestures, 
facial expressions, posture, stance, eye contact, and use of color. For example, Far 
Eastern cultures tend to value politeness over blunt truth. In Indonesia it is impolite 
to disagree with someone. Indonesians rarely say “no.” You are expected to be able 
to differentiate a polite “yes” (which really means “no”) from an actual “yes.” There 
are several verbal and nonverbal expressions the Indonesians use to signal when “yes” 
actually means “no.” In Japan, a response like “I’ll consider it,” may actually mean no. 
In Taiwan, brutal honesty is not appreciated. A direct “no” is usually considered rude. 
“Yes” could mean “maybe” or “I understand.” “Maybe” most often means “no.”  

   Dress and appearance . Garments, adornments, and body decorations distinguish cultures. 
Subcultures also wear distinguishing clothing — managers may dress differently in 
different cultures.  

   Food and eating habits . Food is selected, prepared, presented, and eaten differently in 
different cultures. Although Europeans and American use the same dining utensils, you 
can distinguish the two from which hand holds the implement.  

   Time and time consequences . Different messages may be conveyed by the amount of notice 
given to or by a meeting, invitations to future commitments, or the time of departure. To 
be 30 minutes late for an appointment with a business associate may be considered rude 
in the United States, but it may be early and unexpectedly reliable in Puerto Rico.  

   Relationships . The value of relationships in a culture is most easily viewed by the impor-
tance of the family unit (and the extended family). Age, gender, status, wealth, power, 
and wisdom are other aspects that may affect the type and degree of relationships within 
a culture.  
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   Values and norms . Needs and wants may vary between cultures. Acceptable behavior within 
a culture refl ects the values held by that culture. Underdeveloped cultures may value 
adequate food, clothing, and shelter. A more developed culture may take these items for 
granted and may place high value on money, status, and civility. Even further, values 
and norms can have defi nitive impacts on food and agribusiness fi rms. For example, 
as societies become more affl uent, they become less concerned about whether there is 
enough food (hunger and food security concerns) and more interested in how food 
is produced (issues related to animal welfare, organic production, energy use/food 
miles and sustainability).  

   Beliefs and attitudes . All cultures have some interest in a “higher power” or the supernatural 
as seen in their various religions. Attitudes toward oneself, others, and the world 
also distinguish cultures. U.S. business philosophy assumes that people can substan-
tially infl uence and affect the future. Other cultures may believe that events will occur 
regardless of what they do.  

   Mental process and learning . Some cultures emphasize abstract thinking and conceptualiza-
tion while others prefer learning and memory. However, most cultures do recognize and 
reward reasoning processes.  

   Work and work habits . Work and success at work may be viewed differently in different 
cultures. Work habits, attitudes toward work and authority, and how work is rewarded 
and measured may all vary within a culture. Some cultures view success at work in 
terms of the status of the position held within the company, while other cultures view 
success in terms of the total income earned.    

 The international agribusiness fi rm must be sensitive to differences in cultures and make the 
appropriate adjustments in their business approaches. The experienced agribusiness man-
ager will try to accept the values of the local culture and will seek to work within 
the accepted behaviors. Adjustments, if necessary, by international agribusiness fi rms are 
generally made in three categories: 

   •     Product adaptations : Products may undergo modifi cations and/or the way products are 
marketed may change.  

   •     Individual : A manager who is overseas for the fi rst time must learn the local language 
and make adjustments in dealing with people.  

   •     Institutional : Hiring practices and organizational structure often must change when 
working in a new country. For example, an agribusiness must take into account class 
distinctions, different religions, or different tribes that may require adjustments in hiring 
and placing people within an organization.      

 Exchange rate fl uctuations 

  Exchange rates  determine the worth of one country’s currency relative to that of another 
country. An example of an exchange rate is one U.S. dollar may be equivalent to 116 
Japanese yen. This exchange rate will change and fl uctuate over time. Agricultural trade is 
very sensitive to changes in the exchange rate relative to some other industries because agri-
cultural goods are more homogeneous (U.S. wheat and Canadian wheat are nearly perfect 
substitutes). When the value of the dollar rises relative to other competitors’ currencies, U.S. 
agricultural goods become more expensive — and thus less competitive. Therefore, the export 
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performance of U.S. agriculture is closely tied to changes in the value of the dollar relative 
to other currencies. 

 Export profi ts can also be reduced signifi cantly with highly fl uctuating exchange rates. 
For example, a U.S. agribusiness agrees to sell 3,000 tons of corn to a Japanese buyer for 
12,500 yen per ton. If the exchange rate increased in terms of foreign currency per U.S. 
dollar between the time of the contract and the actual time of payment, then the U.S. fi rm 
would earn a lower profi t because it would receive fewer dollars for the corn. 

 Agribusinesses can deal with exchange rates in several ways. Sometimes U.S. exporters 
agree to accept payment in foreign currency because they can more effectively manage the 
exchange rate risk. This approach can be a bargaining chip as well because foreign fi rms 
may be willing to pay a higher price in their home currency. Another method to deal 
with fl uctuating exchange rates between the United States and the importer is to negotiate 
payment in another country’s currency that is relatively stable. Still another method is to 
agree to divide the gains and losses in the exchange market, or to use the futures markets and 
manage the risk using currency futures.   

 Accounting differences 

 The internationalization of business is also made complex by the different accounting meth-
ods that are used in each country. Financial terms are often quite different — “inventory” in 
the United States is “stocks” in the United Kingdom; “retained earnings” in the United States 
is “profi t and loss reserve” in the United Kingdom. Some fi nancial statements do not even 
exist in other countries. The “statement of cash fl ows,” an important accounting statement in 
the U.S. fi nancial market, does not exist in countries like Germany and Japan. 

 Financial statement format often varies from one country to another. In the United States, 
assets are presented in order of their liquidity — the most liquid or current assets are listed 
fi rst followed by less liquid assets. British fi nancial statements are listed exactly in the oppo-
site order. In fact, assets and liabilities are listed together. 

 The accounting for noncurrent assets can vary substantially between countries. In the 
United States, large equipment and capital assets are valued on balance sheets at their his-
torical cost. The value of these assets is depreciated as a means of allocating the costs of 
these assets to their use over time. However, the original asset value on the balance sheet 
never changes. That is, an asset’s value on the balance sheet rarely refl ects the replacement 
cost or market value of that asset. Firms in countries such as Australia, Canada, and the 
United Kingdom periodically appraise their assets and make adjustments to refl ect their 
current market value. Depreciation is then estimated using these adjusted asset values. 

 Research and development (R & D) expenditures are also accounted for differently 
between countries. In the United States, R & D costs are treated as an expense in the 
period in which they are incurred. In Brazil, R & D expenditures are capitalized to provide 
an incentive for companies to invest in developing new products. 

 As noted, exchange rates between countries fl uctuate because of many different factors. 
These fl uctuations may make it diffi cult to combine the fi nancial data of foreign subsidiaries 
with domestic subsidiaries. Companies that trade stock or debt securities on exchanges 
located in other countries (such as the Nikkei in Japan) as well as the United States may have 
to prepare different fi nancial reports that comply with the particular accounting standards for 
that country. As you might imagine, these differences in accounting standards between 
countries have added much complexity to issuing fi nancial statements in a timely, accurate 
manner.   
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 International law and property rights issues 

 A global agribusiness must understand the many legal systems of the countries in which it 
operates. Once an international fi rm enters a country, it automatically becomes subject to all 
of that country’s laws. Some governments may monitor daily business activities very closely 
while others may regulate only the large-scale activities of an agribusiness. 

 Probably the most important legal issues arising out of operating in the global economy 
are the interpretation and enforcement of various regional trade agreements. Examples of 
such agreements include the North American Free Trade Agreement (NAFTA), the World 
Trade Organization (WTO), and several other large regional trade groups including the 
European Union (EU), the Association of Southeast Asian Nations (ASEAN), and the Asia-
Pacifi c Economic Cooperation Group (APEC). Each of these represents a restructuring, 
reorganizing, and refocusing for companies as they respond to the changing competitive 
mix of the global marketplace. 

 These alliances, agreements, and trade initiatives affect the practice of business world-
wide. They mean companies will continue to inspect the hows and whys of conducting busi-
ness effi ciently enough and effectively enough to be competitive in the world market. For 
example, the 1994 North American Free Trade Agreement (NAFTA) spurred U.S. exports 
to Canada and Mexico. The NAFTA agreement reduced tariffs on agricultural commodities 
and removed trade barriers. 

 Most countries protect intellectual property rights (IPR) such as trademarks, patents, and 
publications. However, because these patents are issued in a particular country, they are 
valid and legal only within that country’s jurisdiction. Some countries, most notably several 
in the Far East, do not have — or have not enforced — laws that protect these intellectual 
property rights, though progress is being made on this front. 

 Since joining the World Trade Organization, China has strengthened its legal framework 
and amended its IPR laws and regulations to comply with the WTO Agreement on 
Trade-Related Aspects of Intellectual Property Rights (TRIPS). Despite stronger statutory 
protection, China continues to be a haven for counterfeiters and pirates. According to 
one copyright industry association, the piracy rate remains one of the highest in the world 
(over 90 percent) and U.S. companies lose over one billion dollars in legitimate business 
each year to piracy. On average, 20 percent of all consumer products in the Chinese market 
are counterfeit. If a product sells, it is likely to be illegally duplicated. U.S. companies 
are not alone, as pirates and counterfeiters target both foreign and domestic companies 
(U.S. Embassy in China). 

 Private property, and the protection of it, is another important international legal issue. 
Individual nations, including the United States, reserve the right to take over private property 
when it is in the best interest of the host country. In the United States, as with other countries, 
the government may take over private property for a “public purpose” (the United States 
uses the laws of condemnation or eminent domain to do this). But, the interpretation of what 
“public purpose” means is often at issue.   

 Sanitary and phytosanitary regulations 

  Sanitary and phytosanitary (SPS) regulations  (with phytosanitary defi ned as sanitary 
with regard to pests and pathogens) are intended to protect human, animal, and plant life or 
health. SPS regulations have been instituted in many countries because consumers in devel-
oped countries demand higher levels of food safety. However, in some cases, these SPS 
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regulations have become a tool to use in protecting domestic agribusinesses and producers 
from competition (and thus in these cases are termed “nontariff barriers”). 

 The WTO agreement stresses the desirability of common SPS regulations, and the agree-
ment provides a framework for distinguishing legitimate SPS regulations from those that are 
not. Three international organizations (the FAO/WHO Codex Alimentarius Commission for 
food; the International Animal Health Organization for animal health; and the FAO’s 
Secretariat of the International Plant Protection Convention for plant health) have been des-
ignated as sources of scientifi c expertise and internationally agreed-upon standards. These 
organizations work to promote and address SPS-related regulations in areas such as food 
additives, pesticide residues, animal health, and plant health. 

 The benefi ts of standardized SPS regulations are enormous because fi rms can develop 
new products that simultaneously meet the requirements of all markets rather than develop-
ing and testing confi gurations of products that meet different regulations. However, the con-
cerns that brought about many of the SPS regulations must be considered in establishing 
more general standards.   

 Management challenges 

 Managing employees, clients, or accounts can be a challenge even when all are operating 
under the same roof. Throw in several thousand miles, a different language, culture, govern-
ment, and monetary system and one has a management challenge on hand to say the least. 
Astute and deft handling of the numerous political and economic uncertainties in an interna-
tional market can be among a manager’s most challenging problems. Managing such issues 
and events may become heightened or intensifi ed when put in motion in the international 
arena.    

 Entering international markets 

 As the global marketplace becomes reality to an ever-increasing number of agribusinesses, 
an evolutionary process becomes evident. This evolution may take place by design or by 
happenstance, immediately or over a course of years. However, many observers point to 
three phases of evolution as a fi rm moves from a domestic to a global perspective. 

 Some companies arrive in the international market via detour — some even by accident. 
Introduction to the international market for these companies may be the result of an interac-
tion with an international buyer or perhaps an export company. Often, in these cases, the 
international market is not treated any differently than the domestic market. Changes to the 
product, the marketing, and so forth are not made to fi t the international market — fi rms 
simply sell what they have always sold, but to a new, international customer group. 

 However, over time, many of those same fi rms shift to purposeful rather than incidental 
marketing of their products abroad and enter the second phase of the evolution. This means 
a deeper level of involvement, assigning resources specifi cally to developing markets in 
specifi c countries, looking for opportunities in production and distribution of the products, 
etc. This phase of the evolution of the global fi rm is known as the export marketing phase. 
Here, the business conducted internationally is viewed as a sideline to the normal domestic 
endeavor, but it is recognized as a separate and unique business. 

 The third phase emerges when a fi rm truly develops a global perspective, and manages its 
business accordingly. Decision-making at all levels is done in a global context. Production 
and raw material sourcing decisions are optimized around the world, marketing similarities 
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are exploited globally, and the fi rm may focus on building global brands. Managers move 
across borders regularly to better understand the nuances of running a global enterprise. For 
all three phases of evolution, decisions about market entry must be made — how do food and 
agribusiness fi rms enter other countries?  

 Modes of entry 

 Three general methods are used to enter an international market: exporting, licensing, and 
foreign production. There are, of course, many variations of these methods including indi-
rect and direct exporting, franchising, and foreign direct investment through acquisition, 
joint venture, or greenfi eld investment. The choice of entry method into the global arena 
depends on a fi rm’s external and internal factors. External forces that infl uence the method 
of entry are factors such as the political, economic, and cultural arrangement of the target 
market. Internal fi rm factors include the agribusiness’s strategic and fi nancial goals, the 
fi rm’s fi nancial resources, the type of product that is being produced, and the sensitivity of 
the product or production method to the fi rm’s competitiveness, and the fi rm’s international 
market experience (Stern, El-Ansary, and Coughlan). Historically, many fi rms have used a 
strategy that gradually increases their presence in the global market over time.   

 Exporting 

 There are two general means used to export an agribusiness’s products: indirect and 
direct exporting. Most agribusinesses, especially those with little international marketing 
experience, initially enter the global market via indirect exporting. 

   Indirect exporting  uses a trading company or an export management company to handle 
the logistics of exporting. These trading experts manage the exporting and importing 
procedures and regulations, and they use their established relationships with buyers 
and distributors to distribute the product. Advantages offered through working with a 
trading company include the expertise, knowledge, experience, and connections in the 
market. These trading companies’ networks within the distribution channels can be 
extremely useful to fi rst-time exporters. Although overall, using indirect exporting 
may reduce profi tability, many fi rms perceive this to be a low-risk strategy that entails 
substantially lower investment.  

   Direct exporting  is where the agribusiness itself handles the details of exporting their prod-
uct. At this point, the fi rm conducts research, establishes contacts in the country, and 
sets up its distribution channels. Firms often open an overseas sales offi ce to manage the 
operations in that country. Direct exporting involves investments and salaries for the 
items mentioned previously. In turn, the potential for profi ts are much higher, and the 
fi rm can exert more control over product distribution.    

 In general, the advantages of exporting (over the other methods) are lower risk, lower fi xed 
costs (compared to investing in a new plant in a country), and increased speed in reaching 
the global market. Several U.S. government agencies assist exporters as well. The disadvan-
tages of exporting are primarily managing the trade barriers or protectionism that may exist 
in a country. Regulations, inspections, tariffs, and quotas are just some of the barriers that 
may be encountered, as well as less control and long distribution channels. Control over 
pricing, promotion, distribution, and quality are some of the other problems that may be 
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experienced. As a result, agribusinesses wanting more control and lower costs may decide 
to look at licensing or direct investment as a means of entering a country’s market.   

 Licensing 

  Licensing  involves contracting with a fi rm (licensee) in the target market to produce and 
distribute the fi rm’s (licensor) product. In return, the licensor receives a fee or royalty, 
one that can be profi table given that little capital is required by the licensor. Licensing can 
be especially attractive with agricultural products that are perishable and bulky or where the 
receiving country has restrictions on imports. 

 There are also disadvantages to licensing. The license may entail giving secret product 
formulas or processing technologies to the licensee, a key source of competitive advantage 
for the fi rm, and the licensee, may also become a competitor selling products where they are 
currently being sold. Also, if sales take off, the licensee could decide to establish and sell 
competing products, depending on the nature of the agreement that was signed. Finally, the 
licensor could fi nd its brand image hurt if the licensee has not maintained suffi cient control 
over product quality or promotion.   

 Direct investment 

 Agribusinesses use a variety of investment means to enter and serve a foreign market. These 
can fall broadly into three areas: greenfi eld investments, joint ventures, and acquisitions. 

  Greenfi eld investments  are direct investments by a fi rm into a particular country 
(so called because they are a project that lacks any constraints imposed by prior work — the 
analogy being that of construction on a “green fi eld” where there is no need to remodel or 
demolish an existing structure). An example would be a new plant built by a multinational 
fi rm or foreign subsidiary. Greenfi eld investments are often the only method of investing in 
a developing country where no other plants exist. High costs and risks are the drawbacks of 
these types of investments because unexpected market deterioration may prevent the fi rm 
from achieving a return on its investment. Another concern of greenfi eld investments may 
be the lack of understanding of the regulations and rules in the existing markets as well as 
the distribution channels that must be established. In fact, the distribution channel may be 
“closed” in the sense that other fi rms may have contractual distribution arrangements that 
prevent the new fi rm from selling its products through the existing system. 

 To counter the diffi culties, risk, and costs associated with greenfi eld investments, an agri-
business may choose to establish a joint venture. A  joint venture  is a form of a strategic 
alliance (discussed in Chapter 4) that involves two or more fi rms that share resources in 
research, production, marketing, or fi nancing, as well as costs and risks. Problems may arise 
with joint ventures in deciding which fi rm will have controlling interest; in establishing and 
maintaining working relationships; and in determining how critical decisions will be made. 
It also must be noted that joint ventures are not permanent partnerships — they do have an 
end point. In fact, across all industries, the average life of joint ventures has been estimated 
to be about three and a half years. 

 Purchasing a fi rm or a controlling interest in the fi rm, known as an  acquisition , is the 
third method of direct investment. There are several advantages of an acquisition, but the 
fi rst step requires fi nding a suitable company that is available (not likely in less-developed 
countries) at a reasonable price. Compared to greenfi eld investments, an acquisition may 
result in a lower investment to gain control of a production facility. Perhaps importantly, 
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employees, access to distribution channels, market knowledge, experience, and reputation 
may also be obtained in the purchase. An acquisition can allow a fi rm to gain country and 
market-specifi c knowledge without incurring a long and costly learning process. 

 However, the acquired fi rm may contain unrelated or undesirable business lines. And, the 
fi rm may have to make signifi cant investments in new equipment, and it may need to change 
the mindset of current employees to the acquiring fi rm’s style of management. In the global 
food products industry, the number of mergers and acquisitions taking place ranged from 
about 100 such transactions in 2002, peaked with nearly 300 such transactions in 2007, and 
numbered around 130 by the end of the decade (Key and Company, LLC  2011 ). 

 Table  5.3   compares the factors that distinguish the decision to export or invest. It should 
be emphasized that choosing to export, license, or invest is not an either/or proposition. 
Firms that decide to invest in production facilities in a country may export products to the 
country as well. In the case of U.S. fi rms, many have invested in foreign markets and used 
their new base market to export to other markets. In contrast, foreign fi rms investing in the 
United States have done so primarily to serve the U.S. market.   

 Start-up strategy 

 In general, most fi rms follow the same series of steps once they have decided to enter the 
global market. First, markets are evaluated for their overall profi t opportunities for that fi rm’s 
products. Factors that they consider include market size, rate of growth, and adaptability of 
that agribusiness’s product to that country’s culture, consumer income levels, and the politi-
cal and economic climate of that country. 

 If the agribusiness determines that the market is promising, the next step taken is choosing 
the strategy to enter that market. In general, initial entry is made through exporting the fi rm’s 
products. If sales of the product start to grow, then the fi rm follows with some form of licens-
ing or investment into production facilities in the receiving country. This allows for higher 
profi ts, more control, and greater fl exibility over the distribution and sales of the product.    

 Summary 

 International agribusiness is a fi eld that has seen signifi cant growth over the last several 
decades. Advantages to conducting business abroad include sales growth, taking advantage 

 Table 5.3      Comparing exporting and investing in international markets  

 Choose exporting when … Choose investment when …  

Financial resources are small Financial resources are large 
Little experience in the new market Experienced in the new market 
Barriers of trade for product do not exist High barriers to trade exist 
Target market is small Target market is large 
Growth potential is limited Growth potential is high 
Barriers to investment and ownership exist Barriers to investment or ownership do not exist 
Control of market is unimportant High desire for market control 
Globalization is not a high business priority Firm’s goals include an international presence 
Foreign market is unstable Stable political and economic climate 
Foreign market is culturally “distant” Market is culturally “similar” 
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of scale economies, risk reduction, lower production costs and access to lower-cost raw 
materials, access to credit, and experience from operating in other markets. The internation-
alization of our world, our attitudes, and our abilities to be connected are greatly responsible 
for the growing trend called globalization. Some companies have done away with their 
domestic versus international distinctions and instead are competing in global industries 
with global strategies and approaches. 

 Exports and international sales have become even more important to the food and agri-
business markets. With population and income increases comes the potential for increased 
demand for high-value agricultural products. Such trends affect the entire food production 
and marketing system. 

 Fueling the internationalization of our business world are the political, economic, and 
demographic shifts occurring around the world — shifts that in many cases create new busi-
ness opportunities. The evolutionary steps taken by world leaders and governments to open 
the doors to international trade include efforts of the North American Free Trade Agreement 
(NAFTA), and the General Agreement on Tariffs and Trade (GATT), which is now the 
World Trade Organization (WTO). 

 Challenges of doing business internationally include exchange rate fl uctuations, cultural 
differences, accounting differences, and regulatory issues. Agribusinesses entering the inter-
national market generally do so using one of three general strategies: exporting, licensing, 
and foreign production. Variations of these methods include indirect and direct exporting, 
franchising, and foreign direct investment through acquisition, joint venture, or greenfi eld 
investment.   

 Discussion questions 

     1.   Discuss several of the benefi ts from doing business internationally.  
   2.   Discuss some of the opportunities for smaller agribusinesses in the international mar-

ketplace.  
   3.   Developed and developing countries have differing characteristics regarding the demand 

for food. Discuss these differences and some of their implications for agribusiness 
fi rms.  

   4.   Defi ne food security and discuss how and why it affects agribusiness.  
   5.   One of the goals of the World Trade Organization (WTO) is to reduce tariffs. How does 

this improve world trade and how does increased world trade benefi t society?  
   6.   What is “culture,” and why is the understanding of culture important?  
   7.   How can cultural differences inhibit trade? Give an example.  
   8.   How can exchange rates affect trade?  
   9.   Exporting is one strategy fi rms can use to enter foreign markets. Discuss the differences 

between indirect and direct exporting.  
  10.   Discuss some of the advantages and disadvantages of using a joint venture to enter a 

foreign market.        
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Marketing and sales activities of food and agribusiness fi rms, the focus of Part III, must continu-
ally shift with the changing direction of customer needs and wants. Photo courtesy of USDA 
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 6   Strategic market planning     

 Objectives 

     •    Outline the marketing concept  
   •    Review the evolution of marketing in the food and agribusiness industries  
   •    Present the market planning framework  
   •    Discuss the components of a SWOT analysis  
   •    Examine the market segmentation concept  
   •    Develop the fundamental idea of positioning      

 Introduction 

 Ask people what they think of when the term “marketing” is mentioned and most will answer 
“advertising” or “selling.” While advertising and selling may be two of the most visible 
marketing activities, marketing in food and agribusiness fi rms involves far more than these 
two methods of marketing communication. In reality, marketing includes a wide spectrum 
of decisions and activities that center on effectively reaching your customers, prospects, and 
public, and providing them with information about your products or services that satisfy 
their needs and wants. The full marketing process involves identifying customer needs, 
developing products and services to meet these needs, establishing promotional programs 
and pricing policies, and designing a system for distributing products and services to 
customers.  Marketing management  is concerned with managing this total process.   

 The marketing concept 

  Marketing  can be defi ned as the process of anticipating the needs of targeted customers and 
fi nding ways to meet those needs profi tably. There are several key ideas in this defi nition. 
Marketing is about anticipation. Good marketers are always working to anticipate what 
their customers’ needs will be in the future. This may mean anticipating the features farmers 
will be looking for in a new tractor or it might involve anticipating the type of seasonings 
consumers will want in a new frozen chicken entrée. Good marketing involves having the 
right products and services available when the customer is ready to buy them. It follows that 
good agribusiness marketers know a lot about their customers. 

 A second key idea is the notion of a  target market . Clearly, “one size does not fi t all” in 
the food and agricultural markets. Good marketers understand this and focus their efforts on 
the unique needs of specifi c target markets or market segments. They know that the small 
livestock farmer in Kentucky needs a very different set of products and services than does 
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the large turf seed operation in the Willamette Valley of Oregon. Good marketers understand 
that a high-income, dual-career couple with no children has different needs than a young, 
middle-income family with two children. While agribusiness fi rms may pursue more than 
one target market, their approach to any single-market segment involves a set of decisions 
tailored to the unique needs of the segment. 

 The fi nal key idea in the defi nition of marketing is that of profi tability. After careful study 
of a particular target market, the agribusiness marketer will likely generate a long list 
of products and services that the customer might be interested in. Such a list for the 
small Kentucky livestock farmer might include extended credit, a 1-800 phone number for 
questions, a well-trained, professional salesperson that makes on-farm calls, a staff nutri-
tionist who is always available for consultation, a website with links to useful information 
sources, and so on. A large corn and soybean commercial producer farming several thousand 
acres in Iowa may be looking for an entirely different experience. They may only want 
access to superior performance in products, or want those products combined with technical 
and tactical professional support from their supplier. The challenge for the agribusiness mar-
keter is deciding which of these things the customer will actually pay for. Agribusiness 
marketers must provide customers with a set of products and services at prices that generate 
an acceptable rate of return for their fi rm.   

 The evolution of marketing 

 Traditionally, marketing was viewed as “selling what you have” and some agribusinesses 
still approach marketing in this way. More effective agribusiness marketers, on the other 
hand, focus on “having what you can sell” — anticipating customer needs. The starting point 
for any marketing program must be the identifi cation of customer needs — and satisfying 
customer needs is the primary focus for any market-driven organization. However, market-
ing has evolved in agribusiness fi rms over time and most of today’s effective agribusiness 
marketers didn’t start with a focus on customers. 

 Many agribusinesses that achieved early success usually did so because they had a suc-
cessful and unique product that satisfi ed a specifi c customer need. And, some agribusiness 
fi rms continue to operate with a central focus on the product. Here, the idea is to create a 
product that is so good customers will seek it out. This approach to marketing is known as 
being  product-driven . The old saying “build a better mousetrap and the world will beat a 
path to your door” refl ects this marketing philosophy. 

 In a product-driven organization, product development, research, engineering, and opera-
tions are the primary focus. These fi rms produce a product in high demand and sales 
are good, so customer needs aren’t a primary concern — at least in the short run. Given this, 
what is the problem with this marketing philosophy? Make no mistake — great products and 
services are a fundamental part of any agribusiness fi rm’s success. But it is not uncommon 
for a product-driven organization to become so focused on producing its product or service 
that it becomes insensitive to changes in farmer or consumer needs. The drive for internal 
operating effi ciency may get more attention than new features customers may want. Sales 
may slow as competitor products that are similar are introduced to the market. Marketers in 
these fi rms then begin a search for ideas to help generate increased sales. 

 Product-driven marketing continues to evolve due to web-based access to products and 
services. Historically, many agricultural customers were limited to obtaining products within 
a short drive of their operation. Today, web-based sales make more products more readily 
available to farm customers. Purchases of parts, animal health products, even seed and 
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barge-loads of fertilizers can be ordered online. Acquiring farm inputs online poses both an 
opportunity and a challenge for the customer. You order and receive a product, but typically, 
the support stops there. 

 When sales growth slows, many fi rms will adopt a new approach to marketing which 
centers around intensifying the sales effort. Organizations that focus primarily on communi-
cating the benefi ts of their products are called  sales-driven . This approach may involve 
taking the fi rm’s core product to a new level, and introducing a number of variations or 
extensions to serve existing customers better or serve an entirely new group of customers. It 
may involve a search for new geographic markets where the fi rm has not been before. The 
sales-driven organization may add more sales people and ask them to work harder selling the 
features and benefi ts of the fi rm’s products and services. Or it may spend increasing amounts 
on promoting the fi rm’s products through a variety of advertising activities. 

 The idea behind the sales approach to marketing is that customers just don’t know enough 
about the product — if the message is delivered effectively, sales growth will occur. Like 
good products, effective sales and market communications efforts are important to the 
success of any agribusiness. But, sales-driven agribusinesses fail to ask one important 
question — do we have what the customer wants to buy? Failure to carefully consider this 
question leaves a sales-driven organization highly vulnerable to competitors who are more 
in tune with changing customer needs. 

 Frustrated with sales efforts that are ineffective, successful fi rms ultimately turn their 
total attention to customer needs. Truly understanding what the customer needs to run their 
farm or agribusiness more effi ciently and profi tably or how consumer food tastes and con-
venience demands are changing becomes central to everything they do. This focus on cus-
tomer needs drives all decisions in the organization, from product development efforts, to 
production location decisions, to asset allocation — decisions are made with a clear vision of 
how the fi rm intends to satisfy the customer in mind. Ultimately, these fi rms are looking to 
establish a deep and lasting relationship with their customer. This type of organization is 
called  market-driven . 

 A market-driven agribusiness is one with a good product and a good sales effort, but also 
one with a clear understanding of what type of customers it is trying to serve and what these 
customers want and need from the fi rm both now, and over the lifetime of the relationship. 
It is a fi rm that takes ideas like “the customer is king” and “getting close to the customer” 

 Table 6.1      Characteristics of product-driven, sales-driven, and market-driven organizations  

 Characteristics of Product-Driven, Sales-Driven, and Market-Driven Organizations 

Product-Driven Sales-Driven Market-Driven 

Focus on product Focus on making the sale Focus on what the customer 
 needs/wants 

My product is great — you 
 should want it

Communicates benefi ts of 
 products/services.

Develop and provide solutions 
 for the customer 

Reach the people and they 
 will buy

Understands what “type” of 
 customer most values their 
 offerings 
Combines good product and good 
 sales effort — plus incorporates 
 customer understanding 



 

126 Marketing management for agribusiness

very seriously. Market-driven fi rms invest in  market research  to better understand their 
customers, then use the information generated to guide decision making. These are agri-
business fi rms that are focused on building a long-term relationship with their targeted cus-
tomers and fi rms that are willing to make some short-run sacrifi ces to do this. This focus on 
the right relationship with customers becomes the overarching goal for the market-driven 
organization. Some other key differences between product/sales-driven fi rms and market-
driven fi rms are summarized in Table  6.1  . The remainder of this chapter focuses on the keys 
to building a market-driven strategy. 

 As a sales and marketing professional, you may work for a company which deploys a 
combination of marketing strategies within its product lineup. Understanding each of these 
marketing techniques, along with the company’s goals, can help you better succeed in 
achieving your employer’s goals.   

 Components of a strategic marketing plan 

 The  strategic marketing plan  integrates all business activities and resources logically to 
meet customers’ needs and to generate a profi t. It involves fi ve sets of marketing activities 
and decisions that must fi t together in a consistent fashion (Figure  6.1  ): 

  1   Conduct a SWOT analysis  
  2   Choose a target market  
  3   Choose a position  
  4   Develop the appropriate marketing mix  
  5   Evaluate and refi ne the marketing plan    

 Building a strategic marketing plan involves a careful assessment of the marketplace. A 
 SWOT analysis  (strengths, weaknessness, opportunities, threats) is an objective evaluation 
of the fi rm’s strengths and weaknesses and its opportunities and threats. The focus of this 
analytic phase is to uncover business opportunities and challenges and to understand what 
advantages the fi rm brings to the market and where the fi rm is at a disadvantage. 

 Conducting a sound SWOT analysis is critical for both fi rms and sales and marketing 
professionals. It is common to want to talk about our strengths and opportunities. 
Understanding where your company and your products are strongest helps you know, under-
stand, and articulate those benefi ts to your customers and prospects. At the same time, a 
good SWOT analysis helps you better understand your weaknesses and threats. Admitting 
and understanding those weaknesses can best allow alignment of marketing messages, posi-
tioning and pricing to minimize their effects. Ultimately, a fi rm understanding of weak-
nesses and threats can help you best position your products and services and mitigate risks 
in presenting to prospects and customers. 

 Based on an assessment of market opportunities and an evaluation of the fi rm, an agri-
business will select a target market (or target markets) — a group/s of customers who will 
respond in similar fashion to a given offer. Consistent with the needs of the target market, 
the fi rm will defi ne what  position  it wants to take in the market. Here the focus is deciding 
what the fi rm wants to be known for among the target customers. 

 This position is created by a set of key decisions a marketer must make — the marketing 
mix. The  marketing mix  is often referred to as the four Ps of marketing — product decisions, 
price decisions, promotion decisions, and place (or distribution) decisions. Finally, since 
markets are dynamic with customer needs continually changing and competitors always on 



 

Strategic market planning 127

    Figure 6.1      The market planning process   
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the move, good marketing always involves an evaluation and refi nement stage. Here actual 
results are checked against forecast results and appropriate adjustments made. The fi rst three 
steps will be the focus of the remainder of the chapter. The marketing mix and evaluation of 
the marketing strategy will be explored in Chapter 7.   

 Conducting a SWOT analysis 

 Assessing the competitive environment requires careful study of (1) general trends in the 
market, (2) strengths and weaknesses of key competitors, (3) current and anticipated cus-
tomer needs, and (4) the fi rm’s strengths and weaknesses. The results of such study are sum-
marized as a SWOT analysis. Strengths and weaknesses represent a look at what is going on 
inside the fi rm while the opportunities and threats capture what is happening outside the fi rm 
in the market (Figure  6.2  ). This analysis phase of the market planning process is done with 
a single purpose in mind — to identify the business opportunities the competitive environ-
ment presents.  

 General trends in the market 

 A manager should be informed about the industry and market segment. General trends in the 
market that may be of interest include key technological trends, the general economic situa-
tion, important political developments, and weather patterns. Marketers may rely on govern-
ment or independent statistics, infl uential bloggers, the trade press, industry experts, company 
research staff, and outside consultants to help them frame the general trends in the market. 
Knowing the industry situation and trends allows marketers to approach the market prepared 
to address their products’ strengths, weaknesses, opportunities, and threats. 

 Here’s an example. Results of a market assessment might tell the livestock feeding equip-
ment manufacturer that: 

   •    Large livestock farmers have aggressively invested in production technology.  
   •    The long-term forecast for interest rates is stable to declining.  

    Figure 6.2      SWOT analysis   
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   •    Government reductions in farm program outlays will lead to more variability in grain 
prices.  

   •    Growing conditions in the Corn Belt are likely to be excellent next season.  
   •    World grain stocks are declining.  
   •    Fuel prices are trending lower.    

 Such an assessment of general trends tells the equipment manufacturer much about how the 
business environment will greet their next new product introduction. For any sales organiza-
tion, understanding key market factors infl uencing their buyers’ decision-making process 
allows a prepared approach to marketing products or services.            

 Assessment of competitor strengths and weaknesses 

 A manager should also understand and respect the competition in his/her market segment. 
Customers will always evaluate an agribusiness fi rm’s products and services relative to com-
petitive products and services. This may involve a comparison of tangible features like 
horsepower, yield, and price, and/or it may be a comparison of more intangible features like 
reputation, product knowledge, and convenience. It is important for agribusiness marketers 
to understand what they are going up against in the marketplace. 

 Good marketers know how their products and services compare with competitor products 
and services in those areas that are important to the target customer. Such insights help 

 Plate 6.1    A customer interview
Evaluating the strengths and weaknesses of competitors is a fundamental part of strategic market 
planning. One way to obtain information is to interview customers. Photo purchased from  ©  
iStickphoto.com/.
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marketers understand what they should focus on in their marketing strategy. For example, 
a hybrid seed corn company might have a group of corn hybrids with average yield 
characteristics, but exceptional drought tolerance when compared against hybrids from 
competitors. Here, the seed company may focus on marketing those hybrids in regions of 
the country more vulnerable to drought, leaving regions with more normal weather to 
companies with superior yielding, but less drought tolerant hybrids. 

 A thorough competitor analysis may also turn up business opportunities — a group of 
customers the competitor doesn’t service well, a product feature that customers are inter-
ested in, but is not currently offered, or an entire market segment that has been overlooked 
and which may offer new business to an opportunistic fi rm. Competitor intelligence may 
involve market research, use of secondary data like trade press articles, informal data collec-
tion by the fi rm’s fi eld sales force, or extensive web-based research. Such data is collected 
and evaluated with a key question in mind: “How does the competitor stack up against our 
own efforts in this area?”   

 Understanding customer needs and wants 

 Here it is critical to have a fundamental understanding of what the customer will need from 
the organization, both today and in the future. Food companies study trends in demographics 
of consumers — older consumers have different needs than younger consumers — and they 
study cultural changes affecting food choices — trends toward eating lighter, eating away 
from home, and consuming less fat have important implications for marketing strategies. For 
agribusiness fi rms selling to farmers and ranchers, “knowing the customer” typically means 
thoroughly understanding the customer’s business and the role the fi rm’s product plays on 
the farmer or rancher’s operation. 

 Back to the livestock feed equipment example, if the fi rm is targeting pork production 
operations with rapid growth potential, it will be critical to understand the types of changes 
in feeding systems farmers make as they expand their production capacity. By carefully 
studying pork operations with growth potential, the fi rm may fi nd that equipment capacities 
must be re-engineered, that there is a big demand for engineering expertise to assist in plan-
ning equipment needs, and that fi nancing programs are well received given that capital for 
expansion can be tight. Armed with this information, the agribusiness marketer can incorpo-
rate features that will address these issues into the fi rm’s marketing plan. 

 Firms can gain insights into what their customers want from them through a wide variety 
of techniques and activities. Some of these techniques are very informal — a breakfast meet-
ing with six key customers, for example. Some are more sophisticated — a virtual shopping 
exercise where consumers’ shopping movement and actions are recorded and analyzed. Data 
and research can be purchased from fi rms that track/benchmark such market data. Many 
larger agribusinesses employ professional marketing researchers or outside consultants to 
study their customers, their competition, and trends in the marketplace. Even many smaller 
fi rms develop their plans only after they have conducted special studies of their customers. 
Marketing research can be based on complex statistical techniques, focus group insights, or 
it can simply result from informal interviews and observations, or web-based surveys. 
Analysis of internal transactions data or market mapping exercises can provide insight. But, 
in any case, marketing research should provide objective, analytical information 
on which to base marketing decisions. (More discussion of market analysis techniques is 
presented in Chapter 8.)   
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 Assessing the fi rm’s strengths and weaknesses 

 A fi nal key part of the SWOT analysis involves understanding what the fi rm does well 
(strengths) and areas the fi rm could improve (weaknesses). This evaluation plays an 
important role in the market planning process. 

 First, the marketer may identify a unique strength that can be cultivated into an advan-
tage. Perhaps the fi rm has the most extensive distribution system in the market and therefore 
has an advantage in terms of moving product to customers quickly. Second, the fi rm may 
identify an area where improvement is needed if a particular customer group is to be served. 
An example here might be a retail plant food operation that wants to target larger grain pro-
ducers, yet fi nds its key sales personnel lacking in agronomic expertise. To be successful in 
this market the fi rm will need to invest in people and training to enhance the expertise of its 
fi eld sales presence. Finally, the fi rm may identify a weakness of such magnitude that it 
becomes a constraint on decision-making. A small feed mill may fi nd that it does not have 
the scale of operations to serve a very large, integrated pork production operation in its local 
market area — and investment in such capacity may not be a prudent business decision. 

 Like assessing the marketplace, such an internal evaluation typically involves a careful 
review of the fi rm’s entire operation. Some of the key questions to be asked are shown in 
Table  6.2  . Making an objective evaluation can be a challenge. It is easy to be biased when 
assessing the fi rm’s operation. Securing outside feedback is very important here. Many of 

 Table 6.2      Assessing internal strengths and weaknesses  

 Marketing 
How effective are our product development activities? 
How do our prices compare with the competition? 
How much do we spend on advertising and promotion compared to the competition? 
Is our social networking strategy driving relationships effectively with our targeted customers? 
How satisfi ed are our customers? 
How does our sales force compare to the best sales force in our industry? 

Finance 
How profi table is our organization? 
What is our debt position? 
Do we use our investment in current assets such as receivables effectively? 
How well do we manage cash fl ow during the seasonal swings of our business? 
Do we do an effective job of investing in new technology and replacing old assets? 

Operations/Logistics 
Do we deliver to our customers on time and accurately? 
How well do we manage our investment in inventory? 
How well do we manage quality through our production process? 
What are our transportation costs relative to those of our competitors? 
Have we effectively managed the risks in our supply chain — both risks to our employees and risks 
to our customers? 

Human Resources 
How does our training program compare to those of the best fi rms in the market? 
Do we have an effective compensation program? 
What do our turnover rates look like relative to industry standards? 
Do we provide advancement opportunities for employees? 
Do we have an effective work environment — do employees enjoy working here? 
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the tools described above for competitor and customer analysis also can be used here to get 
an outside perspective on fi rm strengths and weaknesses. 

  Benchmarking  is another technique that can be used to assess internal strengths and 
weaknesses. Benchmarking involves identifying a non-competitive fi rm that is known for 
excellence in a particular area, and then carefully studying that fi rm to see how they deliver 
this excellence. The fi ndings of this study are then compared against the agribusiness fi rm’s 
current practices and key differences explored further. Such a benchmarking study can 
provide the fi rm with extremely valuable information that is helpful in identifying strengths 
and weaknesses as well as suggesting strategies for dealing with each.    

 Market segmentation 

  Market segmentation  groups customers into segments or categories according to some set 
of characteristics. Here, the agribusiness manager is interested in developing groups of cus-
tomers that respond in a similar fashion to a given offer. These groups are called market 
segments, target markets, or market niches. By recognizing the common characteristics, 
needs, or buying motives of each unique segment in the total market, an agribusiness can 
design specialized marketing strategies that may appeal to the particular segments it wants 
to serve. This idea is illustrated in Figures  6.3   and  6.4  . Figure  6.3  shows the “market” for a 
particular farm input as viewed by a fi rm using a mass market strategy. Here, the fi rm takes 
one offering to the entire market. In Figure  6.4 , a fi rm using market segmentation has identi-
fi ed four distinct groups or segments in the market, and the shading indicates that this fi rm 
has chosen to focus their marketing resources on two of the four segments. 

    Figure 6.3      Mass market strategy   
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 The number of ways that a market can be segmented is limited only by the agribusiness 
marketer’s imagination. (To prove this statement, just think about the variety of restaurants 
and the market segments they aim to serve that are present in any mid-size city.) A few 
particular ways to segment a market are discussed here. A  geographic segmentation  may 
be appropriate for some markets. Food tastes and preferences clearly vary geographically 
and certain products have much more appeal in some regions than others. 

  Demographic segmentation  is used in many markets. Age, income, size of household, 
education, number of children, type of employment, and so on can all be important market 
segmentation variables. Such demographic segments are heavily used in the food industry. 
The marketing plan developed to promote hot dog consumption among children under the 
age of 16 might look far different than the marketing activities developed to reach the 
22–29-year-old consumer. 

 For the farm market, segmenting customers by  operating characteristics  is typically 
useful. This may involve such characteristics as type of operation (crop versus livestock, for 
example), size of operation, production technology used (no-till versus conventional till; 
heavy precision technology users versus non-precision technology users, etc.), and form of 
ownership (owner/operator versus cash rent versus crop share). Demographic variables like 
those mentioned above can be used in concert with the characteristics of the farm operation 
to further defi ne the market segments. 

 In other instances,  psychographic  or  behavioral market segments  may be developed. 
Here, the focus is on more than physical characteristics. The marketer may be interested in 
wine buyers who value image and prestige in their purchase. Or, the farm lender may be 

    Figure 6.4      Market segmentation strategy   
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interested in those buyers who value a relationship with their lender, as compared to those 
who don’t. Such segmentation approaches are relatively sophisticated, and are heavily used 
by branded food companies to market products aimed at the “healthy lifestyle” segment 
(Healthy Choice), the “gourmet” segment (Opus One wine), or the “young and rebellious” 
segment (Red Bull), among many others. Such segmentation approaches require a variety of 
demographic, behavioral, and psychological data to construct — all tied back to some common 
set of needs the group is seeking in the product or service. 

 To illustrate the segmentation concept, consider a feed manufacturer. This fi rm will 
recognize dairy, beef, pork, and poultry as clearly different market segments with different 
needs. Further, dairy farmers’ operations may be classifi ed as small, medium, or large, 
according to herd size. The needs (and therefore the marketing strategy employed) of a 
small, part-time farmer who owns his property and milks 50 cows will be far different 
than a large commercial dairy with 10,000 cows using the latest computerized feeding and 
milking systems. With a thorough understanding of the needs of the target segment in 
hand, special promotional programs and pricing strategies can be developed. Marketing pro-
grams for such targeted market segments are thought to be far more productive than mass 
marketing efforts aimed at the total market. 

 A key point here is that there are clearly defi nable differences between market segments. 
If such differences do not exist, a mass market strategy works just fi ne. Typically, designing 
marketing plans for different segments involves a substantial commitment of fi rm resources. 
So, careful thought must go into the market segmentation employed. Well-defi ned market 
segments will pass the following test: 

  1.    Measurable : Can the market segment be identifi ed and evaluated? In some cases, market 
segmentation can be developed easily using readily available demographic data. In 
other cases, it may be very diffi cult to identify how many and which farmers want to buy 
based on a relationship with the supplier as opposed to those who simply want to buy on 
price.  

  2.    Substantive : Is the market segment large enough to serve? Some segments may be well 
defi ned and measurable, but be simply too small to justify the required resource com-
mitment.  

  3.    Actionable : Can the fi rm effectively serve the segment? In some cases, the fi rm may 
identify a large, well-defi ned segment, but simply not have the people, products, or 
services needed to effectively serve the segment.    

 In addition to these questions, agribusiness fi rms look at several other factors as they make 
their choice of target market. The level of competition is important. A segment may pass 
the three-question test posed above, but still not be an appealing segment if every competitor 
in the marketplace is aggressively pursuing the segment. Growth is another key issue. A 
segment may be too small to be worth the fi rms’ effort now, but if it has substantial growth 
potential, it may make sense to stake a claim on the segment early and then grow sales as the 
segment grows. Finally, the fi rm has to be focused on the profi tability of serving any given 
segment — in the end, can the fi rm deliver value to the segment at a profi t? 

 Every agribusiness fi rm must decide on its optimal level of emphasis on a given segment, 
since limited resources must be directed to the area where they will be most productive. 
Decisions about the segments that represent the most effi cient use of resources rest on 
data about the type of product, competitive behavior, size of the company, and other 
factors. 
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 Some fi rms may choose a single area of concentration, using the rationale that concentrat-
ing all their efforts on a single class of customers allows them to do a better job and may 
effectively block out new competition. A farm supply store that caters only to larger com-
mercial farmers would be one example. Another farm supply store might develop a 
“dual segment” concentration by building a special display area for lawn and garden equip-
ment and seasonal nursery stock, so that it appeals to suburban homeowners. In another area 
of the facility, they may have a special offi ce area to work directly with commercial farmers. 
Of course, there are a host of factors involved in market strategy decisions, including 
fi rm size, location, experience, and competition. But once the market segment or segments 
have been targeted, the agribusiness must concentrate on the products and services that will 
succeed there.                 

 Positioning 

 You know the customers you will target, you understand their needs, and you have a clear 
picture of the marketplace, your product, and the benefi ts it offers to your customers.  You  
clearly understand the value you are delivering. But how do you communicate that value to 
your prospects and customers? To answer this question, marketers use a concept called 
 positioning . Positioning has been defi ned as the process of creating the desired image in the 

 Plate 6.2    Dairy cows
Market segmentation requires careful assessment of the specifi c needs of different types of cus-
tomers. Photo courtesy of USDA Natural Resources Conservation Service.
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customer’s mind. Al Ries and Jack Trout, in their marketing classic  Positioning: The Battle 
for Your Mind  (1982: 2), state: “Positioning starts with a product, a piece of merchandise, 
a service, a company, an institution or even a person. … But positioning is not what you do to 
the product. It is what you do to the mind of the prospect.” 

 Note that the emphasis is not on the product itself but on customer perceptions. The idea 
is to secure a place in the customer’s mind for your product based on some factor or factors 
that differentiate your product from the competition. For example, you may want a place in 
the customer’s mind that says that you are the yield leader, that you have the most complete 
line of products, or that you have best product support. 

 When an agribusiness brings a product or service to the market, it is important that they 
be very clear on what image or position they are trying to create. The desired position of the 
product or service becomes the bridge between the needs and wants of the target market and 
the specifi c actions the fi rm will take to satisfy those needs and wants (the marketing mix). 

 In many cases, the fi rm summarizes the desired position with a simple statement that 
captures the essence of what the fi rm is trying to accomplish. Some examples include: 

  ‘Nothing Runs Like a Deere’ — John Deere  
  ‘Science with Service’ — Pioneer Hi-Bred International  
  ‘Beef, it’s what’s for dinner’ — National Cattlemen’s Beef Association    

 Deere is communicating reliability and quality. Pioneer is telling producers their products 
use the latest science to put bushels in the bin, with the support needed to get it done. 
The National Cattlemen’s Beef Association is urging consumers to choose beef for their 
next dinner option. In every case, these statements of position communicate a specifi c 
message to the customer — hopefully about a trait, characteristic, or feature that is important 
to the customer. 

 To better understand the idea of position, it is important to understand the idea of 
competitive advantage. An agribusiness fi rm’s  competitive advantage  is that set of compe-
tencies where the fi rm has a clear and distinct advantage over the competition. Competitive 
advantage is the fi rm’s edge in the marketplace, it is the reason customers choose to do 
business with the fi rm as opposed to buying from another organization. How you convey 
that to the customer is key to the sale. Customers want a competitive advantage that benefi ts 
them and their operation. Clearly establishing those competitive benefi ts relative to the cus-
tomer’s needs and wants allows you to earn a place in the mind of the customer — effectively 
positioning your product/services. 

 Harvard Business School Professor Michael Porter suggests there are two ways to build 
a competitive advantage. First, the fi rm can attempt to provide customers with unique 
products and services unavailable from other fi rms. This approach is called a  differential 
advantage . Pursuing a differential advantage means that you focus on being a value added 
fi rm by providing services that enhance your product and capitalize on what makes your 
fi rm unique. Agribusiness fi rms differentiate themselves in a tremendous variety of ways, 
including product performance, delivery, product quality, taste, packaging, customer serv-
ice, technical expertise, image — the list could go on. Any area that customers perceive to be 
important becomes a potential basis for differentiation. Firms pursuing a differential advan-
tage stress their uniqueness in their positioning. 

 The other way to claim a competitive advantage is to be a low-cost leader.  Cost leader-
ship  involves meeting the market’s product offering with an offering of comparable quality 
and features, but beating the market on price. Hence, cost leaders work hard at running 
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extremely effi cient operations. Cost management is a central focus, and every potential area 
of effi ciency that does not undermine the product/service offering is pursued with a venge-
ance. Firms positioning themselves as cost leaders will emphasize price in their message, 
while assuring the market that their quality is acceptable. 

 If an agribusiness fi rm’s product/service offering is perceived as identical to that of 
another fi rm, the sale will go to the fi rm with the lower price — a commodity transaction. In 
the end, the challenge is to identify just what things add value for the customer and then to 
deliver them fl awlessly. Such a fundamental understanding of the market combined with 
superb execution can put distance between an agribusiness fi rm and its competitors. 

 Note that the position is generally built on the fi rm’s differential advantage — i.e., things 
like yield advantage, breadth of inventory, quality of sales force, etc. The challenge here is 
to take those things that make the fi rm unique — the competitive advantage — and turn them 
into the desired image with the target customers — the position.  

 Positioning/differential advantage in practice 

 How does this work in practice? Let’s take a look at how a seed fi rm might apply some of 
the ideas to develop its position. Consider the following scenario. A turfgrass seed company 
markets seed lines that are primarily proprietary. The fi rm’s research department has fi n-
ished work on a new variety of dwarf fescue. The variety has fared very well in public 
evaluations. This variety has a distinctive dark green color, produces a dense, durable turf, 
and is hardier than other varieties. The fi rm has decided to try to build on these features 
and establish a differentiated product that will command a premium price over commodity 
fescues. How can the concept of positioning be used to accomplish this objective? 

 The fi rst question to ask is what position does the fi rm own? That question is followed by 
what position does it want to own? Ries and Trout call this “thinking in reverse” because 
when answering the questions you don’t focus on the product, but on the target market. 
How do customers see your fi rm? To return to the turfgrass example, let’s say that after some 
serious thought and several long focus-group sessions with the potential customers, the fi rm 
fi nds their current position is based on their ability to provide premium varieties of seed 
which meet the changing needs of customers. This position has been developed through a 
heavy emphasis on research that has enabled the fi rm to consistently release high-performing 
new products. 

 Here, the current position is consistent with the desired position, given the goals for the 
new variety. The next question relates to the competition — is this a position the fi rm occu-
pies by itself? Here, the fi rm may fi nd that two of their competitor’s positions overlap their 
own. This is important information — the fi rm will want to make sure their marketing plan 
strengthens and enhances their position and puts some distance between their fi rm and the 
competition. 

 In the case of the new dwarf fescue, what position should the fi rm take? For the residen-
tial market, two key ideas seem to surface — easy care and environmental awareness — and 
the position could build on these two benefi ts. The variety does not grow as fast or as tall 
as other varieties. The fact that the homeowner spends less time mowing is an important 
benefi t. To complement the easy care benefi t, the fi rm could also position the product as 
environmentally sensitive. The variety needs less fertilizer and water than other varieties 
and the slow growth of the product means fewer clippings to dispose of. This new product 
could be positioned as the grass that delivers more free time to an environmentally conscious 
consumer. 
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 Having established the positioning, let’s take a quick look at how the fi rm might actually 
communicate these ideas to the market. (This process — developing the marketing mix — will 
be considered in more detail in Chapter 7.) 

 You can communicate tangible attributes — those characteristics that can be identifi ed 
with some precision — of the product by using university test plot data, public evaluations, 
the fi rm’s test plots, on-farm weigh tests, etc. For the easy to care for and environmentally 
sensitive turfgrass, data on number of mowings required, the amount of fertilizer and water 
needed, and the number of bags of clippings removed could help communicate in a tangible 
fashion the two ideas in the position. These two notions can’t be fully supported with facts 
and fi gures however, and an agribusiness marketer must think about communicating the 
more intangible side of these concepts. 

 Communicating the intangible takes a little more creativity. However, in the long run, 
effective communication of these points can become your greatest differential advantage. 
Going back to our dwarf fescue example, the fi rm might pursue a number of activities to 
demonstrate the intangible benefi ts and support distributor marketing of the product. The 
fi rm could develop point-of-purchase materials for the dealer that showed the homeowner 
resting over a dwarf fescue lawn in a hammock while a neighbor was busy mowing. Or, a 
direct mail piece targeted at new homeowners could show piles of clippings and fertilizers 
that compared the dwarf variety and regular varieties. A website application might allow the 
homeowner to calculate lawn care-time saved, or compute the environmental footprint of the 
new variety. The fi rm could arrange to get one of its researchers interviewed on regional 
television or radio about the environmental features of the new variety. Or, an email cam-
paign targeted at individuals who are in the fi rm’s target market could be conducted. Finally, 
the seed could be packaged in a bag made of recycled paper. (Note also that the product’s 
name should be consistent with its position.) 

 After deciding on the market position the fi rm will seek, they must then develop a 
marketing mix that will support the position. Claims ring hollow if the fi rm can’t deliver 
the promised product/service bundle at an acceptable price. And, the market communica-
tions effort is fundamental to communicate and support the desired message. Finally, 
the product/service bundle must be made available in a way that supports the position 
as well. 

 In the end, nothing is more critical to communicating value than delivery. There is a sig-
nifi cant difference between saying you are doing something for your customers and actually 
getting the job done. If you ask a manager or a sales representative if they add value to their 
product, they’ll tell you “yes” every time. Adding value is equated with meeting customer 
needs — and what fi rm does not think that they are striving to meet their customers’ needs? 
Given the similarity of value adding activities among fi rms, the bottom line is that delivery 
of the bundle you communicate may well be the way your fi rm is able to differentiate itself 
in the marketplace.    

 Summary 

 Marketing is the process of anticipating the needs of targeted customers and fi nding ways to 
meet those needs profi tably. The strategic market planning process begins with a careful 
assessment of the business environment and a critical evaluation of the fi rm’s strengths 
and weaknesses. The results of this assessment are summarized in a SWOT analysis. The 
focus here is identifying key business opportunities in the market — those areas where 
the agribusiness should focus its marketing resources. 
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 The market assessment provides data for a fundamental choice the agrimarketer 
must make: What target market(s) should the fi rm pursue? A target market is a group of 
customers and prospects that will respond in similar fashion to a given offer. Agribusiness 
marketers can segment a market on a wide range of characteristics — demographic, 
geographic, business, psychographic, etc. The key for the marketer is to identify a target 
group with unique needs that the fi rm can serve profi tability. 

 An important part of the strategic market planning process is determining the position the 
fi rm wants to take with its target market. The position serves as a focal point for the fi rm’s 
marketing mix — it captures the essence of the message the fi rm is trying to send the market. 
An agribusiness fi rm’s position is typically drawn from its competitive advantage — the 
fi rm’s unique edge over rival fi rms. 

 The set of decisions agribusiness managers make as part of the strategic market planning 
process may be among the most fundamental choices facing an agribusiness fi rm. Decisions 
about what markets to pursue and what position to take in these markets drive much of the 
rest of the fi rm’s business activities.   

 Discussion questions 

    1.   Explain the difference between a product- or sales-oriented fi rm and a market-oriented 
fi rm. Why is this difference important to an agribusiness manager?  

  2.   A key part of the SWOT analysis is evaluating the impact of broad market factors such 
as government policies, international trade developments, new technologies, and so on. 
For the agribusiness industry of your choice, identify fi ve key trends in the industry 
marketplace and describe the opportunities and threats each trend represents for agri-
business fi rms in that industry.  

  3.   How can an agribusiness manager evaluate the strengths and weaknesses of their organ-
ization? Why is it important to understand what an agribusiness does well, and to under-
stand those areas where performance is not as strong?  

  4.   What is meant by a market segment? U-pick fruit and vegetable farms (farms where 
customers harvest their own fruit and vegetables) probably appeal more to some market 
segments than to others. Identify and describe two market segments that you believe 
might be important to this type of agribusiness. What are the key needs of these two 
segments that a marketing manager for the U-pick farm would need to focus on?  

  5.   Select three different products — one marketed online, one in a newspaper, one from a 
farm magazine. Describe the market segment targeted for each product.  

  6.   Focusing on one of the target markets you identifi ed for the U-pick farm described in 
Question 4, what position should the fi rm take in the market? Based on the key needs 
you identifi ed for one of the market segments, write a positioning statement for the fi rm. 
What key themes will you stress in your statement?  

  7.   Two types of competitive advantage are described in the chapter. Identify a food or 
agribusiness fi rm pursuing a differential advantage. Also, identify a food or agribusi-
ness fi rm pursuing a cost advantage. Compare and contrast these two strategies. What is 
similar about the two fi rms? What is different? Explain why you think each company 
took that position.  

  8.   Using the food and agricultural trade press, or an online source, identify a fi rm com-
municating tangible value in its message and one communicating intangible value. 
Compare and contrast these messages and how the fi rms are actually communicating 
these two different messages.      
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 Case study: Richmond Supply and Elevator, Inc. 

 Richmond Supply and Elevator (RS&E) is a family-owned feed, fertilizer, and grain com-
pany located in Central Iowa. The fi rm is owned and managed by Lance and Paul Taylor, the 
sons of the original owner, Joe Taylor. 

 RS&E handles the Rapid Gain line of animal feeds. The fi rm currently employs eight 
full-time personnel, in addition to Lance and Paul. In 2011, roughly 15 percent of their total 
$12 million in sales was feed, 60 percent was grain, and 25 percent was fertilizer. Richmond 
sold about 4,000 tons of feed in 2010. Over time the fi rm has been profi table, but not excep-
tionally so. In 2010, the fi rm reported a loss of $50,000 on sales of $12 million while in 2011 
the net income after taxes was $65,000 on about the same level of sales. 

   The Market . Consolidation has been the keyword in the central Iowa market and a smaller 
number of larger farm customers have been the result. RS&E had more than 180 feed 
accounts in 1999. In 2010, RS&E was serving fewer than 50 farmers (because farm size had 
increased), but was selling twice as much feed (through some good management decisions 
and some competitors going out of business). The average customer farms about 1,500 acres, 
typically one-half in corn and one-half in soybeans. Hogs are essentially the only livestock in 
Richmond’s market area and swine feed makes up 90 percent of Richmond’s feed tonnage.  

   Competition . Richmond has a number of other fi rms handling feed in its market area. RS&E’s 
toughest competition comes from a Lake Feeds dealer, Princeton Elevator, Inc. Lake Feeds 
entered the market ten years ago and has pursued expansion aggressively. They market a 
quality product and sell aggressively on the farm.     The Lake Feeds dealer has held its price 
up over the period, taking some of the price pressure off Richmond. Lance feels that Lake 
Feeds’ growth has primarily come by taking business away from companies selling cheap, 
low-quality feed. In fact, RS&E’s tonnage has increased over the past fi ve years, despite the 
presence of Lake Feeds. Lance believes that Lake Feeds’ aggressive quality push has actu-
ally helped Richmond increase sales.  

   The Firm . Lance (38) is the older of the brothers and handles the “inside” jobs — waiting on 
customers, writing orders, ordering, monitoring the books, and so on. Paul (36) handles the 
fi rm’s operations — overseeing the fertilizer plant, feed mill, and grain elevator. Paul also 
handles RS&E’s outside selling effort. The fi rm takes a very low-pressure approach to sell-
ing on the farm. Paul’s customer visits are viewed as problem solving and public relations —
 not really sales calls. Paul makes few calls on farmers to whom RS&E doesn’t currently sell. 
Lance and Paul considered hiring an outside salesperson, but feel they just “can’t make it 
pay” at this point. They are also looking into more email communications with their custom-
ers but have not made this move yet.      Of the other 16 employees, two drive feed trucks, two 
run the feed mill, one is a bookkeeper, and the rest are general warehouse employees/drivers. 
With the exception of one warehouse employee who has been with Richmond four years, all 
employees have been with the fi rm at least fi ve years. Lance and Paul also hire seasonal 
labor to help them through the Spring and Fall peak selling seasons. 

 The fi rm owns two bulk feed delivery trucks. Their feedmill was constructed in 1990 and 
is in excellent condition. Paul fi gures the mill runs at about 80 percent of capacity. The fi rm 
is located about 60 miles from the nearest Rapid Grow feed plant. RS&E sells little pelleted 
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complete feed, choosing instead to push concentrate feeds and keep their feedmill in use, 
reducing hauling costs in the process. 

 The brothers are looking into the construction of overhead feed holding bins to reduce 
truck waiting time. They would also like to get more bulk bins on the farms of their custom-
ers to reduce unloading time. “We must take steps to increase effi ciency over the longer 
run,” said Lance. The brothers are considering remodeling the offi ce/showroom and acquir-
ing a new computer system to handle accounting tasks and keep customer records more 
effi ciently. 
  Marketing . Quality and service are key components of RS&E’s business philosophy. They 
focus their sales effort on Rapid Grow’s premium products and feel they get a good gross 
margin on what they sell (13 percent in 2011). The brothers are very conservative about 
growth — about 5 percent a year is all they want. “We cannot let our current level of customer 
support slip,” said Lance. “And, we are willing to let some opportunities go by to make sure 
that we can keep our current customers happy,” he added. 

 Customer service is delivered in several ways, according to Lance. Quality feed products 
are the cornerstone and the brothers have been very pleased with the Rapid Grow line over 
time. Nutritional support is another component of customer service. This is done by drawing 
on Lance’s excellent knowledge of swine nutrition and by making heavy use of a talented 
local veterinarian who doesn’t sell feed or animal health products. In addition, they draw on 
Rapid Grow’s nutritional experts whenever necessary. They have a good, but not great, 
company website. And, they have been thinking about how more extensive use of the Internet 
might help them build even better relationships with their farmer customers. 

 Richmond has worked hard to maintain margins, attempting to increase gross margins on 
feed over time. For the most part they have been successful at increasing per-ton margins on 
feed. RS&E is not the cheapest feed company in the market, nor do they intend to be. “We 
will make money on what we sell,” said Lance. They offer a 2 percent discount for cash. In 
addition, they have a volume discount program that Lance admits is a bit “informal.” 
Richmond rarely advertises and holds farmer meetings only occasionally. “Unless there is a 
new product to push, I’m just not a great believer in meetings,” said Lance. 
  Summary . Lance and Paul have built a good business over time. However, their market is 
changing rapidly and the competition is getting tougher. The brothers wonder just what posi-
tion they should take in the market. What will they need to do to support this position? What 
steps are necessary for a thorough evaluation of their challenges/opportunities? How will 
they communicate the value their products and services provide to their customers? Clearly, 
Lance and Paul have many tough decisions to make.  

 Questions 

    1.   What are the key opportunities and threats facing Richmond Supply and Elevator in the 
marketplace?  

  2.   What are the key strengths and weaknesses of RS&E?  
  3.   Based on the limited information in the case, describe the fi rm’s target market. In your 

opinion, does the fi rm have a good grasp of who their target market is and what this 
market wants from the fi rm?  

  4.   What position should the fi rm take with their target market? What key themes should 
they emphasize in their positioning statement?  

  5.   Is RS&E a product-driven fi rm, a sales-driven fi rm, or a market-driven fi rm? Explain 
your answer.         
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    7   The marketing mix     

 Objectives 

     •    Discuss the elements of the marketing mix  
   •    Explore how agribusinesses create value for their customers  
   •    Review product adoption and product life cycles in agribusiness markets  
   •    Identify key features of agribusiness pricing strategies  
   •    Summarize various methods of product promotion and market communications  
   •    Explore the role of personal sales in the marketing strategy of an agribusiness  
   •    Examine channels of distribution in agribusiness      

 Introduction 

 When an agribusiness marketer thoroughly understands the needs of the target market and 
has identifi ed the appropriate position for their product or organization, the truly creative 
work begins. At this point, the agribusiness marketer must take a general idea such as 
“Nothing Runs Like a Deere,” turn that idea into a tangible product/service/information 
offering, and then communicate the desired position to the target market. 

 In this chapter, we’ll examine how agribusiness marketers must translate the position 
they want to create for the target market into a product/service/information bundle that 
serves customer needs and communicates the desired image. This set of decisions involved 
in accomplishing this task is called the marketing mix.   

 The marketing mix 

 Countless decisions face today’s agribusiness marketer — particularly once the target 
markets are identifi ed and a company position is chosen. As an example, let’s use large 
commercial vegetable growers in the San Joaquin Valley of California as a potential target 
market for John Deere. What specifi c products, services, and information will be provided 
to these growers? How will this bundle be priced? How will the value provided by these 
products and services be communicated to the target market? What is the best distribution 
channel to use to effectively service this group of large California growers? This set of criti-
cal decisions — the four Ps of marketing: product, price, promotion, and place — is called the 
 marketing mix  (Figure  7.1  ). The marketing mix is that combination of price, product, pro-
motion, and place strategies implemented by a fi rm to support a specifi c position in the 
market. The ultimate job of the agribusiness marketer is to craft a marketing mix consistent 
with the fi rm’s desired position that creates good value for the customer. 
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 Each of these four elements of the marketing mix, the four Ps, are explored individually 
in this chapter. But, keep in mind that each of these elements must complement one another 
in order to create the intended position in the market. For example, how would the California 
vegetable growers respond if they were called on by a John Deere salesperson that did not 
understand the technical features of the high quality tractor the growers were interested in? 
Or how would the growers react if the salesperson was very knowledgeable, but the tractor 
failed three times during the fi rst week of operation? What would these growers think 
about John Deere if the promotional literature they received on the tractor was sketchy and 
unprofessional? For an agribusiness marketing program to be successful, all elements of 
the marketing mix must communicate a clear and consistent story — the position — to the 
target market.            

 Product/service/information decisions 

 Product/service/information decisions form the heart of the marketing strategy and are 
among the most fundamental decisions an agribusiness makes. (We will use the term prod-
uct instead of product/service/information in this section, but don’t forget that service and 
information are critical to the fi rm’s strategy in this area.) Decisions that must be made here 
include: 

  The mix of different products and services offered,  
  The extent of each product line,  
  The specifi c characteristics of each product sold, and  
  The level and type of information provided in the bundle.    

Target
market

Market conditions

Product Price

Promotion Place

Customers – Competition

    Figure 7.1      The marketing mix   
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 In the end, it is this bundle of products, services, and information that creates value for the 
buyer.  

 The value bundle 

 When developing a product strategy, the agribusiness marketer begins with the needs of the 
target market clearly in mind. What set of products, services, and information can the fi rm 
deliver to meet the needs of the target market? One especially useful concept that can help 
answer this question and guide development of a product strategy is the idea of the  value 
bundle . The value bundle is the set of tangible and intangible benefi ts customers receive 
from the products and services an agribusiness provides. The fundamental challenge when 
developing a product strategy is determining what to include and what not to include in the 
value bundle for the target market. 

 What is value? And, more importantly, how do customers defi ne value? Value to the 
customer is defi ned as the ratio of what they receive (perceived benefi ts) relative to what 
they give up (perceived costs) (Figure  7.2  ). As customers make purchasing decisions, they 
compare the perceived benefi ts of the purchase against the perceived costs. If the value equa-
tion is tipped in favor of the benefi ts, i.e., the benefi ts exceed the costs, the customer has 
found a good value and will make the purchase, provided another supplier isn’t providing 
more value/lower cost on the same bundle. 

 Plate 7.1    Marketing mix
Successful marketing requires the right marketing mix: the correct combination of product, price, 
place, and promotion strategies. Photo courtesy of Purdue University Centre for Food and 
Agricultural Business.
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 In the defi nition of value, note the importance of the word “perceived.” Some benefi ts 
and costs will be tangible and easily measurable — the horsepower of a tractor or the per unit 
cost of fruit juice, for example. But intangible benefi ts and costs can be just as important 
(or more important) in the purchase decision — the prestige or the peace of mind that comes 
with owning the “best” farm equipment, or the convenience that comes with a special type 
of juice package. 

 There is no easy way to measure benefi ts like prestige or convenience, but customers 
will form highly unique opinions — perceptions — about the value of such benefi ts. Because 
many benefi ts are intangible, the agribusiness marketer must not only know how the 
customer defi nes value, they must make sure the value their bundle provides is clearly 
communicated to the customer. In the end, no matter what the agribusiness marketer thinks 
about their products and services, it is the customer’s perception of benefi ts and costs that 
will determine whether or not a purchase is made. 

 Many fi rms dedicate signifi cant dollar investments to more clearly measuring and catego-
rizing the value customers place on intangible benefi ts. Such market research efforts may 
include focus groups, wherein groups of targeted customers are brought together to explain 
their feelings associated with using a product or service. Other market research tools include 
surveys, and online response tools to name a couple. A salesperson working with a customer 
one-on-one can also provide unique insights into the value of these intangible product or 
service benefi ts. Intangible benefi ts are important enough for companies to invest in market 
research to more clearly understand the customers’ perceptions. More information on these 
tactics is included in Chapter 8. 

 To relate the customer’s defi nition of value to the agribusiness fi rm’s product strategy, it 
is helpful to visualize the fi rm’s product offering as consisting of four distinct, but highly 
interrelated, parts. This way of looking at the value bundle has been called the  total product 
concept  by some authors (Manning and Reece  1990 ). The total product concept is a means 
to relate the customers’ defi nition of value to the agribusiness fi rm’s product strategy by 
visualizing the four parts of the fi rm’s product offering: the generic product, the expected 
product, the value added product, and the potential product (Figure  7.3    ). Understanding 
these different levels can help an agribusiness marketer better understand how value is 
added, and ultimately, can guide development of the product strategy. 

 The foundation for a fi rm’s product offering is the  generic product . This is the standard 
product with no special services or features attached. For DEKALB Genetics, this is a unit 
of hybrid seed corn, while for Ocean Spray, it might be cranberry juice. There is little or no 
differentiation at the generic product level — at this level customers see all agribusiness fi rms 

Costs

Benefits

Value

    Figure 7.2      The value equation   
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as alike in the market. A fi rm stopping here in developing a product strategy will compete 
solely on price, since the fi rm is not providing customers with any value above and beyond 
what any other fi rm is doing. 

 Let’s use a retailer of fertilizer to illustrate the total product concept. The generic 
product for this fi rm might be bulk fertilizer and crop protection products. There are no 
services attached and the set of products carried by the fi rm can be purchased from any 
other fi rm in the market. The generic product is a true commodity in the mind of the 
customer. 

 Most agribusinesses don’t stop with the generic product. The  expected product  builds 
on the generic product by surrounding it with the bare minimum set of features/services that 
the customer expects when they make a purchase. Like the generic product, the fi rm doesn’t 
get much credit by providing the expected product — at this level the fi rm has simply 
met customer expectations. On the other hand, fi rms not providing the expected product are 
discounted heavily in the mind of customers because even the bare minimum is not being 
provided. 

 The expected product for the fertilizer retailer might include a standard custom applica-
tion service, standard agronomic recommendations, grid soil sampling, a 30-day credit 
policy, some minimum set of equipment available for rent, standard complaint-handling 
service, a web site with basic information, and a clean and neat facility. Again, the focus is 
on the minimum set of product-related services the customer expects to receive. While the 
fi rm has added value to the generic product at this level, the customer still sees a commodity 
since only their minimum expectations have been met. 

 To this point, most of the focus has been on tangible products and service. For the value 
added and potential products, value is driven almost totally by customers’ perceptions about 
the more intangible attributes surrounding the products and services. The  value added 
product  is the fi rst opportunity for the agribusiness fi rm to truly exceed the customer’s 
expectations. The focus at the value added product level is satisfying customer needs in a 

    Figure 7.3      The total product concept
Source: Manning and Reece  1990 .   
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way that isn’t expected and providing services or a level of service that isn’t being provided 
by competitors. Here, the fi rm goes beyond the tangible, physical properties of the product 
and the minimum services that are typically provided with the product. Higher levels of 
customer service, unique information, and the intangible benefi ts that go along with features 
such as reputation, trust, integrity, and safety may all be part of the value added product. 

 Following our retail fertilizer example, retail customers may expect the standard custom 
application service as part of the expected product. However, the custom application service 
provided by the most highly trained drivers in the market and a guarantee that the driver will 
be in the fi eld within 60 minutes of the promised time is likely to exceed customer expecta-
tions. A comprehensive agronomic plan developed by a trained agronomist and updated 
annually with a personal visit from the agronomist may send signals that this fi rm is adding 
more value than competitors. Or weekly text messages to key accounts giving updates of 
changes in growing conditions and pest and disease problems may clearly communicate that 
this fi rm goes above and beyond for their customers. It is this level of attention to customer 
needs that drives the value added product and starts to more clearly delineate fi rms in the 
market. 

 One last dimension of the product exists, the  potential product . Here, the focus is on the 
future — what is the next benefi t that customers will seek from the fi rm? How will the prod-
uct bundle be managed to add even more value for customers? Once the value added product 
is successful, the fi rm must actively look for other possibilities in the marketplace because 
competitors will seek to emulate any success the fi rm may enjoy. 

 The potential product for the retail fertilizer fi rm might include investing in a new infor-
mation management system to allow the fi rm to track comprehensive yield, fertility, and 
weed and pest data by fi eld for customers. Or, it might mean acquiring a multiple-nutrient 
variable rate applicator guided by a global positioning system (GPS) which will allow the 
fi rm to apply precise levels of fertilizer on an as-needed basis as the rig moves across a fi eld. 
It could be an interactive website that allows producers online access to a databank of key 
agronomic information. The potential product may mean bundling up these types of services 
with even more professional advice to deliver a precision agronomic package far superior to 
any other offering in the market. The focus here is innovation and making sure the fi rm stays 
ahead of competitor attempts to deliver the value added product and the expected product. 

 Note that the ability to meet and exceed customer expectations is heavily infl uenced 
by what competitors offer. Unfortunately, if any of the value added attributes provided by a 
fi rm are also provided by competitors, in the customer’s mind these benefi ts may become 
expected, taken for granted, and will not be as effective in differentiating the product offer-
ing. In this case, which is probably the typical one, actual delivery of the benefi t becomes the 
deciding factor: if the fi rm does the same thing as a competitor, but can do it better in a way 
customers truly perceive to be unique, and benefi cial to their operation, then there is still an 
opportunity for differentiation. 

 Value is a matter of customer perception — it is based on what the customer believes to be 
true. As managers, it is sometimes easy to lose sight of what customers value. Marketing 
games of one-upmanship can lead to a “bell-and-whistle war” with little regard for whether 
the customer actually wants the new feature provided. Just because a major competitor 
has added another service does not mean that it is time to add the same service. Failing 
to carefully consider the new feature from the customer’s perspective may add cost to the 
product for something that is not valued by the customer. Letting customer needs — current 
and anticipated — guide construction of the value bundle is a fundamentally important 
marketing concept.   
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 Product adoption and diffusion 

 The manner in which customers adopt a new technology, a product, or a service is another 
important part of a fi rm’s product strategy. The adoption process is tied closely to a prod-
uct’s life cycle and suggests how new products should be introduced into the market. 
E. M. Rogers, using hybrid seed corn as the focus, did the classic research into the adoption–
diffusion of new products. Rogers ( 1995 ) suggested that ideas are diffused through the 
market in systematic stages: 

  1.    Awareness : at this stage, people have heard about the product but lack suffi cient 
information to make a purchasing decision  

  2.    Interest : a potential customer becomes interested enough to learn more about the product  
  3.    Evaluation : the customer decides whether or not to try the product  
  4.    Trial : the customer samples the product  
  5.    Adoption : the customer integrates the product into a regular-use pattern    

 Some individuals who adopt products more quickly than others tend to be  opinion leaders.  
These people are watched carefully and followed by other customers in the market. Some 
opinion leaders actively attempt to infl uence others within their sphere. This group of 
opinion leaders is an extremely important one to agrimarketers. And, many agribusinesses 
spend considerable time and money identifying opinion leaders and working closely with 
them to build favorable relationships. 

 As a new idea or technology is introduced into the market, Rogers found it will be adopted 
in a systematic way as more and more users adopt the idea. He classifi ed users into fi ve 
distinct categories according to how quickly they adopt a new idea. 

 Rogers’s research (Figure  7.4  ) suggests that the total number of individuals willing to try 
a totally new idea is very small, perhaps about 2.5 percent of a given market.  Innovators  are 
these venturesome people who like to try new ideas. They are not necessarily opinion lead-
ers; since they try so many new things, their peers may regard them as a bit unconventional. 

 The second wave of individuals who try a new technology are called early adopters. 
 Early adopters  (about 13.5 percent of a market) are respected individuals who adopt new 
ideas quickly but with caution, usually after observing the experience of the innovators. 
They are usually key opinion leaders in the community and are therefore highly important to 
the agribusiness marketer. 

    Figure 7.4      Categories of new technology adopters   
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 The  early majority  (about 34 percent of a market) form the third group of adopters. 
Individuals in the early majority are deliberate people who see themselves as progressive, 
but not generally as leaders. They form a large and important market for any product or 
service. Following the early majority in the adoption process are the late majority. The  late 
majority  (another 34 percent) tends to be skeptical in their view of new ideas, and adopt 
them only after considerable evidence of performance and/or satisfaction has been shown. 
This group follows the majority opinion. Finally,  laggards  (16 percent) are tradition-bound 
individuals who take so long to adopt new ideas that by the time the ideas are adopted, they 
are no longer new. 

 This pattern of new technology adoption holds for most new ideas, both within the 
food and agricultural markets and outside these markets. Agrimarketers who introduce new 
products can initially focus their total marketing program toward the innovators and early 
adopters, gradually changing their marketing strategy as the product is accepted by the 
other adopter categories over time.   

 Product life cycles 

 A fi nal concept that is important when developing a product strategy is the product life cycle 
idea.  Product life cycles  relate to the sales and profi ts of a product or service over a period 
of time. Product life cycles are the predictable way in which sales and profi ts of a product 
unfold as a product is introduced, sales grow rapidly, the market matures, and the product 
ultimately declines in the marketplace. There are several distinct phases in the life of a 
product, from its development and initial introduction to its eventual removal from the 
market (Figure  7.5  ).          

 The  development stage  is that period in which the market is analyzed, and both the prod-
uct and the broader marketing strategy are developed. During this time there is no revenue, 
but there are signifi cant expenditures for product and market development. For example, this 
is the period when a new rabbit feed is researched, formulated, and tested, while plans are 
developed for its introduction into the market. 

 The  introductory stage  is that period in which the new product fi rst appears on the 
market. Usually, there are high costs associated with introducing a new product. The new 
rabbit feed may require a heavy promotional effort and special offers to dealers to stock the 
product, both of which reduce the probability of early profi ts. At some time during the intro-
duction period, the product should begin to show a profi t, depending on the degree of its 
success. A number of introductory strategies are possible. The fi rm might choose to make 
heavy introductory expenditures to reduce the time for consumer acceptance. Or it might 
introduce the product without fanfare, simply adding it to the product line at perhaps a low 
initial price, in the hope of minimizing introductory costs. 

 The  growth stage  is a period of rapid expansion, during which sales gain momentum and 
prices tend to hold steady or increase slightly, as fi rms try to develop customer loyalty. The 
distribution system is expanded, which makes the product available to a larger market. 
Profi ts expand rapidly because fi xed costs are spread over a larger sales base. However, at 
some point during the growth stage, it is common for costs to begin to increase as the fi rm 
attempts to reach increasingly diffi cult new markets. In addition, the visibility of increasing 
profi ts often attracts new competitors to the market. As the fi rm attempts to reach new, less 
familiar markets and the effects of competition begin to be felt, growth slows, and profi ts, 
while still increasing, begin to increase at a decreasing rate. 
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    Figure 7.5      The product life cycle   
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 Plate 7.2    New product development
Even in the earliest stages of development, the product life cycle is an important consideration 
for agribusiness marketers. Purdue Agricultural Communications photo/Tom Campbell. Used by 
permission.
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 The  maturity stage  is characterized by slow growth or even some decline of sales as the 
market becomes saturated. Sales lag because most of the potential customers have been 
tapped and because competitors have entered the market, leaving only new sales to the late 
majority and laggards and replacement sales to established customers. This stage usually 
lasts longer than the others, so most products in the market at any point in time are in 
this stage. 

 Much marketing activity is designed to prolong the maturity stage by propping up sales 
and protecting profi ts. Competition often becomes intense in the maturity stage as competi-
tors battle for market share, often using price as a weapon. Firms struggle to refi ne their 
product by changing design, adding features, making new advertising claims, and develop-
ing promotional campaigns and incentives to protect or enhance market share. Strategically, 
fi rms hope to differentiate their product suffi ciently to push it back into the growth stage. 
But all this additional marketing activity drives costs up, and profi ts begin to decline. How 
rapidly profi ts decline in the maturity stage depends on a host of factors, but this decline 
is always of major concern to management. 

 The  decline stage  fi nds sales declining more rapidly. Changes in consumer preferences 
or new substitute products may hasten the death of the product. As the product dies, profi ts 
slip to zero or become losses, and some fi rms withdraw from the market. The remaining 
fi rms may reduce marketing expenditures, until eventually the product may disappear totally 
from the market. 

 Many fi rms fi nd the decline stage very diffi cult to manage. Managers who have built their 
professional careers around the growth of a product are sometimes emotionally involved 
with the product and are thus reluctant to admit its decline. Marketing managers may legiti-
mately expect sales growth to resume as economic conditions change. In any case, to drop a 
product from the line and to decide on the best timing for this action is a diffi cult decision. 
Yet attempting to prolong the life of a product may drain the fi rm fi nancially and preclude 
the development of new products. 

 The evolution of a product through its life cycle presents the essence of product decisions 
for the marketing manager in the agribusiness fi rm. Although each product has a life cycle, 
the life cycle can look very different from one product to another. Some products have short 
life cycles lasting only a year or two, while others may have life cycles that span decades. 
One of the marketing manager’s jobs is to use the marketing tools at their disposal to prolong 
the profi table life stages. In an age of social media with information available everywhere, 
all the time, product life cycles and the adoption process can become incredibly compressed. 
Such compression puts pressure on agribusiness marketers as the window for success can be 
very small before a competing product/service is introduced by a competitor.    

 Price decisions 

 Pricing is a critical marketing decision because it so greatly infl uences the revenue generated 
by an agribusiness. Pricing decisions do this in two ways: 

  1.   Price impacts revenue as a component of the revenue equation:

         (revenue price quantity sold)= ×

  2.   The price level itself greatly affects the quantity sold, through its effect on demand 
relationships for the product or service.    
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 Complications arise because these two price effects work in opposite directions. Lower 
prices produce less revenue per unit, but usually generate an increase in quantity sold, while 
the opposite is true when price is increased. Of course, increased sales mean that fi xed costs 
are spread over more units; therefore, per unit costs may be reduced, at least to a point. The 
net result is that pricing decisions are a real challenge to marketers. 

 Some price decisions involve highly complex mathematical methods, while others depend 
on simple rules of thumb or intuitive judgments. The type of product, customer demand, 
competitive environment, product life-cycle stage, and  product mix  are some of the factors 
considered in price determination. A successful pricing strategy is made after giving careful 
consideration given to the value delivered, the cost of the product/service bundle, the goals 
of the pricing strategy, and the pricing strategies of competitors. 

 The perceived value of the product bundle becomes a ceiling on the price charged (Figure 
 7.6  ). If the fi rm sets the price higher than the perceived value, the customer’s benefi t/cost 
calculation moves in the wrong direction and the customer won’t buy the product. Obviously, 
fi rms must understand the value they provide to customers when developing a pricing 
strategy. 

 The fi rm’s total cost of providing the product bundle provides a fl oor on price. At least 
over the longer run, the fi rm must cover full costs through the sale of the product if it is to 
remain in business. However, the fi rm can never focus entirely on costs when making a pric-
ing decision. In the end, customers do not care what it cost the fi rm to provide a product 
bundle; they only care about the value it creates for them. 

 The fi rm’s pricing goals are important considerations in any pricing decision — what does 
the fi rm want to accomplish with the pricing strategy? Is the goal to maximize market-
penetration, getting as much market share as possible, as quickly as possible? Or is the 
agribusiness less concerned about market share and more intent on skimming profi ts in 
the short-run, knowing that a premium price and strong margins will attract competitors 
over time? A variety of other goals are possible, each with a unique impact on the fi rm’s 
pricing strategy. 

 Finally, the fi rm must evaluate the competition as it makes pricing decisions. In the end, 
the agrimarketer wants to know what value competitors add and what pricing goals 
they have for their bundle of products and services. This is important since the value the 

    Figure 7.6      Upper and lower limits on pricing decisions   
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competitor provides sets a standard the agribusiness will be measured against. As mentioned 
earlier, remember that value is a relative idea and any value bundle provided by an 
agribusiness is judged relative to that of their competition. 

 In the end, if a profi t cannot be made by pricing the product based on the value it delivers, 
at least one of three conditions exists. First, costs may simply be too high — the fi rm needs to 
become more effi cient. Second, the product may not deliver enough value compared to the 
(effi cient) production and marketing cost of the product and continued production should be 
questioned. Third, the product may support other products in some way and the fi rm may 
want to continue production at a loss.  

 Pricing strategies 

 Armed with a thorough understanding of the value provided, the costs of producing and 
delivering the product bundle, the fi rm’s pricing goals, and the competitor’s strategies, an 
agribusiness marketer is ready to make a sound pricing decision. Let’s take a look at some 
ways to put all of this information together by exploring several commonly used 
pricing strategies.  

 Cost pricing 

  Cost-based pricing  or  cost-plus pricing  is a pricing method based on adding a constant 
margin to the basic cost of the individual product or service. This margin is intended to cover 
overhead and handling costs, and leave a profi t. In retail businesses, such as farm supply or 
food stores, it is a simple matter to “mark up” merchandise by some percentage.

        
Cost markup of selling price$ . . % $ .1 00 1 30 30 1 30( ) × ( ) = ( )

 Farm construction fi rms sometimes operate on the basis of the cost of materials plus a per-
centage. The markup theoretically represents the cost of handling the product or performing 
the service; it therefore varies with different product lines and among different industries. In 
reality, the markup may not refl ect costs accurately and markups may be more likely to be 
based on tradition rather than logic. 

 A problem with cost-plus pricing is the diffi culty of allocating fi xed or overhead costs to 
a specifi c product or service. Many accounting systems simply are not adequate to determine 
how much of the overhead cost should be allocated to each product. And, even if a method 
for this kind of determination existed, the cost of keeping track of time spent on such related 
product-specifi c expenditures is prohibitive in many cases. 

 Yet, because of its simplicity, the cost-based pricing method is popular, especially for the 
retailing of large numbers of products. In addition, computerized management information 
systems allow cost data to be measured and allocated more precisely which facilitates the 
use of this strategy.   

 Competitive pricing 

  Competitive pricing  lies at the other end of the spectrum. While cost-based pricing methods 
tend to ignore market conditions, competitive-pricing methods essentially base price on 
competitors’ prices. This method involves setting price at the “going rate,” according to 
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some general market average. An agribusiness employing this strategy may simply follow 
the price lead of a competitor. 

 Competitive pricing does not always involve matching the competitors’ price; a price 
may strategically be held above or below that of competitors. A local lawn and garden store 
might choose to hold its price consistently above that of a large chain discount store. Or a small, 
independent grain elevator with very low overhead costs may choose to regularly offer two 
cents per bushel more than a large cooperative competitor who dominates the local market. 

 Because competitive pricing is the norm in commodity-based markets, the strategy is 
widespread in agribusiness, and is used many times by smaller fi rms whose markets are 
dominated by larger fi rms. This works well as long as the smaller fi rm has a favorable cost 
structure relative to other fi rms or is small enough not to be a major threat to the larger fi rm. 

 When one fi rm’s value bundle is quite similar to another fi rm in the market, price usually 
becomes a major factor in the buying decision. When fi rms struggle to differentiate their 
products and services, it is diffi cult to price above the market level. Consequently, most 
agribusinesses keep a close eye on the market price and vary from it only in subtle ways. Of 
course, this causes major problems for any agribusiness that does not have an effi cient cost 
structure. Less effi cient businesses are forced into fi nancial diffi culty because of the neces-
sity of keeping prices competitive. And it is not uncommon for agribusinesses that are in a 
low-cost position to intentionally exert pressure on their higher-cost competition in order to 
increase market share. While there is nothing clandestine or illegal about this, the effects can 
be devastating for the less effi cient agribusiness and benefi cial for the customers.   

 CTO (contribution-to-overhead) pricing 

  CTO (contribution-to-overhead) pricing  is a method of encouraging extra sales by selling 
additional product above and beyond some base sales projection, at a price slightly greater 
than the additional out-of-pocket costs of handling the product. In other words, CTO pricing, 
which is also called marginal-cost pricing, ignores the full cost of producing and selling 
a product, and focuses on the incremental cost of making the sale. This strategy assumes 
the overhead costs will be covered by normal sales as projected, so that if additional products 
are sold at any price whatsoever that is above their variable cost, they will make a contribu-
tion to overhead and profi t that would not otherwise exist. (See Chapter 12 for a detailed 
description of volume–cost relationships.) 

 The logic of this pricing method is quite compelling when viewed in terms of the mar-
ginal or extra sales opportunity. Since many agribusiness sales are made on a negotiated 
basis, there is ample opportunity for using CTO pricing methods to increase sales. Whenever 
fi xed costs are a major component of total costs, as they are in many agribusiness industries, 
there is great temptation to utilize this method of increasing sales, making additional 
contributions to overhead, and increasing total profi ts. 

 The big problem with this strategy is limiting CTO pricing to only marginal or extra sales. 
In reality, there is a great tendency for competitors to react to the lower “spot” price, which 
causes the average market price to tumble, leaving the market unstable at best or in a sham-
bles at worst. The key is holding CTO pricing to marginal sales.   

 Value-based pricing 

  Value-based pricing  is a strategy that prices at a level at or slightly below the estimated 
perceived value of the product/service bundle. This idea makes sense — if the product is 
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brought to the market at a price at or just lower than the perceived value, it should receive a 
favorable response from customers. The challenge is determining just what the perceived 
value of the bundle is to the customer.  Economic value analysis  is one way to formulate a 
price that refl ects the economic value in a product. Here, the price that should be charged 
for a product is determined by dividing the product’s economic value into two parts: the 
reference value and the differentiation value. 

 The  reference value  of a product is the price of a competing product or the closest 
substitute. This reference value forms a starting point for the price calculation. The 
 differentiation value  is the perceived value of the new product’s unique attributes. To 
determine the price, positive perceived values of attributes are added to the price of the clos-
est substitute (the reference value). Any negative perceived values of attributes are then 
subtracted from the reference value to fi nd the total economic value of the product. The 
marketer may use this value-based price directly in the marketing strategy, or the marketer 
may use this price as a starting point from which to initiate some of the other pricing 
strategies presented.   

 Penetration pricing 

 In a  penetration pricing  strategy, a product is offered at a low price in order to gain broad 
market acceptance quickly. These strategies are used primarily to introduce new products 
into a market, particularly price-responsive products that must sell in large volume to reduce 
per-unit costs. Penetration pricing can quickly cut into the sales of established competitors, 
even in cases where brand loyalty may be a factor. This strategy is also used in situations 
when a competitive product is expected to follow quickly, with the logic that the fi rm in 
the market fi rst may be able to stake an initial claim on customer loyalty. After a new 
product has gained customer acceptance, the price may be gradually increased to a more 
profi table level.   

 Skimming the market 

 A  skimming the market  strategy is virtually the opposite of penetration pricing. Skimming 
involves introducing a product at a high price and making excellent profi ts on the sales 
that are made initially. Then, as this relatively limited market becomes saturated, the price 
is gradually lowered, bringing the price into a range affordable to more customers. The 
appeal of this strategy is it affords the opportunity to maximize profi ts on new products as 
quickly as possible. Skimming the market works best with products that are new, unique, 
fairly expensive, hard to duplicate quickly, and sold by fi rms that are well known and 
respected in the industry.   

 Discount pricing 

  Discount pricing  offers customers a reduction from the published or list price for some 
specifi ed reason. Volume discounts are common among agribusinesses. The purpose 
of a volume discount is to encourage larger purchases, which reduce per unit costs and 
promote more sales. Volume discounts can be on a per order basis, but they more com-
monly accumulate throughout the season or year, and may take the form of a rebate at 
the end of the season. This kind of discount is frequently associated with customer loyalty 
programs. 
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 Cash discounts are designed to encourage prompt payment for products and services. 
There are an infi nite variety of cash discount programs. Many use terminology such as 
“5/10, net 30,” which means that the customer will receive a 5 percent discount if the invoice 
is paid within ten days, but the full amount is due in 30 days, regardless. Because of 
the tremendous seasonality in most agribusiness industries, cash discount programs are 
widely used. 

 Early-order discounts are often given by manufacturers of agribusiness products as an 
incentive to order and/or take possession of products in the off-season. Because of storage 
and shipping problems in peak season, many manufacturers aggressively promote early 
shipment with very signifi cant price reductions. Crop protection chemical and seed fi rms 
make wide use of early-order programs, sometimes offering a host of non-price incentives 
to accompany price discounts, such as “one free with each pallet ordered.” Sometimes 
price protection programs are included to protect the early buyer against late-season price 
reductions by guaranteeing customers that if the price falls later during the heavy-use season, 
the buyer will receive a rebate, effectively giving them the lower price.   

 Loss-leader pricing 

  Loss-leader pricing  involves offering one or more products in a product mix at a specially 
reduced price for a limited time. The idea is to encourage long-term adoption of that particu-
lar product. In a retail store setting, the featured item is also expected to draw customers to 
the store and increase sales in all other product lines. Featured items are sometimes even 
sold at cost in order to boost store traffi c. Loss leader pricing is common in consumer retail 
settings, such as farm-home stores, nurseries, and food stores.   

 Psychological pricing 

  Psychological pricing  involves establishing prices that are emotionally satisfying because 
they sound lower than some virtually equivalent price. Odd prices, such as 99 cents, sound a 
great deal less to customers than $1. “Two for $1.99,” instead of “$1 each,” gives the illusion 
of a special deal, and appeals to the customer’s instinctive attraction to a bargain.   

 Prestige pricing 

  Prestige pricing , on the other hand, appeals to a high-quality, elite image. Many people 
have a strong belief that “you get what you pay for” and tend to equate price and quality on 
an emotional basis. Here, even prices — $50 or $100, for instance — are often used to com-
municate a prestige image. Prestige pricing is used in agribusiness, especially by any fi rm 
that is pursuing a high income, discriminating consumer. Premium dog food, unique food 
items, and quality wines would all be products likely to carry a prestige price.   

 An example 

 To illustrate some of the concepts involved in developing a pricing strategy, let’s consider 
an example. The focus is a manufacturer of agricultural chemicals that is bringing a 
new nitrifi cation product, Ni-Tri, to the market. Nitrifi cation products are used with anhy-
drous ammonia to enhance yield and improve dry-down in corn. Farmers look for four 
attributes in nitrifi cation products: (1) increased yield; (2) drier corn; (3) easier harvest; 
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and (4) environmental safety. This manufacturing fi rm is looking to employ perceived value 
pricing, and needs to estimate the perceived value of their new product. 

 Ni-Tri’s closest competitor is a product called Enforce, which is currently priced at 
$36.00 per gallon. This $36.00/gallon becomes the reference value for the new product. 
Based on an economic assessment of Ni-Tri’s benefi ts relative to those of Enforce, the 
following information is obtained: 

  Selling Price of Enforce $36.00/gallon  
  Perceived positive value of drier corn Ni-Tri attribute $2.50/gallon  
  Perceived positive value of easier harvest Ni-Tri attribute $2.50/gallon  
  Perceived positive value of environmental safety Ni-Tri attribute Unknown  
  Perceived negative value of yield Ni-Tri attribute −$3.00/gallon  
  Total economic value $38.00/gallon    

 Here, the makers of Ni-Tri could price the product somewhere around $38.00 per gallon —
 $36.00/gallon reference value and $2.00/gallon differentiation value — to refl ect the 
economic value the producer would receive from using the product. Note that it proved 
impossible to put an economic value on the environmental benefi t in the example above. The 
product manager for Ni-Tri will need to make a judgment call as to just what this benefi t will 
mean to the target market. Accordingly, the fi nal selling price may be a little higher than 
$38.00 per gallon. 

 At this point, the fi rm’s pricing goals haven’t been considered and the strategy doesn’t 
really address the competition to any degree. Let’s consider some other ways of looking at 
the problem that incorporate pricing goals and competitors in the decision-making process. 

 One strategic alternative would be to build market share. To increase market share through 
pricing, it is important to price at a level where the ratio of perceived value to selling price 
is higher than that of the closest competitor — a form of penetration pricing. If Ni-Tri has a 
perceived value that is 5 percent higher than Enforce, then Ni-Tri justifi es a higher price than 
the competitive product. As long as the actual price premium is less than 5 percent, then 
Ni-Tri will be in a position to gain share on Enforce:
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 Here, Ni-Tri will take market share away from Enforce since customers will fi nd they 
get more value from every dollar they spend on Ni-Tri relative to Enforce. As the price of 
Ni-Tri is reduced, Ni-Tri should pick-up more market share on Enforce. 

 The same idea could be applied to a situation where Ni-Tri’s makers were more con-
cerned with skimming the market and less concerned about market share. Here they would 
price the product so that the selling price of Ni-Tri was more than 5 percent higher than that 
of Enforce. Ni-Tri will show a higher margin on each sale, but customers will fi nd Enforce 
to be the better value over time and Ni-Tri will eventually lose market share. 

 The fi rm could combine the above pricing approaches with volume and cash discount 
programs, and an early order discount program to complete its pricing strategy. One fi nal 
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dimension that should also be mentioned is the issue of competitive response. The above 
examples have intentionally been over-simplifi ed to illustrate the key concepts involved. But 
in reality, anticipating and managing the price response of the competition is a crucial part 
of a successful pricing strategy.   

 Legal aspects 

 Pricing is a delicate issue, from both marketing and legal standpoints. There is a great deal 
of federal legislation that clearly prohibits any form of collusion among fi rms in establishing 
prices or discrimination against particular customers. The Sherman Act (1890), the Federal 
Trade Commission Act (1914), and the Clayton Act (1914) provide the foundation for U.S. 
antitrust law and prohibit acts (including pricing) that substantially reduce competition 
among fi rms. 

 The Robinson–Patman Act (1936) strengthened the Clayton Act and strongly forbids 
pricing acts that discriminate among buyers without a cost justifi cation. Any product of like 
kind and quality that crosses state lines must be offered to all purchasers at the same price, 
unless it can be clearly demonstrated that the price differences are based on differences in 
the cost of serving various customers. Similarly, any discounts or allowances made to 
one customer must be available to all customers. Local businesses that are not involved in 
interstate commerce and that are the fi nal seller may sell at any price they choose to any 
customer, so long as they are not in collusion with other sellers. These laws are enforced 
by the Federal Government through the Department of Justice and the Federal Trade 
Commission. In addition, competitors and/or customers can sue fi rms violating these 
rules. The fi nancial penalties for violations of these pricing laws can run into the hundreds 
of millions of dollars.     

 Promotional decisions 

 Promotional activities in the agribusiness are designed to do one thing — effectively com-
municate the value of the fi rm’s products and services. Any marketing strategy incorporates 
a variety of methods for informing customers of the value of the fi rm’s products and services 
and convincing them the fi rm provides the best product to suit their needs. This part of the 
marketing strategy is basically a communications process intended to educate the customer 
and encourage a positive buying decision. 

 The  promotion  mix chosen by the agribusiness fi rm is typically a combination of adver-
tising, personal selling efforts, general public relations activities, and sales support programs. 
The mix must consider the life-cycle stage of the product, the stage of product adoption in 
the marketplace, competitors’ actions, and available budget. The promotion mix is designed 
to support and complement the total marketing program (Figure  7.7  ). 

    Figure 7.7      The promotion strategy process   
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 Developing a promotion strategy typically involves the following steps: 

  1.    Identify the target audience : In general, the target audience falls within the target 
market. But, the target audience for a specifi c promotional effort could be any number 
of different groups, including specifi c groups of prospects, a group of  key infl uencers  
(people who have some infl uence on the purchase decision, but don’t actually make the 
decision), or a group of former customers the fi rm wants back. The target audience 
determines what the promotional strategy will say, and how, when and where to say it 
to most effectively reach that specifi c segment.  

  2.    Determine the communications objective : Here the fi rm decides the action they want to 
encourage as a result of the communication. This desired action may be an immediate 
purchase, it may be to remind the customers of something, or it could be to change a 
non-customer’s attitude. This step is clearly related to the product adoption model 
described earlier. The fi rm would have a different objective for customers in the aware-
ness stage as compared to customers in the adoption stage.  

  3.    Design the message : Here, the marketer creates a message consistent with the 
communications objective. Ideally, the message will get the audience’s attention and 
elicit the desired action. This is a truly creative phase of the market communications 
process.  

  4.    Select the communication channel : There are a variety of channels available to the agri-
business marketer and these are discussed below. In this step of the process, the mar-
keter decides which of these channels to use. In most cases, a variety of channels are 
employed. For example, a promotional campaign for a new breakfast cereal might 
involve television advertising, coupons in the print media and online, a dynamic and 
informative website, personal sales calls to food retailers, and in-store merchandising 
support such as signs and display racks.  

  5.    Manage the implementation of the program : This step involves allocating the promo-
tional budget to the various activities, coordinating the market communications process, 
and measuring the results of the process. While heavily centered on management activ-
ities, this is a fundamentally important part of any successful market communications 
effort.    

 Virtually any marketing communications strategy, no matter how large or small, will go 
through these steps either formally or informally. Now, the key market communications 
channels will be discussed.  

 Advertising 

  Advertising  is mass communication with potential customers, usually through public 
communications media such as television, radio, newspapers, magazines, or the Internet. 
Some advertising is  institutional  or  generic advertising , or intended not to promote 
a particular product but rather to build goodwill for the total company or industry. 
Most advertising is  product advertising , designed to promote a specifi c product, service, or 
idea. 

 Advertising performs several important functions. First, it creates awareness about the 
product, which facilitates personal selling efforts. In some cases, public exposure through 
communications media lends a degree of credibility to the product. Psychologically, a poten-
tial customer comes to feel that a nationally advertised product must be worth considering. 
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An advertisement can motivate a customer to seek out the product, or can at least serve as a 
reminder of the product’s existence. Advertising also performs an educational function, 
helping customers to learn more about the company, the product and its use. Finally, adver-
tising can reinforce the value of a purchase that has already been made. Research suggests 
that recent purchasers of a product are among those most likely to read an advertisement 
for that product. 

 Much advertising is initiated and sponsored by manufacturers of agribusiness products. 
Some of this advertising is oriented toward the dealer or distributor to infl uence ordering and 
selling decisions. But much manufacturer-sponsored advertising is aimed toward the prod-
uct’s end-user; in this case, the farmer or the consumer. The idea is to encourage ultimate 
demand to “pull the product through the pipeline,” hence the term pull strategy. 

 Geographically broad advertising is usually the sole responsibility of the manufacturer. 
But local advertising, cooperatively sponsored by the manufacturer and the local 
dealer or distributor and called  cooperative advertising , is also very common in agribusi-
ness. The manufacturer, with the name of the local agribusiness inserted and the cost jointly 
shared, usually prepares local advertisements. The manufacturer may also supply the local 
agribusiness with fl yers, posters, or product brochures, and may even send direct-mail adver-
tisements, with the local business name imprinted on the advertisement, to local customers. 
Helping dealers develop web sites that ultimately promote the manufacturer’s products and 
services is also an important strategy. 

 There are a wide variety of communication media ready to carry the agribusiness’s mes-
sage. Television is used heavily by national food manufacturers, but much less used by 
manufacturers of farm inputs. Radio is used more commonly by local agribusinesses, since 
it is less expensive and can target the farm audience by tying into agricultural programs such 
as market news and farm broadcasts. 

 Magazines are an important media for both food companies and agricultural input com-
panies. A variety of local, regional, and national magazines provide an important method 
of communication with customers. An enormous number of specialty magazines appealing 
to tightly defi ned groups enable marketers to focus on publications of specifi c interest to 
their target market. Likewise, agricultural input fi rms can purchase advertisements in gen-
eral farm publications serving all of agriculture or very specifi c publications serving only 
particular types of producers. Trade magazines geared to specifi c types of agribusinesses are 
also widely used to communicate with dealers and distributors. Many of these publications 
are supported by an aggressive web presence with engaging websites, daily or weekly web-
letters, blogs or other feedback mechanisms that provide a vehicle for dialogue about a story 
or issue, and video and audio presentation of news. 

 Newspapers are an especially important medium for both food retailers and food manu-
facturers. Inserts and coupons represent an important form of advertising for both groups. 
Agriculture-specifi c newspapers are another important medium for agribusinesses. They 
often have strong followings of agricultural producers and of other agribusiness profession-
als. Likewise, local agribusiness fi rms usually fi nd advertising in local newspapers to be a 
cost-effective way to reach their clientele. 

 Direct mail remains an important media for agribusiness marketers. Agribusiness market-
ers can build huge databases containing detailed information on customers and prospects. 
Using these databases, marketers can tightly defi ne targeted direct-mail promotions to very 
specifi c groups of individuals. For example, a feed company might desire to promote a new 
feed program only to Iowa pork producers with at least 1,000 sows, who use all-in/all-out 
production methods. Using the fi rm’s database, contacting these groups with a letter or a 
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promotional DVD is a relatively simple process. Such efforts are very cost effective and well 
received by the target audience as the information is targeted to their specifi c needs. Likewise, 
such databases can drive telemarketing efforts or email/e-letter campaigns with similar, 
positive responses. 

 Many of the direct mail tactics also apply to the email delivery of important information 
to key customers. Often, a targeted direct email is customized with the grower’s name and 
specifi cs related to their operation. Links to videos or fact sheets are readily positioned 
within the direct email, making a customized approach directly targeted toward a specifi c 
customer. Agribusiness fi rms often fi nd value in tracking who has read the email, followed 
through to the link or visited their website as a result of the communication. 

 Cell phones and text messaging can be an important means of connecting with customers. 
Another strategy taking advantage of communications technology is word of mouth market-
ing. Word of mouth teleconferences, where an expert leads a dialogue on a new product or 
service that is supported by a customer who relates personal experience with a product, can 
be a powerful way of providing information to potential buyers. 

 As alluded to earlier, the Internet is an important promotional tool for food and agribusi-
ness fi rms. Company websites provide important product information, including the location 
of dealers who carry the product. Food companies have created highly educational and 
entertaining web sites to encourage frequent access to the sites. Password-protected areas 
are used to allow customers to access personal data, or to allow access to a higher level of 
information that the fi rm only wants to make available to qualifi ed individuals. Banner ads 
can be used to promote goods and services on other sites. The ability to collect detailed 
information on customers allows the agribusiness marketer the ability for personalized email 
campaigns, and other more sophisticated website strategies. When the information manage-
ment, communications capabilities, and convenience of the telephone/Internet are consid-
ered, it is clear that the Internet is part of a fi rm’s product and place/distribution strategies, 
in addition to the promotion strategy role. 

 Determining how much to invest in advertising is a challenge for most agribusinesses, 
since it is diffi cult to determine the actual effect of advertising on sales. Large manufacturers 
of agribusiness products and their advertising agencies spend a great deal of money 
attempting to measure the effectiveness of different advertisements. As one executive put it, 
“I know half of my advertising is wasted — and if I could determine which half, we’d cut it 
out!” This is a big problem for smaller agribusinesses because they may not have the 
resources to effectively monitor the impact of advertising/promotion. Most local agribusi-
nesses tend to do little media advertising, tending to focus on other promotion strategies. 
These fi rms argue that their best advertising in the local market is “satisfi ed customers,” and 
choose to allocate their promotional dollars to customer meetings and personal contacts, or 
simply to sell at a lower cost. Advertising budgets for local farm-oriented businesses are 
generally limited to 1 to 2 percent of total sales or less. Larger organizations may spend 5 to 
10 percent of total sales on advertising, especially if they are consumer goods companies 
looking to build national or international brands. 

 As with any economic equation, there may be a cost associated with choosing to limit or 
decline advertising opportunities. Companies large or small must consider the cost of not 
advertising, or of investing too little in an advertising effort. Competitors may take advan-
tage of a fi rm’s absence in advertising channels, thereby gaining an advantage in presence 
before the customers. Understanding the target market and where they get their news and 
information helps agribusinesses to determine where and how to invest their advertising 
budgets. 
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 A standard marketing adage is that prospects must see or hear your marketing message 
an average of seven times before taking action to purchase a product or service from a 
company. An advertising strategy, combined with some or many of the tactics mentioned 
above can go long way in extending the value and repeating the message to reinforce 
customer awareness and their ultimate action toward purchasing products or services from 
your company.   

 Sales promotions 

  Sales promotions  are programs and special offerings designed to encourage interested 
customers and prospects into making a positive buying decision. There is an almost 
infi nite variety of such tools, and many are used extensively by agribusinesses to 
support personal selling and advertising activities. These tools range from the very 
expensive to the very inexpensive, but are felt by many to strongly infl uence customer 
decisions. 

 Some of these programs are aimed directly at the fi nal consumer or the farmer. Giving 
prospects and customers hats, caps, jackets, belt buckles, pens, fl ash drives, and myriad other 
“freebies,” all imprinted with the company logo, has become so common that farmers and 
ranchers have come to expect it. Often, larger producers are being “entertained” over a meal 
by marketing people as a means of getting their undivided attention. Food shoppers are the 
focus of a vast array of promotional activities including free samples, coupons, special offers 
(buy one, get one free), contests, games, incentive programs (accumulating “purchase points” 
to redeem for prizes, for example), and rebates. Loyalty programs, which encourage 
repeat buying by offering various rewards based on accumulated purchases, have become an 
important form of retail sales promotion. 

 Such sales promotion programs are an integral part of agribusiness marketing strategies. 
However, many of these sales promotions are easily copied which can reduce their effective-
ness. As a result, some suppliers and retailers feel trapped by such promotions, but because 
of competitive pressures, are afraid to cut back on them. Thus expensive promotions and 
incentives should be entered into carefully with a clear objective in mind, and not simply 
as a quick reaction to a competitor’s offering. 

 Other promotional programs include educational sales meetings sponsored by suppliers 
and retailers for farmers, ranchers, and growers. Evening meetings and day-long seminars, 
often including a complimentary meal, as well as webinars or teleconferences provide 
producers with a great deal of important technical information while subtly promoting the 
use of the manufacturer’s products. Field days where farmers see products and services 
demonstrated in action are highly popular and effective. Regional trade shows where large 
numbers of suppliers attract thousands of farmers are also common. Farmer meetings and 
shows are an important communication and educational link between suppliers and produc-
ers. Similar activities are sometimes sponsored for food consumers. Cooking classes, 
wine tasting parties, and educational seminars on new foods can all encourage sales and 
build the fi rm’s image. 

 The variety of sales promotions used in selling to dealers and distributors is even 
more elaborate. Sales contests and incentive vacation trips are common. Some especially 
productive agribusiness managers may “earn” trips to an exotic resort for themselves and 
their spouses in the slack season, at the expense of their supplier. Dealer and distributor 
meetings during the winter months are usually well planned, educational, and often elabo-
rate and entertaining. Some suppliers develop educational and technical training programs 
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for their customers’ employees. Other incentives may link purchases with a key need of the 
dealer — buy a certain amount of product and receive an iPad, a laptop computer, or a cash 
rebate toward a particular type of crop protection chemical application equipment, for 
example. 

 Not all agribusinesses become extensively involved in well-developed promotional pro-
grams. Some choose instead to concentrate on service and price. However, sale promotions 
are an important part of the market communications strategy for most food and agricultural 
input fi rms.   

 Public relations 

  Public relations  is another important form of market communications. Public relations is 
the management and maintenance of a favorable public image of the organization as it relates 
to its customers. These activities are somewhat unique as a form of market communications 
as they typically infl uence the target audience in an indirect way. Such infl uence may be 
through favorable news stories or a blog that creates a positive image for the fi rm. In many 
cases, such activities involve an outside, objective party in some way to carry the message. 
As such, public relations activities are likely to be viewed as more objective than other forms 
of market communications. 

 Public relations activities can range from very direct — food company expenditures on 
nutritional education programs for school children — to very indirect — a favorable news 
story that shows how a local agribusiness helped coordinate the fundraising effort for an 
injured farmer. Tools used for public relations by agribusiness fi rms include media relations, 
or placing news stories carrying the company’s desired message in the news through televi-
sion, radio, print, and digital media; company communications, or using company announce-
ments (internal and external), speeches, and press releases to publicize the fi rm’s desired 
message; and lobbying, or working with legislators to encourage laws and regulations 
favorable to the fi rm and its products. 

 In general, public relations activities help solidify the position or image the fi rm is 
creating in the market. For the nutritional campaign, the message may be that the food com-
pany is concerned about the nutritional needs of children. For the fundraising story, the mes-
sage may be that the local fi rm really cares about the local community. Savvy agribusiness 
fi rms do not leave public relations activities to chance — they incorporate such activities into 
their promotional strategy. This may mean having the news media attend the roll-out of a 
new product, it may mean a column in the local newspaper on agronomic advice written by 
their fi eld agronomist, or it may mean a well-publicized community service activity in which 
the fi rm’s employees participate. Consumer or marketplace education activities are 
often highly effective promotional endeavors, and can be a positive tool toward building 
awareness and allow a unique opportunity for media coverage and propagation of company 
objectives. Such efforts may require little monetary investment, but may pay major 
dividends for the fi rm. 

 The explosion of social media can factor into public relations activities in favorable and 
unfavorable ways. Respected blogs or web postings that support a fi rm’s products/services 
can provide exceptional visibility for an agribusiness. At the same time, critics or disgruntled 
customers using social media can create a major challenge for a fi rm who has to “set the 
story straight.” Every major food and agribusiness has an aggressive and active digital media 
strategy to put this tool to work promoting products and services and monitoring critics and 
disgruntled customers.   
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 Personal selling 

 In most agribusinesses, the salesperson plays an important part in the market communica-
tions process. Promoting a product through personal selling provides the most fl exible and 
highest impact possible, since the salesperson can tailor the communication to meet the 
individual needs of the customer or prospect. This fl exibility is especially important for 
complex products where usage and benefi ts may vary dramatically from customer to cus-
tomer. For many agribusinesses, establishing a long-term relationship with priority custom-
ers is the focus of the marketing effort. And, personal selling plays a fundamentally important 
role in establishing such relationships. The agribusiness salesperson has the responsibility 
for not only taking the fi rm’s product/service offering to the fi eld, they also have the respon-
sibility for keeping the fi rm informed about what customers and prospects want and need. 

 While personal selling can provide an important impact as a market communications tool, 
it is also an expensive form of communications. Individual sales calls are costly, and agri-
businesses have invested considerable resources in technologies such as laptop computers, 
cell phones, and email, etc. to make salespeople as productive as possible. In addition, con-
siderable effort is invested in targeting accounts that will be served via a salesperson, versus 
those that might be served via a less costly approach such as telemarketing. 

 Given the importance of this form of market communications, even the smallest local 
agribusinesses now have an individual with the title of salesperson on their staff. And, those 
that don’t have a “salesperson” still rely heavily on personal contact and interpersonal 
communications to promote their product. Often the managers of such fi rms spend much of 
their time promoting products and services through personal contact. In larger agribusi-
nesses, the personal selling process is far more formalized and highly structured. Management 
of the sales force and its organization take on great signifi cance. Selecting, training, motivat-
ing, compensating, and territory allocation all become critically important decisions in the 
management of personal selling activities in the larger agribusiness. 

 Personal sales strategies are developed at all levels of the food and agribusiness markets. 
When a salesperson visits a farmer to discuss a new line of herbicides, the fi rm is using a 
personal sales strategy. Likewise, when a key account team from Kellogg’s meets with the 
procurement group of Kroger, Kellogg’s is using a personal sales strategy. 

 Personal selling clearly takes place throughout the many levels of the marketing channels 
for food and agribusiness products, not just at the fi nal consumer or retail level. And, as 
customers, whether they are farmers, processors, or food companies, get larger and more 
sophisticated, the importance of personal selling increases. Likewise, as products and pro-
grams become more complex, personal selling becomes more important. Let’s take a closer 
look at this important area of agribusiness management.            

 Marketing and sales 

 While sales and marketing are often talked about together, they are different activities. 
Refl ecting on the description of the selling activity, we can begin to see how sales and mar-
keting are related, and how these activities differ. As discussed earlier, a fi rm’s marketing 
activities are generally longer term in nature. Agribusiness marketers focus on assessing the 
marketplace, considering what segments of the market to pursue, making decisions about all 
of the elements of the marketing mix. The focus of the marketing strategy is developing and 
supporting the fi rm’s unique position in the market. 

 Selling is an important element of marketing — and a key dimension of the agribusiness 
fi rm’s promotion strategy. In many companies, the sales force has the primary job for 
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implementing the marketing plan. And, the sales force may be the most important part of the 
promotion strategy. 

  Selling  is the process by which people in one company help match the value of the 
products, services, and information their company offers to the needs of targeted customers 
(Downey et al.  2011 ). It is the process of helping people buy and the process of creating a 
mutually benefi cial relationship between the fi rm and the customer. An important part 
of sales is short term: generating results this week, this month, this quarter. But sales is 
also about building long-term relationships with targeted customers And, the sales 
force must act within the guidelines established by the company’s marketing plan. In 
addition, the selling activity will be supported by other elements in the fi rm’s marketing 
plan such as the product development effort, the pricing strategy, and other promotional 
activities. 

 Over time, agribusiness fi rms have increasingly put marketing tools in the hands of 
the agribusiness sales force. Here, the salesperson still has the basic responsibility to 
make sales happen. But, the salesperson is asked to treat his or her sales area as a 
mini-marketplace, and use the marketing tools developed in Chapters 6, 7, and 8 to assess 
opportunities, and to develop and implement a sales plan that is very focused on the needs 
of the specifi c territory served. This approach is called  fi eld marketing , and represents 
a move toward even closer integration of sales and marketing activities by agribusiness 
fi rms.   

 Plate 7.3    Personal selling
Some customers like to make contact with their salesperson when taking a break from daily 
activities. Photo purchased from © istockphoto.com/msherida.



 

The marketing mix 167

 Table 7.1      Job description for feed salesperson  

 Job Title: Feed Salesperson 

Purpose: Responsible for feed sales in southern half of state (35 county trade area). 

Supervision: Works under direct supervision of general sales manager and is held responsible for 
sales results in feed department. 
Major Areas of Responsibility 
1. Responsible for profi table feed sales to livestock farmers in 35 county trade territory. 
2.  Helps producers increase their profi ts by advising them on state of the art nutritional programs 

and advances. 
3. Promotes co-op products and co-op image to improve customer relations. 
4. Manages customer and infl uencer relationships in trade territory. 

Duties 
 1.  Sells complete feeds, supplements, premixes, and animal health products to livestock producers 

in trade territory. 
 2. Sells co-op benefi ts, services, and nutritional programs to customers. 
 3. Follows-up on sales to make sure producers are satisfi ed. 
 4. Plans promotions to increase feed business. 
 5.  Consults with customer on herd health/biosecurity, medication, waste management, and other 

special issues. 
 6. Utilizes electronic media as appropriate to connect with customers, prospects, and infl uencers. 
 7. Develops, promotes, and supervises all contacts. 
 8. Makes sales calls daily and reports results to sales manager on regular basis. 
 9. Prepares and maintains an up-to-date prospect list. 
10. Handles any producer complaints promptly and professionally. 
11. Monitors competition for prices and sales practices and reports results to sales manager. 
12. Reviews monthly sales and tonnage fi gures with manager. 
13. Helps develop annual sales budget. 
14. Follows pricing and credit policy established by general manager. 
15. Knows, interprets, and monitors any relevant regulatory issues. 
16. Assists other departments by referring leads immediately. 
17. Plans and schedules use of time. 
18. Promotes and develops good customer relations. 
19. Manages company truck and cell phone expense. 
20.  Attends sales and product meetings as directed by sales manager, participates in webinars 

as appropriate. 
21. Studies and recommends ideas to improve internal operations and profi ts. 
22. May perform other duties as directed by immediate sales supervisor. 

Goals 
1. Increase sales over last year by 10 percent. 
2. Increase feed division profi ts by $250,000 over last year. 
3. Average 3 sales calls per day. 
4. Hold regular producer meetings during year. 
5. Develop new sales and promotion plan by January 15. 
6. Keep sales manager informed of results on a regular basis. 
7. Pick up 5 new feed customers this year. 

 Functions of the salesperson 

 The food and agribusiness salesperson is directly responsible not only for generating revenue 
through sales, but also for providing the service that is the mainstay of a successful long-term 
relationship with customers, and for representing the company in the market area. Table  7.1   
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presents a job description for a typical entry-level feed salesperson position at a large
farmer-owned cooperative.   

 Direct selling responsibility 

  Direct selling  is the traditional and most basic function of the salesperson. The direct selling 
process involves prospecting for new customers, pre-call planning, getting the customer’s 
attention and interest, making presentations, handling objections, closing the sale, and serv-
icing the account. These steps may be carried out in formal or very informal ways. Many 
companies require sales personnel to document activities or time committed to each of these 
functions. The information collected provides the salesperson and the fi rm with important 
insights about the specifi c customer or prospect at the time of the call, and over time.   

 Indirect selling responsibility 

 Interestingly enough,  indirect selling  may take more of the agribusiness salesperson’s time 
than direct selling. Indirect selling includes the service functions and follow-up provided by 
the salesperson. A long list of activities falls in this category, as shown in Table  7.1 .  

 Market intelligence 

  Market intelligence  is a common responsibility of the salesperson. It may be a formally 
stated responsibility or an informal expectation, but in either case the company recognizes 
that the salesperson is in a position to know what is going on in the fi eld. The salesperson is 
expected to keep the company informed about competitors’ actions, market prices, product 
performance, the “mood” of customers, weather and crop conditions, key customer trends, 
and product inventory levels. Many companies even require a weekly (or more frequent) 
marketing intelligence report to be prepared by their salesperson for the supervisor. This 
information is extremely valuable for supervisors and managers when they are making 
company-wide or division-wide decisions. 

 There are a variety of resources for a salesperson to tap in order to gain market intelli-
gence. Many agribusinesses subscribe to market research reports that assess their market and 
benchmark activities of all competitors within a market segment. Monitoring competitor 
websites for promotional concepts or new products/services is yet another tactic for gather-
ing market intelligence. Even monitoring a state-wide agricultural newspaper or magazine 
for articles or advertising can provide key clues to understanding what your competitors 
are engaging in as they compete for your customers’ budgets. Combined, the information 
collected can help you and your company prepare to sell effectively.   

 Technical and product information 

 Being well versed on  technical and product information  is a fundamental part of a sales-
person’s job. Customers expect professional salespeople to be fully knowledgeable about 
the agribusiness’s products and services. The salesperson must become an expert on the 
company’s products, and understand how the products bring benefi ts to the customer, regard-
less of level in the marketing channel. Many companies provide intensive product informa-
tion training for new salespeople during the fi rst few months on the job and then regular 
ongoing training throughout their career. Typically, salespersons are given a wide array of 
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resources in this area. And, many fi rms now provide such information via a company intranet 
so salespersons can access current product information and/or sales and decision-making 
tools using their computers.   

 Handling complaints 

  Handling complaints  is often the salesperson’s responsibility. Though this function is rarely 
a favorite part of the job, it is usually not a major problem. Most customers are quite reason-
able, even when they have a complaint, and most companies have well-developed proce-
dures for handling complaints. A well-handled complaint often turns into a real “plus” for 
the salesperson because it helps establish a deeper level of credibility and rapport with the 
customer.   

 Collections 

  Collecting  accounts receivable may, infrequently, be part of the salesperson’s responsibili-
ties. An old agribusiness saying warns, “The sale is not complete until the money is 
collected.” A salesperson that sells indiscriminately without concern for when and how pay-
ment will be made can create real problems for the company. One account that cannot be 
collected can wipe out all the profi ts for an entire region. Even when customers pay late, the 
cost to the company is usually signifi cant. It is not uncommon for fi rms to counsel sales 
representatives on the importance of collecting payments from customers who are late 
paying their accounts. Others often handle this activity within the fi rm, but the salesperson 
that handles the particular account is often at least indirectly involved.   

 Public relations 

  Public relations  is also an important part of the overall selling effort. How the general public 
and potential customers perceive the company is often very much a function of how the 
salesperson represents the company. The salesperson may work to build the company image 
through involvement in some community activities, and frequently takes part in trade shows, 
exhibits, fi eld days, tests, and educational programs. Participation at county fairs through 
livestock auctions is one way for local agribusinesses to show community support. Other 
examples include supporting a local food bank or charitable organization. In food fi rms, 
trade shows may be an important part of the salesperson’s responsibility. Someone other 
than the salesperson typically handles formal public relations in food fi rms. However, even 
here, a professional sales representative is always sensitive to this part of their position. 

 To most people, the salesperson is the company, because he or she is their only direct 
contact with the fi rm. Every action or lack thereof by the salesperson is part of this overall 
impression or image. The more local the company, the greater the signifi cance of this impres-
sion. Even the salesperson’s conduct in personal and community affairs has an important 
refl ection on her or his effectiveness as a salesperson. Whether or not this is “fair,” 
professional salespeople must realize the situation for what it is, and adapt to it.   

 Recordkeeping 

  Recordkeeping , budgeting, and administrative duties are a part of most professional sales-
people’s job responsibilities. Most salespeople submit weekly or more frequent reports on 
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their activities, the number of calls they made, and market conditions. Usually, they must fi ll 
out order forms, take inventory, and collect special information for company surveys. Most 
salespeople are asked to prepare annual sales forecasts for their area and to develop their 
expense-budget requests. Salespeople must keep accurate expense records and fi ll out 
expense statements for reimbursement. All this is typically not as time consuming as it 
sounds, and when handled properly it can clear the way for more immediately productive 
duties. 

 Computers have greatly facilitated this planning and reporting process. Both sales repre-
sentatives and the company benefi t by having more information in a timely manner. In many 
agribusiness fi rms, the laptop computer is a fundamental tool for the sales representative and 
database software may support an intensive customer relationship management program. 
Reports and records may be kept on the computer, orders may be placed over the Internet, 
and customer records may be accessed to prepare for sales calls. Salespeople are expected to 
be “computer savvy” — using computers and the Internet to communicate with the company 
and with their customers. 

 As seen above, personal selling may well be the most important element of the fi rm’s mar-
keting strategy. We have only scratched the surface of the important role these individuals 
play and the strategies fi rms use to develop and implement an effective sales force manage-
ment strategy.     

 Place decisions 

 Every agribusiness must decide how to move products to its customers.  Marketing channels  
are systematic ways of transferring both the physical product and the ownership to the 
customer as effi ciently as possible. In many ways, the channel is a communication system 
linking the manufacturer or producer to the customer. Consumer-demand signals fl ow 
through the distribution system to manufacturers, while supply and availability signals in the 
form of prices and costs fl ow to consumers. In many cases, independent agribusinesses such 
as wholesalers or distributors facilitate the transfer of ownership and physical product. In 
other cases, manufacturers fi nd it more effi cient to sell directly to the customer, handling 
these  distribution  functions inside the organization.  

 Physical distribution systems (PDS) 

 Decisions on  physical distribution systems (PDS)  are particularly important to much of 
agribusiness, since so many farm supplies and food items are bulky and highly seasonal in 
demand. Literally millions of tons of phosphate fertilizers must be moved from Florida 
mines, and millions of tons of potash fertilizers must be shipped from western Canada, to 
farms and ranches all over the United States and Canada. Likewise, highly perishable crops 
like lettuce, tomatoes, and peppers must fi nd their way from California, Arizona, Texas, and 
Florida to food stores all over the United States. At the same time, millions of bushels of 
grain must be moved from local storage to the coasts for shipment to overseas markets. 

 The costs of physical distribution activities are high. And, in season, rail car and truck 
shortages can cause spot supply shortages, creating bottlenecks for agribusiness products in 
the distribution system. Consequently, a fi rm’s marketing strategy incorporates plans for 
assuring a robust physical distribution system. Policies encouraging larger storage facilities 
at local levels, company ownership of rail cars, company-operated truck fl eets, unit trains 
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with 100-car shipments of the same commodity, transcontinental barges and pipelines, and 
partnering relationships with suppliers of logistics services are becoming common as a 
means of ensuring timeliness and reducing costs. 

 Even at the local level, agribusinesses are highly concerned about physical distribution. 
Bulky products must be broken down into prescription quantities to meet the needs of 
individual farmers quickly during intense high-use periods. Bulk feed delivery, on-farm 
storage, custom application of chemicals and fertilizer, on-farm breeding services, and 
myriad other products and services must be delivered effectively. For food retailers, Internet 
shopping and home delivery of purchases is increasing in frequency. Convenience is a 
major issue on the minds of many food shoppers, making store location decisions among the 
most fundamental a food retailer can make. Much of this physical distribution requires a 
great deal of highly specialized equipment and labor, as well as major investments in facili-
ties. Indeed, physical distribution at all levels incurs a high marketing cost and is critical to 
the agribusiness.   

 Channel management 

  Channel management  decisions are concerned with who owns and controls the product on 
its journey to the customer. These decisions have important implications for how the market-
ing functions will be carried out and who will carry them out. The market channel selected 
is closely tied to the physical distribution problem. But the question of who owns the product 
and who performs the various market functions required to transfer a product from the man-
ufacturer to the consumer is much broader. 

 There are three basic systems used by most agribusinesses (see Figure  7.8  ). Each 
system differs in the extent and type of involvement of the middleman. In each system, all 

    Figure 7.8      Major agribusiness distribution channels   
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marketing functions are performed. That is, products are owned, transported, fi nanced, and 
stored. But in each system these functions are performed by different parties. 

 In a  manufacturer-direct distribution system , the manufacturer sells directly to the 
farmer or food customer. The original manufacturer or producer, who owns and controls the 
product until the fi nal user purchases it, performs all marketing functions. This system has 
the advantage of ensuring that the product will be priced, promoted, and sold in ways that are 
acceptable to the manufacturer. This method is used widely by smaller local or regional farm 
input manufacturers, who can develop their own sales force as they grow, and by catalog 
merchants, local market fruit and vegetable operations, and farmers’ markets in the food 
market. 

 Some fi rms believe this strategy allows them to be more aggressive in the marketplace, 
because they can create and control their image with customers. This channel also works 
better where customers are concentrated. As the business grows and customers are distrib-
uted more widely, with increasingly different characteristics and needs, it becomes more 
diffi cult to manage the direct-selling system. Marketing to widely different customers often 
requires at least regionalized marketing policies, which become diffi cult to administer effec-
tively. However, when organizations give their sales force considerable autonomy, the 
system can be effective even on a regional or national scale. Likewise, major developments 
in customer databases which allow manufacturers to “know” their end users have facilitated 
this channel. In addition, developments in e-commerce allow manufacturers to go directly to 
the end-user employing the Internet and the fi rm’s web-site as their “virtual” sales force. 

 Note that many companies that sell directly do so by establishing their own wholesale and 
retail systems. The product must be physically transported and distributed as in any other 
system, but in the direct system company-owned warehouses and/or retail stores will be 
used, which allows manufacturers to ship and store products whenever and wherever they 
choose. This freedom provides some real economic advantages. 

 In a  dealer-distribution system , manufacturers sell their products to dealers, who, in 
turn, sell products in their own local market. The big advantage is that the local dealer is 
more in touch with the needs of local customers and can maintain the fl exibility to serve both 
manufacturers’ and customers’ needs quickly and effi ciently. This eliminates the tendency 
for an executive 1,000 miles away to fi ll local storage space with a product simply to gain 
more room in a full warehouse, even though local farmers may not need the product in large 
quantities that season. In addition, some feel that independent dealers are more highly moti-
vated to serve the local customer than are company employees. 

 Some manufacturers give their dealers (who may be called distributors, even though they 
sell directly to farmers or consumers) the right to sell their products. Local dealers often have 
a strong understanding of their local market and customers and fi nd great success in selling 
a manufacturer’s product as part of their business. This arrangement benefi ts both the local 
dealer, who makes a margin on the products sold, and benefi ts the manufacturer by having 
the local dealer’s knowledge and presence in a given area. Although the manufacturer cannot 
control the sales areas of dealers, giving some dealers this right and refusing it to others can 
strategically limit the number of dealerships. To maintain the right to sell the manufacturer’s 
products, dealers may agree to maintain certain levels of service to customers and promote 
the products in special ways. There may even be a contractual agreement, sometimes called 
a franchise, spelling out the responsibilities of both the dealer and the distributor. 

 Other manufacturers encourage distribution through as many dealers as possible. Products 
that are frequently purchased and less expensive generally tend to be mass-marketed in order 
to maximize convenience to the buyer and saturate the market. Many hard lines of farm 
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supplies are marketed in this way. Products are sold to the dealer almost as they would be to 
a farmer-consumer. As farms and ranches grow bigger, many manufacturers are beginning 
to recognize them as “dealers,” especially if the farmer resells at least some product to a 
neighbor. In effect, the traditional manufacturer–dealer–farmer system seems to be breaking 
down in some product areas. 

 In the food area, this channel has taken a different form with the emergence of 
major retail chains such as Wal-Mart, Kroger, and Costco that control much of the retail 
food market. Such retailers fi ll an important need by bringing the products of myriad manu-
facturers together under one roof for the convenience of the food consumer. While 
small independent food stores remain important in some areas, national and regional 
chains dominate the scene. These chains, by having access to food shoppers, are a very pow-
erful force in the marketing channel. And, many of the larger chains are also integrated into 
manufacturing their own private-label food products that compete with the brands from 
manufacturers. 

 The  distributor system  uses both distributors, or  wholesalers , and dealers to market 
products to farmers and consumers. This more complex marketing system usually evolves 
for economic reasons. Larger organizations can more easily afford to develop their own 
marketing system. Independent distributors may already have a well-developed network of 
transportation, salespeople, and customers, and their size allows them to operate quite effi -
ciently. They can often add a new product line much more cheaply than the manufacturer 
can establish an entire distribution system. This allows manufacturers to concentrate on what 
they do best — manufacturing product — and allows distributors to do what they do best —
 support distribution activities. 

 Merchant-distributors, who actually take title to the manufacturer’s product, are called 
distributors, jobbers, wholesalers, or cooperative buying groups. They physically order, 
receive, and distribute products. As totally independent businesses, they make their own 
decisions, relying on manufacturers only for technical assistance and information. 

 Agent-distributors perform the function of helping products move through the system, 
but they do not take title to the product and usually do not physically handle the product. 
Agent-distributors are known as brokers, sales agents, and manufacturer’s representatives. 
They are independent businesses that simply locate customers, negotiate a deal, and receive 
a commission for the transaction. Agents and brokers often specialize in certain product 
lines and types of customers. Their primary tool is communication. In markets in which 
shortages are occurring, brokers are usually able to locate extra product for a special price. 
They perform the important function of bringing buyers and sellers together. 

 E-commerce fi rms represent a variety of manufacturers and have no physical “store-
front,” relying instead on sophisticated websites to assist consumers and producers in making 
purchase decisions. The customer or producer places the order over the Internet, fi nancing is 
arranged over the Internet, and the merchandise is shipped to the home or place of business, 
or is made available for pick-up at a convenient location. These “e-dealers” will continue to 
search out the products and customers where they provide a more effective and effi cient 
marketing channel than the traditional “bricks and mortar” channel. 

 The total distribution system can be far more complex than is described here. Many man-
ufacturers may use several different systems simultaneously. For example, Agrium, a large 
fertilizer manufacturer based in Canada, markets fertilizer through its own retail outlets and 
through independent fertilizer dealers. Pepsi products are available virtually anywhere 
people get thirsty — from food and convenience stores, to sporting events, to study lounges, 
to restaurants and institutional food service outlets, to drink machines on almost every 
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corner. Such distribution systems gradually evolved as a result of changing products, 
customers, and the competitive environment. And, this evolution can be expected to 
continue, especially in light of the rapid developments in the e-commerce arena.    

 Summary 

 Agribusiness marketers must translate the position they want to create for the target market 
into a product/service/information bundle that serves customer needs and communicates the 
desired image. The set of decisions to accomplish this task is called the marketing mix. 

 Product decisions determine what products, services, and/or information are offered by 
the agribusiness. The needs of the target market are at the center of any decision in this area. 
Agribusiness marketers create a value bundle that will satisfy customer needs. This bundle 
includes both the tangible attributes of the product or service as well as any intangible 
benefi ts the fi rm may offer the customer. As products are introduced they move through a 
systematic adoption and diffusion process. Each new product has a life cycle, passing 
through distinct phases from its introduction to its demise. Both the adoption-diffusion 
process and the product life cycle have important implications for market planning. 

 Pricing decisions are critical to marketing success. Pricing strategies are based on the 
perceived value of the fi rm’s products and services, the fi rm’s cost of doing business, 
the marketing goals of the fi rm, and competitive actions. A wide range of pricing strategies 
are available, from simple rules of thumb, to far more sophisticated approaches which 
involve carefully measuring the value delivered by the fi rm to the target market. 

 Promotional decisions determine how the agribusiness will communicate with the market. 
These decisions involve determining the proper mix of advertising, sales support, 
public relations, and personal selling needed to communicate the fi rm’s desired image to the 
market. Developing a market communications strategy involves identifying the target 
audience, determining the communications objective, designing the message, selecting the 
communications channel, and managing the implementation. A coordinated set of activities 
which communicate the desired image to the target market is the goal of the agribusiness 
marketer in this area. 

 Finally, place decisions concentrate on the methods and channels of distribution that will 
optimize sales and profi ts. Logistics management plays an important role in place decisions 
as fi rms determine how products will physically move from manufacturer to customer. 
Issues of cost and effi ciency, timeliness, freshness, customer service, customer access, and 
control all affect the choice of distribution channel by an agribusiness. 

 All elements of the marketing mix are critical decision areas for the marketing manager. 
In the end, the marketing mix must deliver a consistent message — the position — to the target 
market.   

 Discussion questions 

    1.   Many retail food stores also sell fl owers. Why do you suppose they do this? What 
marketing decision does this illustrate? Besides food products and fl owers, what other 
products or services do retail food stores offer? Why?  

  2.   Pick a food product or an agricultural input. Use the total product concept to break the 
product down into the generic product, the expected product, the value-added product, 
and the potential product. In what other ways could the food business or agribusiness 
add value to the product you have chosen?  
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   3.   Draw a product life-cycle curve for large, four-wheel-drive farm tractors. Where would 
you estimate this product’s life cycle is currently? Why? What might manufacturers do 
to prolong its life?  

   4.   If you were introducing a new electronic dairy feeding system that would reduce feed-
ing costs by 20 to 25 percent, what pricing policy would you suggest? Why? Would you 
stay with this policy indefi nitely? Why?  

   5.   You are the marketing manager for a retail food company that has a new 16 ounce fruit 
juice product, packaged in a reusable squirt-type bottle. Your target market is the active 
18–25 year-old consumer group. Develop a promotion plan for this new product. What 
market communication tools would you use?  

   6.   You are the marketing manager for a large animal health company. Your fi rm has just 
developed a very effective anthelmetic (wormer) for cattle. Your target market is large 
feedlot operations in the western United States. Develop a promotion plan for this new 
product. What market communications tools would you use?  

   7.   Based on your personal experiences and observations, how do salespeople vary from 
industry to industry? Why do we see these differences? Discuss some of these differ-
ences for: 
  a)   a salesperson at an electronics superstore  
  b)   a fi eld salesperson at an agricultural cooperative  
  c)   a car salesperson  
  d)   a loan offi cer at a bank  
  e)   a salesperson for an advertising agency     

   8.   Compare and contrast the role of a salesperson for a large food or agricultural 
input manufacturer with that of a local salesperson for a dealer or retail organization.
If possible, interview these two types of salespersons. Where do they spend their 
time, i.e., what types of activities make up their week? Who do they report to? 
What type of records are they required to keep? Without getting specifi c, how are 
they paid?  

   9.   What are the advantages of a manufacturer’s selling directly to a farmer rather than to a 
distributor? Why can a dealer sometimes do a better job marketing to farmers than a 
manufacturer can?  

  10.   Some retail food stores offer a service where they sell products via the Internet. Here, 
using communications software, the customer accesses the fi rm’s inventory and price 
list through their website, chooses what they want, and the fi rm delivers the choices to 
the home at a time convenient to the customer. What do you see as the advantages 
of this system? What do you see as the disadvantages?      

 Case study: PecsBake 

 PecsBake is a medium-sized bakery company that supplies fresh baked breads and tradi-
tional Hungarian pastries to retail groceries in Southwestern Hungary. Pecs (say Paytch) is 
the fi fth largest city in Hungary and a popular tourist destination near the Croatian border. 
On a recent management training and business development trip to the United States, the 
company’s top management visited many American supermarkets. In the refrigerated goods 
sections they saw products not currently present in the Hungarian market — refrigerated 
breakfast pastry dough ready-made for microwave preparation, packaged in special card-
board/can containers. There were two common package sizes: two servings per container 
and six servings per container. 
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 PecsBake’s managers noted the increasing popularity of microwave ovens in Hungarian 
homes, and decided that they would like to introduce sweet Western-style pastry 
products (such as frosted cinnamon rolls) in Hungary. Their production experts were 
confi dent that PecsBake could also produce refrigerated, microwave-ready dough for tradi-
tional Hungarian pastries such as  turos taska  (a roll fi lled with sweetened cottage cheese), 
 lekvarosz batyu  (a roll fi lled with jam), and  kakaos csiga  (a roll fi lled with cocoa). On a per 
serving basis, the Hungarian pastries would require 1.5 times the volume of the American 
products. 

 In general, Hungarians don’t like sweet breakfasts. Their morning pastries are only semi-
sweet at most. If PecsBake decides to sell American-style cinnamon rolls, they may need to 
be positioned as dessert products unless the fi rm can educate consumers about this new 
breakfast taste. 

 Microwaves are just emerging in Hungary. At present they are in only three or four out of 
every ten homes in the capital city of Budapest, and with even fewer in the countryside. 
“Food-in-a-hurry” isn’t a widely held concept in Hungary. However, this is changing quickly 
as many Hungarians are working longer hours and sometimes two or three jobs. 

 U.S. cardboard/can manufacturers are currently reluctant to produce containers sized for 
the proposed Hungarian products unless they are paid higher prices to cover the cost of 
manufacturing the special containers. At this time they are only offering prices which would 
be economical for the Hungarian bakery on the same cardboard/can containers that they are 
currently supplying to large American companies. 

 PecsBake’s managers are not certain that the proposed products will be well received by 
Hungarian grocery stores that already have limited refrigeration space. Alternatively, one 
manager suggested that they provide stand-alone refrigerated displays and sell their products 
in appliance stores in areas near the microwave displays. 

 PecsBake has enough capital to begin producing and marketing refrigerated, ready-
made microwaveable pastry dough on a limited scale. They would like your advice 
about what products to introduce, how to package their products, and how to reach their 
customers.  

 Questions 

    1.   What target market should PecsBake pursue?  
  2.   What position should they take with this target market?  
  3.   Outline the marketing mix you would suggest for PecsBake as they attempt to 

communicate your suggested position with the target market. What product/service/
information strategy would you employ? How should they price their products? What 
promotion or market communications strategy should they use? What place strategy or 
distribution channel would you use? You may want to consider both the short term and 
the long term in your strategy.         
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    8   Tools for marketing decisions 
in agribusiness     

 Objectives 

     •    Outline the procedure for a marketing audit  
   •    Analyze how sales forecasts are made and how they are used in the agribusiness fi rm  
   •    Present methods for analyzing competitors  
   •    Review techniques for studying customer attitudes and opinions      

 Introduction 

 Developing and managing a successful marketing program in an agribusiness can be a com-
plex task, particularly in larger fi rms with many products. This chapter explores several 
analytical tools that are critical to agribusiness marketers’ understanding. Whether you are 
selling a product, or managing programs, people or products, it is important to understand 
how each of these tools can work toward helping the agribusiness fi rm achieve goals and 
stay competitive. 

 The needs of customers are constantly evolving. Competitors are continually introducing 
new products, services, and programs. Nearly all agribusinesses face highly seasonal demand 
that creates the possibility of critical bottlenecks in servicing customers. Unpredictable 
weather patterns further complicate market planning, and volatile agricultural commodity 
prices often cause the demand for farm inputs and services to fl uctuate. Because of such 
complexities, agribusiness marketing strategies require a great deal of planning. Successful 
managers spend much time analyzing their market, assessing their own strengths and 
weaknesses, and mapping their strategic marketing plan. 

 Agrimarketers use a wide assortment of analytical tools and concepts — market planning 
tools to assist them in the market planning process. These tools play an important role in 
conducting the SWOT analysis described in Chapter 6. In addition, these tools play an 
important role in the evaluation phase of the market planning process. Some of these tools 
are highly sophisticated and involve complex mathematical models and extensive marketing 
information systems. Other tools involve far simpler approaches to data collection, while 
still others are simply methods of capturing subjective “gut feelings” and intuition for 
the market. 

 One point is clear regardless of which tools are used — agribusinesses using an informa-
tion-driven approach to market planning are more likely to be successful than those who 
don’t put data to work in their planning efforts. This chapter will look at four broad sets of 
tools that agrimarketers can use in the market planning process — the marketing audit, sales 
forecasting, competitor analysis, and customer analysis.   
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 The marketing audit 

 Nearly every agribusiness and certainly all publicly owned companies have fi nancial audits 
performed regularly by outside auditors to ensure that there are no discrepancies or over-
sights that could cause serious problems for the business and/or investors in the business. 
Similarly, a  marketing audit  is an objective examination of a company’s entire marketing 
program. The marketing audit examines the fi rm’s marketing objectives and its plan for 
accomplishing these objectives in light of its resources, the market conditions, and its dis-
tinctive strengths and weaknesses (Figure  8.1  ). In the market planning process outlined in 
Chapter 6, the marketing audit plays a key role in the evaluation stage of the process. It is a 
tool that fi rms can use to better understand past marketing efforts in order that future efforts 
will be even more effective. 

 The fi rst step in a marketing audit is to carefully analyze how the agribusiness is doing 
with each product or service it markets. This step involves estimating total market potential, 
determining the fi rm’s share of the market, and attempting to identify what factors are 
responsible for the fi rm’s market position with each product or service. 

 Here the fi rm will re-examine its marketing goals for each of its products or services 
and assess what progress they have made toward achieving the goal. Areas where the fi rm 
falls short of the goal should be carefully explored to better understand why performance 
was poor. Did the fi rm miss the mark when assessing the needs of the target market? 

    Figure 8.1      Marketing audit procedures   
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Did competitors introduce new products or programs that caused problems for the fi rm’s 
marketing plan? Did the fi rm fail to execute the plan effectively? Or, was the marketing 
goal too ambitious? For example, a feed ingredients company that has an objective of a 
10 percent annual increase in beef supplement sales at a time when the beef industry is under 
pressure from low prices might be better served by creating a new objective of holding 
beef supplement sales constant, while devoting more resources to expanding sales of 
supplements for another species where the economics are better. 

 Answers to these types of questions will be provided in part by the remaining steps of the 
marketing audit. But, before moving to step two of the marketing audit, it is important to 
note that while much focus is given to areas where performance was poor, there is another, 
equally important, perspective. An effective marketing audit also attempts to capture the 
insights provided by areas where performance was exceptionally good. If sales of a new 
granola snack bar are growing twice as fast as expected, the food fi rm should dig deeply into 
the situation to better understand why this is occurring, if it will continue, and how they can 
apply this success to other products. 

 The second step of the marketing audit reviews general market and competitive condi-
tions. Marketing factors external to the fi rm are evaluated, and expected trends explored. 
Sometimes probabilities are attached to these expected trends or market scenarios. This 
information helps agribusiness managers to shape their marketing strategies. The focus here 
is re-visiting key assumptions about trends in technology, regulations and policies, general 
economic conditions, and the competitive environment. In today’s dynamic market, a mar-
keting plan based on dated forecasts of such areas is likely to fail. Marketers must challenge 
their previous assumptions, and generate new scenarios for the future they believe they will 
be moving into. 

 The third step of the marketing audit focuses on identifying the fi rm’s distinctive compe-
tencies, that is, areas where the fi rm is particularly strong in relation to the competition. 
Distinctive competencies may include fi nancial, human resource, marketing, and production 
advantages. As indicated earlier, these distinctive competencies often form the basis for 
the total marketing strategy. For example, consider a semen company that is fortunate enough 
to have an extremely good line of bulls with exceptionally strong performance records. This 
measurable product quality distinction can form the basis for a quality-oriented marketing 
strategy with a premium pricing approach, a relatively small fi eld sales force, and consider-
able emphasis on progeny testing. 

 While fi rms must give careful consideration to the idea of distinctive competencies during 
the market planning process, the intent here in the marketing audit is to re-consider the 
issue to make sure the areas identifi ed earlier remain strengths. This part of the marketing 
audit may involve data collected during a competitor analysis or during a customer needs 
analysis. 

 The fourth step of the marketing audit is to objectively evaluate the agribusiness’s overall 
marketing strategy, given a review of past performance in the fi rm’s target markets, a 
re-examination of the fi rm’s market environment, and a re-assessment of the fi rm’s distinc-
tive competencies. In rapidly changing markets, strategies can become out of date and 
ineffective quite quickly. 

 This step of the marketing audit should also consider how the marketing plan is to be 
implemented. A good plan will be ineffective if it is poorly executed. Continuing to use the 
same channels of distribution because “that’s the way we always do it” may be a poor 
choice. Do incentive travel packages offer the best type of sales promotion for dealers, or 
would it be best to return dollars in the form of a rebate — or perhaps just sell at lower prices 
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in the fi rst place? Did farmers fi nd the weekly text message on pest pressure in their area 
helpful, or was it simply “one more message they had to delete”? Analysis of such imple-
mentation issues forces the marketer to think deeply about whether or not the current mar-
keting strategy is still the correct one. 

 Given a thorough examination of where the fi rm has been and new forecasts for the 
future, the goal of this step is to make sure the fi rm’s market strategy still fi ts. This is some-
times called  gap analysis  (Figure  8.2  ). The gap is the difference between desired perform-
ance at some point in the future and what performance will be if the fi rm does not change 
marketing strategies. Obviously, the larger the gap that exists, then the greater the need for 
the fi rm to revisit its marketing strategy. Through this analysis, the next marketing plan can 
be made more effective in terms of the current and expected market conditions. 

 Finally, the marketing audit objectively evaluates the fi rm’s human resources and 
organizational structure. Given the critical role people and organizational structure play 
in the marketing process, this area deserves special attention. Consider the following 
questions: 

  Are salespeople adequately trained to advise growers on technical matters?  
  Should technical specialists in the fi eld report to the area sales manager, or should they 
report to the home offi ce?  
  Do fi eld salespeople have the right level of price authority to meet the marketing 
objectives?  
  Does the organizational structure promote adequate cross-communications between 
salespeople, marketing staff, and the research and development department?  
  Is there adequate support and talent to drive the fi rm’s digital media strategy?  

  The fi rm’s revised marketing strategy becomes the focal point for this fi nal step. The fi rm 
must determine if available human resources and the current organizational structure support 
what the fi rm wants to accomplish in the future. Evaluating human and organizational fac-
tors is one of the most critical facets of the marketing audit.  
  The marketing audit should be performed as objectively as possible. Sometimes it is diffi cult 
for managers to evaluate their own program objectively because they created it, so managers 
should consider hiring an outsider to periodically review the program. A qualifi ed consultant 
can objectively evaluate a marketing program and raise important questions about the allo-
cation of time, effort, and fi nancial resources. In smaller fi rms with localized markets, a peer 
running a similar business in a different market may fi ll the role of the consultant nicely and 
offer important, objective insights into the fi rm’s marketing efforts.      

    Figure 8.2      Gap analysis   
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 Sales forecasting 

 Although agribusiness markets are well known for their volatility, agribusiness managers 
cannot escape the responsibility of forecasting sales. Nearly every management decision 
includes a critical assumption about the level and timing of sales volume. All production 
schedules are built around projected demand. Raw-material purchases are based on expected 
sales. The personnel function of hiring and fi ring is greatly infl uenced by anticipated sales. 
Cash needs are based on sales forecasts. Capital investments in new facilities are heavily 
infl uenced by sales projections. The allocation of resources to research and development is 
based heavily on the expected sales of the resulting products. The fact is that a great majority 
of management decisions and much of the entire planning process rests squarely on 
forecasted sales. 

   Sales forecasting   involves predicting sales in dollars and physical units as accurately 
as possible for a specifi c period of time. Many times this means forecasting sales for the 
total market, and then determining what share of the market can be captured with a specifi c 
product or service (Figure  8.3  ). 

 Both short-term and long-term sales forecasts are useful for agribusiness. Short-term 
forecasts, usually one season or shorter for agribusiness fi rms, are useful in formulating 
current operating plans. In food fi rms, such forecasts may be weekly or daily. In a food 
service fi rm, forecasts may be hourly as the fi rm works to schedule food preparation to 
accommodate daily patterns. Longer-range sales forecasts are important for capacity and 
research and development decisions. In general, the longer the time period forecasted, the 
less accurate the forecast is likely to be. However, forecasting short-term volatility can be a 
major challenge as well. 

 Diffi culty and complexity notwithstanding, agribusiness managers need relatively accu-
rate sales forecasts. Such forecasts may be prepared in a formal manner using thorough 
economic and marketing analysis, or they may be more informal and based on assumptions 
from a variety of practical perspectives. Here, three types of  forecasts  will be considered —
 general economic forecasts, market forecasts, and sales forecasts.  

 General economic forecasts 

   General economic forecasts   consider broad factors that affect the total economy. Government 
farm programs, infl ation, the money supply, international policy and trade agreements, 
exchange rates, interest rates, population demographics, and a host of other factors are 
included in such forecasts. A great many government and private economists spend much 
time tracking economic trends and making such projections. Agribusiness managers watch 
these opinions carefully as they formulate market plans. Forecasts of such general economic 
indicators have a fundamental role in an assessment of the market environment as part of the 
SWOT analysis and in the marketing audit. 

 Typically, these types of forecasts are generated by sophisticated econometric models of 
the domestic and world economies. Using such models, forecasts for a variety of indicators 

    Figure 8.3      Sales forecasting model   
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at different points in the future can be generated. This information is very important to 
agribusiness marketers. A fi rm selling capital equipment to farmers and ranchers knows 
that purchases are heavily infl uenced by interest rates. Long-term prospects for stable to 
declining interest rates mean this factor in the farmer’s capital equipment purchasing 
equation is positive. A regional retail food chain may fi nd that economists are predicting a 
harsh recession in the area served by their stores. Such information will have important 
implications for the fi rm’s sales as some customers reduce luxury purchases, and focus more 
on staple products.   

 Market forecasts 

  Market forecasts , or forecasts for specifi c industries or types of products, are based on 
general economic forecasts and a great deal of information about the specifi c industry 
involved. Agricultural economists continually monitor changing economic indicators that 
track or lead agricultural trends. Some use complex mathematical methods (econometric 
models) to predict demand for various products and commodities. In the food business, 
demographic data is carefully studied to forecast demand for specifi c products. Demographic 
factors such as family size, age, income level, and education tell market researchers 
much about what kind and how much of specifi c types of food products will be purchased 
in a region. 

 Factors determining farm market demand have been researched extensively. For exam-
ple, agricultural economists have worked to understand various cycles or patterns in live-
stock production. Historically, pork production cycled every four years, while the cattle 
cycled about every nine years. During these cycles, prices fell as the number of animals on 
feed increased, and profi ts declined. As a result, some less effi cient producers exited from 
the market, livestock numbers dropped, and prices gradually increased. The cattle cycle was 
longer because of the length of the gestation period for cattle, taking more time to increase 
production. Dramatic changes in the size and structure of pork and cattle operations over the 
past 20 years and the technologies used by pork and cattle producers have certainly affected 
these cycles. Still, information and forecasts on sow herd size, cattle on feed, dairy cow 
numbers, etc. is extremely important to nutrition companies, milling equipment companies, 
livestock marketing fi rms and meat processing companies because it directly impacts their 
prospects and customers and thereby their market.          

 The demand for most farm inputs such as animal health products and fertilizer is a  derived 
demand . This means that the demand for a specifi c type of product or service depends 
greatly on the demand for another product or service for which it is used. The demand for 
fertilizer, for example, is a function of the demand for the crops it helps produce. When the 
manager of a fertilizer plant in the Midwest is projecting the demand for nitrogen, the corn 
market is carefully considered. The manager knows that the price farmers anticipate for corn 
in the next season will greatly affect the number of acres of corn they will plant and the 
amount of fertilizer they will want to buy. Consequently, agribusiness managers are careful 
students of the market for whatever products their supplies help to produce. 

 Not surprisingly, there is a great interest in current information on nearly every product 
produced by farmers. Summaries and analyses of market conditions for virtually every 
agricultural product are distributed widely each day — from both public and private sources. 
Important grain and livestock market information is instantly fl ashed to analysts and 
agribusinesses as transactions occur throughout the day via a variety of media — television, 
radio, satellite news services, and the Internet, to name a few. Government and private 
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reports estimating current and projected acreage and livestock numbers are released 
frequently throughout the year to help agribusinesses monitor trends and adjust their plans. 

 Like agricultural input fi rms, food fi rms are also very interested in market demand. Food 
marketers pay special attention to two key areas when forecasting sales — regionality and 
seasonality. Food consumption patterns can vary dramatically from one region of the coun-
try to another. For example, grits sell well in the Southeast U.S., but few consumers may 
even know about this product in other regions of the country. Consumption of food products 
will vary dramatically by season as well. Summer fruit, vegetable, and ice cream sales, and 
holiday sales of turkey and ham are excellent examples. Combined with good demographic 
data, bringing regional and seasonal factors into the equation helps food marketers fi ne-tune 
their market forecasts. 

 Note that despite all the sophisticated techniques, forecasting market demand is far from 
an exact science. Random events such as unexpected weather, consumer fads, a food safety 
scare, or an international crisis can play havoc with the most elaborate market demand 
forecast. Here, techniques such as contingency analysis or sensitivity analysis become 
important. The general idea here is to bound a forecast with an upper and lower range that 
helps the manager understand the uncertainty that comes with any forecast. For example, 
when forecasting market demand, a fertilizer fi rm may look at corn prices under strong 
export market, normal export market, and weak export market conditions. Such a range of 
corn price forecasts helps the manager better understand the market demand risk in the 
coming business environment and plan accordingly.   

 Plate 8.1    Livestock production
Agribusiness marketers stay on track by using a variety of market planning tools. Photo courtesy 
of USDA Natural Resources Conservation Service.
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 Specifi c product forecasts 

 The actual sales forecast for a specifi c product within the fi rm is driven in part by the general 
economic forecast and the market forecast. Sales of a particular fi rm’s low-fat yogurt are 
clearly infl uenced by general trends in the overall economy and trends in the market for 
dairy products. However, forecasting sales of individual products or services is complicated 
by the actions of competitors. It is one thing to forecast how much insecticide cotton growers 
in Texas will use. It is quite another to forecast sales of the specifi c insecticides offered by 
the fi rms competing in the Texas market. Here, because of uncertainty in forecasting the 
impacts of competitive marketing programs, predicting sales of specifi c products is quite 
challenging. 

 One sales forecasting method that is widely used involves projecting sales objectively 
based on past trends and then adjusting these projections subjectively to take into account 
the expected economic, market, and competitive pressures. This  trend forecast , while 
simple, is reasonably effective in stable market situations. For example, a feed fi rm might 
start with a trend forecast of 50,000 tons for its catfi sh feed. However, based on information 
gathered about competitive programs, the fi rm has learned that a new competitor will be 
aggressively entering the market with a penetration pricing strategy. The fi rm expects about 
20 percent of its accounts to at least try the new feed on a trial basis, and estimates that these 
trial purchases will represent about 25 percent of this group’s purchases. The fi rm then 
adjusts its trend sales estimate by 5 percent (20 percent trial times 25 percent use) to 47,500 
tons to account for the expected impact of the new competitor. 

 Sales forecasts are sometimes built up from data collected by the sales force. A  build-up 
forecast  is constructed by asking salespeople to develop detailed sales forecasts for 
each of their major accounts. The accumulated sales estimates from all fi eld salespeople 
then offer a grass-roots estimate of sales expectations. This method is particularly valuable 
where competition is intense, as in the case of many farm inputs. Of course, build-up 
forecasts may have some inherent biases and, depending on how the sales estimates are 
used, they can be under- or over-infl ated. For instance, if available production is allocated to 
sales territories based on initial sales estimates, salespeople may infl ate their estimates to 
make sure they will have an adequate supply if production happens to be short. The reverse 
may occur when salesperson performance is evaluated based on actual sales relative to 
forecast sales. Here, the salesperson may be inclined to offer a modest sales estimate in order 
to help insure that actual sales will be relatively higher and the resulting performance review 
positive. 

 Consumer surveys and test panels offer a great deal of information about buying inten-
tions. Several regional and national organizations, such as Doane’s, Inc., and  Farm Journal , 
for example, as well as private fi rms, continually monitor farmers’ attitudes and plans for the 
coming season through intention surveys. A panel of farmers may be paid a fee to give 
detailed reports about their intended farm plans on a regular basis, then report actual deci-
sions made. Results of these private research studies are made available to subscribers on a 
fee basis. Farmers’ planting intentions are also monitored by the USDA and released peri-
odically throughout the year. Organizations like IRI (formerly Information Resources, Inc.) 
perform these same tasks for food fi rms. In many cases, these services utilize scanner data 
purchased or acquired from retail food stores to show food manufacturers and retailers key 
trends in food consumption at the product level. Electronic scanners make unparalleled 
amounts of information on consumer purchasing patterns available to food marketers. Such 
information can play an important role in their sales forecasting efforts. 
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 The  Delphi approach  provides another useful tool for developing sales forecasts. 
Here, a panel of experts is asked to develop a forecast for the area of interest. These esti-
mates are then pooled, reviewed, and any differences across the experts studied. The estima-
tion process is repeated until a  consensus forecast  is achieved. This approach can be very 
useful when a forecast is needed quickly. The Delphi approach is also useful as a means to 
evaluate forecasts developed using other methods. Of course, experts can be wrong and the 
perspective of the panel members must be carefully considered when evaluating an expert 
opinion or Delphi forecast. This same method can also be used for forecasts of the general 
economic environment and the total market. 

 In some situations, especially with new products, a  test market  provides a useful way to 
collect data on potential sales. Here, an experiment is set up by selecting a test city or area 
with characteristics similar to the target market. The product is introduced, and the sales 
results are measured. These results are then generalized to the target market of interest. 
Such information is valuable as it refl ects actual consumer purchase decisions and not just 
attitudes toward purchase decisions as might be gathered through a survey. 

 On the other hand, test markets can be expensive, and it can be diffi cult to control all the 
outside factors that might infl uence sales of the product. For example, a juice maker might 
run a test market for a new 16-ounce juice product in Des Moines, Iowa. While the experi-
ment is running, the area is hit by an unprecedented heat wave and competitors have produc-
tion trouble, leaving them unable to meet market demand. The fi rm with the new juice 
product now has to decide which sales were the result of the heat and the lack of competition, 
and which sales were the result of an appealing new product. Market researchers work hard 
to control for these kinds of events during the design of the test market experiment.    

 Competitor analysis 

 A thorough understanding of the competition is an important part of formulating any market-
ing strategy. Although it is usually unwise to simply react to competition, it is equally unwise 
to ignore competitors. Even the most dominant fi rms are often vulnerable to competitive 
encroachment from niche players, international competitors, or more traditional competitors 
with new technology or products. In fact, some marketing experts theorize that the larger and 
more successful a fi rm is, the more likely it is to fail. The argument is that large, successful 
fi rms often become complacent with their success, perpetuating the way of doing business 
that helped them become successful, and losing the edge that helped get them there. As mar-
kets and consumers change, old approaches become increasingly outdated, and smaller, 
more aggressive fi rms may begin to take over the market. Clearly, even successful fi rms 
must continually monitor competition. 

 One simple but effective method for analyzing competition is completing a formal 
strength and weakness analysis for each competitor. This tool simply involves listing the key 
strengths and weaknesses of a competitor in the same way fi rm strengths and weaknesses 
were analyzed earlier. With the list of strengths and weaknesses in hand, the marketer then 
focuses on the opportunities or threats each competitor presents. The fi nal step in using this 
information is to develop a marketing strategy that capitalizes on the competitor’s weak-
nesses and takes advantage of any opportunity that competitor vulnerabilities present. 

 In the example shown in Table  8.1  , a small regional farm machinery dealer, Prairie View 
Equipment, has noted several key facts about Red River Tractor and Implement that can 
have important implications for Prairie View’s marketing plan. Red River is owned by 
a national equipment manufacturer. Based in part on a careful assessment of Red River’s 
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business, Prairie View has developed a strategy that emphasizes its local ownership and 
fl exibility in servicing farmers. 

 Information on competitors can come from a variety of sources. A search of the Internet 
will turn up a considerable amount of information on any major food or agricultural input 
fi rm. Annual reports, SEC fi lings, company press releases, and speeches by company execu-
tives can all offer useful information. Information supplied by salespersons or dealers 
can help keep tabs on what other fi rms are up to. Customers, industry experts, and other 
players in the marketing channel can all help provide a more complete picture of competitor 
activity. 

 The need for such information may seem so obvious to fi eld marketing people that this 
exercise seems unnecessary. But formalizing it in this manner, discussing it thoroughly, and 
developing a competitive strategy often improves communication, even in small fi rms, 
and results in a more proactive approach to marketing decisions. When all signifi cant com-
petitors are analyzed periodically, there is a far greater likelihood that a logical marketing 
plan will be developed and executed.   

 Tool for analyzing customer needs 

 The case for understanding customer needs has been made in Chapters 6 and 7. How do 
agribusiness marketers learn what customers want from their fi rm? There are a variety of 
tools available to the marketer to help them better understand the needs of their customers 
and prospects. Some of the more important tools will be reviewed here.  

 Table 8.1      Competitor strength and weakness analysis  

 COMPETITOR: Red River Tractor and Implement Company 

DATE: January 15, 2012 

COMPILED BY: Prairie Equipment Company 

Strengths 
1. New facility, large shop, impressive space for new and used equipment 
2. Good location, conveniently located for area farmers 
3. Large parts inventory 
4. Quality “short lines,” good relationships with short-line manufacturers 
5. Favorable credit program 
6. Manufacturer-owned facility has sound fi nancial backing 

Weaknesses 
1. High overhead cost relative to Prairie View 
2. No outside salespeople at this time, dependent on manufacturer reps for outside sales support 
3. Poor on-farm repair service, not as responsive as growers demand 
4. Major equipment line less popular locally than Prairie View offering 
5. Manufacturer-owned store less fl exible to meet local needs 
6. New manager not well known in the area 

Strategy for Competing Against Red River 
 — Upgrade emergency farm repair vehicle and promote this service 
 — Lever all relevant national support programs available to Prairie View 
 — Promote local owner’s long-term interest in community and understanding of local needs 
 — Hold open house to familiarize customers with our location 
 — Emphasize importance of dealing with a local business, keeping money in community 
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 Customer surveys 

 One of the best ways to learn what customers think about a product or service is to ask the 
customers directly. Agribusinesses can gain much valuable information, which can help 
in formulating market plans, by communicating directly with customers through surveys, 
interviews, and informal conversations. Although there may be reluctance among some 
customers who do not want to be bothered or who distrust any information-collecting 
activity, experience shows that food and agribusiness customers are willing to share their 
opinions with fi rms they do business with, especially when the data collection effort has 
been properly designed. When such information is used effectively, it is invaluable in making 
marketing decisions. 

 Market research relies heavily on surveys of various types to track customer attitudes. 
Extensive  personal interviews  lasting an hour or more may provide a great deal of informa-
tion about customer purchasing decisions, attitudes, and how the product is used. Such 
in-depth interviews must be developed and performed by trained interviewers; they are 
therefore quite expensive, often averaging $100 or more per completed interview. In many 
cases today — especially if the interviewee is a large farmer or a professional such as a veter-
inarian — the person being interviewed also wants compensation for their time while being 
interviewed. This can easily add much more to the cost of the session. 

  Telephone interviews  have gained in popularity because of their lower cost and the 
speed at which a telephone interview study can be completed. However, it is impossible 
to collect as much information by telephone as compared to a personal interview because 
telephone interviews seldom last more than 15 minutes. It is diffi cult to explore many issues 
very deeply in such a short period of time. Depending upon the length of the survey instru-
ment, phone interviews by professional market researchers may cost from $15 to $70 
(or more) per completed interview. 

  Written surveys  remain a widely used method of studying customer opinions and atti-
tudes. Written questionnaires can be short or long, but longer ones usually get a much lower 
response rate. A quick written survey delivered through the mail is considered successful 
when 15 to 25 percent of the questionnaires are completed and returned. It may be a very 
short survey response offered at a trade show, where customers and/or prospects are asked 
to respond to a few short questions. More formal mail surveys involving phone follow-up 
and multiple reminders will generate a substantially higher response rate — 50 to 60 percent 
being very common. Many fi rms use online survey tools to distribute questionnaires. This 
medium can help execute a very quick, very focused survey of customers. While there are 
advantages to written surveys, it is diffi cult to collect much detail or in-depth reasoning 
behind responses from a written survey. Yet because they are relatively inexpensive, written 
surveys are considered a good way of collecting some kinds of  market information . 

 For all types of surveys, careful  pretesting , or evaluating the questions so that what is 
being asked is clear to the respondent, is important. Poorly worded questions can cause the 
results of a survey to be virtually meaningless. The meaning of a question may be clear 
to the author of the survey, but totally confusing to the respondent — or worse, it may be 
misunderstood, with the result that it elicits incorrect information.   

 Focus group techniques 

  Focus group interviews  are another method of learning more about customer attitudes and 
one that is widely used by agribusiness marketers. The focus group allows companies to gain 
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solid purchase decision information or other insights from a group of customers. Depending 
on the situation, focus groups can also be quite cost effective. 

 A focus group interview is simply a discussion among six to ten customers or other indi-
viduals of interest, guided by a skilled moderator. In many cases this discussion is recorded 
so careful analysis of the comments can be made. It is not a formal interview so much as 
it is an informal discussion where people get to know each other well enough to talk freely. 
As barriers to discussion break down, participants begin to react to each other and the 
conversation unfolds, hopefully yielding much valuable information about how the group 
feels about important marketing issues. 

 The key to success in a focus group interview is the synergistic effect of the informal 
discussion. The group chosen for the interview is extremely important. It must fairly repre-
sent the population of interest and it must be a group where free-fl owing discussion is pos-
sible. The moderator plays a very important but extremely subtle role, making sure the right 
subjects are covered and that no one individual dominates the discussion. The moderator 
must also be careful not to bias responses in any way. 

 Focus group interviews can provide many new ideas and perceptions from the customer’s 
viewpoint about advertising programs, packaging, quality of products, performance, and 
relative comparisons of competitors. Group interviews also add a great deal of support and 
help to clarify more quantitative surveys because they can suggest how strongly impressions 
are held. 

 However, focus group interviews can also be misused. They will likely generate very 
little factual or quantitative data. As such, results are very diffi cult to tabulate or quantify. 
Some group members may tend to dominate and to infl uence the thinking of others, perhaps 
creating a “bandwagon” effect. And any results must be interpreted with the nature of 
the group in mind. Thus it is critical not to extend the results of a focus group interview 
beyond their designed use. Still, focus group interviews offer a highly productive and rela-
tively inexpensive method for gaining insights into customer attitudes and for generating 
marketing ideas.            

 Internal data analysis 

 Agribusiness marketers can often get so involved in developing and implementing a market-
ing plan that they have little time for detailed market analysis. This is particularly true in 
smaller or local agribusinesses, where marketing people may have a number of responsibili-
ties and have limited time to devote to careful exploration of what is going on in the market. 
One typically underutilized resource for better understanding customer attitudes and prefer-
ences is internal customer and transactions data. By looking at the data a fi rm has on its own 
customers and their transactions with the fi rm, a marketer can learn much that will be helpful 
in developing or refi ning a successful marketing strategy. 

  Transactions data  can provide a wealth of insights into a market. Sorting customers by 
their sales volumes can begin to help a fi rm understand the composition of its portfolio of 
customers. Looking at sales across product lines may point out important cross-selling 
opportunities. Exploring the timing of purchases may allow a fi rm to improve customer 
retention. If a fi rm knows that the Hendricks Vegetable Growers always place their seed 
orders by January 15, then any delay past that date becomes a warning sign that the customer 
may be looking elsewhere for seed. In many cases, fi rm transactions data are obtained and 
stored solely for accounting purposes. However, the investment it may take to make these 
available for market planning purposes is likely time and money well spent. 
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 Another tool for analyzing internal data is  market mapping . It is common, for example, 
for much of the sales volume in a small agribusiness to be concentrated in limited geograph-
ical areas or among relatively few accounts. At the same time, other geographic areas have 
relatively little market penetration with many potential accounts left for someone else to 
serve. 

 In any given market, there may be physical reasons for an imbalance in market penetra-
tion. An interstate highway may make access to some areas diffi cult. Certain types of farms 
may be concentrated in some parts of the market area. More often, however, friends, rela-
tives, or just well-established customers seem to predominate in one local area. Salespeople 
tend to spend less time in areas with which they are less familiar. In short, many agribusi-
nesses have undiscovered market potential near them, if they were just able to discover and 
cultivate this potential. 

 One way of discovering these areas of untapped potential is through a market-mapping 
technique. This exercise can be done by hand in smaller fi rms. All current customers are 
pinpointed on a map of the market area (Figure  8.4  ). It is a good idea to color-code custom-
ers by volume of business, type of products purchased, or other informative characteristics 
when developing this map. 

 A market map can also be developed using any one of a number of computer software 
products designed specifi cally for this purpose. Recent developments in computer mapping 
software and geographic information systems (GIS) make it possible to download a variety of 
data on market characteristics such as number of pigs on feed, number of households with at 

 Plate 8.2    Focus group discussion
A good sales presentation requires thorough preparation. Photo courtesy of Purdue University 
Centre for Food and Agricultural Business.
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least two children and family income of $60,000, and so on. Then, these data can be overlaid 
with store locations or competitor locations to get a graphic picture of the market situation. 

 Once this mapping has been completed, visual observation provides a great deal of infor-
mation about weak and strong areas. When this mapping technique is fi rst used, it is often a 
real revelation for marketing and management people. The market map suggests areas in 
which sales efforts should be targeted. When effort is concentrated in a new area and new 
customers are obtained, it may be possible to expand the fi rm’s presence in that area rapidly.    

 Summary 

 Planning a marketing strategy requires a variety of techniques and tools to analyze markets 
and make decisions. Some tools are simple applications of logic, while others are highly 
sophisticated analytical models. 

 A marketing audit is a thorough and objective examination of a fi rm’s marketing 
program. In a marketing audit, the fi rm’s market performance and potential for each product 

    Figure 8.4      Market map   
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are analyzed; current and future market conditions are reviewed; distinctive competencies 
(i.e., areas of unique strength relative to competition) can be recognized; current marketing 
programs are evaluated and execution of the marketing program is considered; and fi nally, 
the human resources available and their organization are studied. 

 Sales forecasting is a highly useful marketing tool that is especially valuable in agribusi-
ness because of the volatility of agricultural markets. It usually begins with general 
economic forecasts and becomes more and more specifi c as the forecaster moves toward 
forecasting sales for an individual product or service. A variety of tools is used for forecast-
ing sales of individual products including trend forecasts, build-up forecasts, analysis 
of scanner data, the Delphi Approach, and test markets. Each of these techniques has 
advantages and disadvantages, so agribusiness marketers must understand each to know 
when each may be the appropriate tool to use. 

 Marketing managers must also analyze competition and monitor their marketing 
programs. Formal competitor strength and weakness analysis is a useful tool that suggests 
strategic marketing approaches for capitalizing on the vulnerabilities of a competitor, or 
addressing a competitive threat. 

 Various marketing research methods provide invaluable information for developing mar-
keting plans. Customer surveys and personal and group interviews are popular methods. 
Focus group interviews are a commonly used technique for collecting information on custom-
ers. Internal transactions data can yield many insights into customer behavior. Simple tools, 
such as pinpointing customers by type or size on a map, can also provide much information. 

 In the end, marketing managers must synthesize information from a variety of sources to 
assist them in developing and executing a successful marketing program.   

 Discussion questions 

    1.   What is the purpose of a marketing audit? Why is it important to have outsiders involved 
in marketing audits?  

  2.   Why are sales forecasts particularly diffi cult to make in food and agribusiness fi rms?  
  3.   What is meant by derived demand? Explain why the demand for animal health products 

is a derived demand.  
  4.   Your cooperative is evaluating a new package of precision agricultural services they 

may offer to patron-members. This package includes an extensive fi eld-mapping pro-
gram, linking soil fertility information with yield monitor information, crop scouting in 
the summer months, and personal consultation in the winter. The package will require a 
signifi cant investment of both fi nancial and human resources. What data will the coop-
erative need to collect to make the go/no-go decision on this package? How should they 
collect this data?  

  5.   What are the benefi ts of preparing a strengths and weaknesses analysis of competitors?  
  6.   What are focus group interviews? Can a small fi rm use this tool? Why or why not? What 

are some important limitations of the focus group interview?  
  7.   Give some of the reasons why customer maps often show customers clustered in 

particular areas. What can be done about this situation?      

 Case study: a big assignment 

 “Yes, I have had an agribusiness course,” Leslie Turner said as she looked across the large 
desk. Her new boss was sitting on the other side of that desk, and, frankly, Leslie wondered 
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what was coming next. She had just accepted a summer internship that would begin in a few 
weeks, but she had no idea of what her assignment would be at Valley Producers Co-op. 

 “Do you know anything about marketing, Leslie?” asked the manager. 
 “A little. I have studied marketing in some of my classes,” answered Leslie nervously, 

still not sure what she was in for. 
 The manager continued, “Well, we’d like you to prepare an analysis of our petroleum 

marketing program this summer. As you know, we have three divisions: animal nutrition, 
crop inputs, and petroleum products — all managed out of our headquarters here. Although 
we want you to spend some time working in each division this summer, we’d like you to 
spend two days each week talking to people, looking at our records, or whatever else you 
feel would be helpful, to give us a good idea of where we stand in the petroleum market. Our 
petroleum sales have leveled off lately, and I think it’s because our equipment is getting old 
and our service is poor. 

 “The board of directors is considering expanding our petroleum business with a new fuel 
depot/retail station and some expanded delivery routes, but we just aren’t sure right now. 
There are a lot of cost factors that I’m working on, but I’d like you to take a look at the 
market side. Then we’d like you to make a report on what you fi nd at our August board meet-
ing. It’s a big job, but we’d like to know what you can come up with.” 

 Leslie swallowed hard. She wanted to make a good impression — and it did seem like a 
great opportunity to learn a lot about the business. Yet she wasn’t sure she was up to it. She 
wasn’t even sure how to begin. She began to think about some of the ideas they had dis-
cussed in her agribusiness management course …   

 Questions 

    1.   What kinds of information do you think Leslie needs to fi nd before she can complete 
this assignment successfully? How might she get this information?  

  2.   What market analysis tools should Leslie consider using to collect the data she will need 
for her report?  

  3.   Outline a procedure that Leslie might use to make her analysis and report.         

 References and additional reading 
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 Part Plate IV    Shot of money.
Cash is king. Money talks. Time is money. Put your money where your mouth is. All are 
clichés, but each expression holds an element of truth when it comes to effective management. 
This section explores the fi nancial aspects of agribusiness management. Photo courtesy of 
USDA.



 

 9   Understanding fi nancial 
statements     

 Objectives 

     •    Describe the importance of a fi nancial information system in an agribusiness  
   •    Develop a working knowledge of how fi nancial statements aid the agribusiness 

manager’s decision-making process  
   •    Understand fi nancial statement terminology as it is used by an agribusiness manager  
   •    Describe the balance sheet and illustrate how the agribusiness manager uses it  
   •    Describe the income statement and illustrate how the agribusiness manager uses it  
   •    Understand the accrual basis of accounting  
   •    Describe the statement of owner’s equity and illustrate how agribusiness managers use it  
   •    Describe the statement of cash fl ows and illustrate how the agribusiness manager uses it  
   •    Understand how managers develop and use pro forma fi nancial statements to make 

decisions affecting the future of the agribusiness      

 Introduction 

 Probably no term is used more often among managers than the word profi t, or “the bottom 
line.” For any business, the bottom line on the income statement is crucial. This fi gure rep-
resents a composite of how the fi rm, and its management, has performed over the past year. 
It is a guideline to measure the relative success or failure of the fi rm over this period of time. 
 Profi t , the amount remaining from a sale after cost of the product and operating expenses 
have been paid, is often used as a historical benchmark to provide evidence of the skill and 
ability demonstrated by decision-makers within the organization. The fi rm’s CEO (chief 
executive offi cer), corporate board members, and management team are all enamored with 
this word “profi t.” The importance of this fi gure over time can be related to the ability of the 
fi rm to grow, enter new markets, and introduce new products. 

 Although the bottom line is of great importance in itself, other types of fi nancial data 
are also needed to properly evaluate a fi rm’s performance. The successful agribusiness 
manager must understand what the fi rm did (or did not do) that led to the resulting bottom 
line, and the successful manager uses this understanding to improve the bottom line in 
the future. This is what the study of fi nancial management is all about. The successful man-
ager understands the fi nancial operations of the fi rm well enough to use this information 
as a tool for improving fi rm performance. Although the bottom line provides a benchmark 
for comparison, successful agribusiness managers must understand the interrelationships 
of other accounts on the balance sheet and the income statement to properly manage the 
business.   
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 The importance of fi nancial statements 

 Financial management requires a working knowledge of how to interpret fi nancial informa-
tion from a fi rm’s records. Such information is used to satisfy two distinct needs of the 
agribusiness fi rm. First, and perhaps more importantly, is the need for information that can 
be used internally by managers in decision-making. Second, information is also needed for 
fi nancial reporting, such as reporting fi nancial performance to stockholders, entities outside 
the fi rm such as lenders, and others who have interests in the fi rm. 

 Without fi nancial information, agribusiness managers at any level fi nd it diffi cult to 
successfully pursue the goals and objectives of the organization. Each agribusiness 
enterprise therefore must accumulate historical records of fi nancial information that are vital 
for its continued success. The importance of fi nancial information and records is evidenced 
by the tons of paper, the billions of forms, the millions of computers, and the hundreds 
of thousands of people who are employed in recording business activities throughout the 
country. 

 Modern fi nancial record keeping had its beginning some six centuries ago in Italy. The 
growth of commerce in Venice and Genoa, which were great commercial centers, created an 
accompanying need for business records. As a response to this need, a system of records 
and bookkeeping was developed that is still widely used throughout the world today. This 
system summarizes the records of a fi rm by dividing them into two basic documents. 
These documents are called the balance sheet and the income statement. Together, they 
make up the primary fi nancial statements of the fi rm. The remainder of this chapter will be 
used to discuss the importance of these fi nancial statements and illustrate how agribusiness 
managers may use these statements for decision-making.  

 Correct information at the proper time 

 Agribusinesses seek to generate the greatest possible returns from the resources they pos-
sess. Associated with the profi t objective are several other objectives, such as producing a 
quality product or service, rewarding the employees of the business, helping the business 
grow, striving for environmental stewardship, and promoting a positive public image for the 
fi rm as a “citizen” of the community. These types of objectives are common to all business 
organizations, from the huge food company to the rural, small-town feed dealer. Such objec-
tives are usually not accomplished by means of a single, brilliant tactical maneuver, 
but rather through the consistent use of resources to their greatest potential over a long 
period of time. The consistent use of resources to meet the fi rm’s objectives requires 
managers to have useful and timely fi nancial information and records. Business records are 
tools to help managers guide the operation of the business intelligently and make good man-
agement decisions that are consistent with the needs, objectives, and goals of the company. 
The collection and use of information reported for these purposes is often referred to as 
 managerial accounting . 

 In addition, fi rms must also satisfy the reporting requirements that are established by 
various outside entities. For instance, every agribusiness must keep track of sales, purchases, 
expenses, and profi t or loss. Records that document these areas are necessary to meet the 
reporting requirements of governmental units, lending institutions, investors, and suppliers 
to the business. The collection and use of information reported for these purposes is often 
referred to as  fi nancial accounting . 
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 Although a records system must be designed to meet both the managerial and fi nancial 
reporting needs of the fi rm, its design should be guided by the following criteria: 

  1.   It should be simple and easy to understand.  
  2.   It should be reliable, accurate, consistent, and timely.  
  3.   It should be based on the uniqueness of the particular business.  
  4.   It should be cost effective to implement and maintain.    

 When designing the records system for an agribusiness, it is usually advisable to secure the 
services of competent professional advisers or consultants who are not members of the fi rm. 
These professionals can help to determine objectively which system of records best fi ts the 
fi rm’s needs. In addition, all but the smallest agribusinesses need trained and competent 
bookkeepers and/or accountants to maintain their managerial and fi nancial reporting 
system.             

 Uses of a good accounting system 

 The accounting system also functions to prevent errors and to safeguard an agribusiness’s 
resources. To do this, records must be maintained accurately and honestly by competent 
personnel. As the business grows larger, a system of checks and balances should be insti-
tuted to ensure that no one person has complete control over any transaction. For example, 
employees who are working as cashiers or collecting monies should not be engaged in 

 Plate 9.1    Recordkeeping using a computer
An effective accounting system is at the heart of good fi nancial management. Photo courtesy of 
the USDA Natural Resources Conservation Service.
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bookkeeping. The person who is performing purchasing duties should not be keeping the 
books or writing the checks. 

 Whenever and wherever possible, the responsibilities of records, reports, and controls 
should rest with at least two people. Outside auditors are typically used to verify the accu-
racy and integrity of the organization’s fi nancial records. All this is not to imply dishonesty 
so much as to confi rm the credibility and integrity of all involved, and to verify that records 
are being kept properly. When proper checks are built into an accounting system, there is 
little reason to suspect impropriety. 

 Good fi nancial records should provide the basis for: 

  1.   Determining the success of the business in terms of profi tability during specifi c time 
periods or cycles  

  2.   Determining the general fi nancial condition or health of the business at a given 
moment  

  3.   Predicting the future ability of the business to meet the demands of creditors, of change, 
and of expansion  

  4.   Analyzing the trends in performance as they relate to management’s abilities and to 
the success or failure of the past decisions and achievements  

  5.   Choosing among the various possible alternatives for future use of resources within 
the fi rm     

 Working with accountants 

 Some agribusiness managers, such as Chuck Altman, the owner and president of a sizable 
wholesale fertilizer company, confess to a fear of fi nancial management and accounting 
simply because they are unfamiliar with the way the system works. Chuck’s unfamiliarity 
stems from the fact that his company started small, and his fi nancial knowledge and skills 
have not grown with the company. Many other managers have come up through the ranks in 
larger companies from the areas of sales, production, and operations. They also have not 
been exposed to the fi nancial component of the business. It is not necessary for the manager 
to know how to do the accounting personally or to maintain the records of an organization. 
Instead, the agribusiness manager should concentrate on understanding how the system 
works and what information the record-keeping process produces that can be useful for 
decision-making and forecasting, and for fi nancial reporting. 

 The agribusiness manager who works with controllers, accountants, and bookkeepers is 
likely to fi nd many that view the world about them in a conceptual and abstract manner. 
The approach of such specialists can produce information, which, though accurate and inter-
esting, may not be understandable or meaningful to those controlling and managing 
the organization. Determining what information is needed and what form it should take is the 
responsibility of the manager. 

 Each manager reviews the information supplied by the records of the organization, and 
determines if the information is to be used solely for managerial decision-making. If so, the 
information should be tested against the previously provided criterion. He or she must 
then ask such questions as: “Will this information or data allow management to make better 
decisions?”, “Is the information prepared in such a way that managers can easily understand 
and interpret it?”, and “Is it information that the particular agribusiness truly needs?” 
Records that do not meet these tests should be altered or dropped. However, information that 
will be used in fi nancial reporting to governmental units, lenders, and others generally is 
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much more standardized in terms of criteria (i.e., profi tability, liquidity, and solvency) and 
measures (i.e., rates of return on assets and equity, solvency ratios, liquidity measures, etc.). 
The reporting of this information must be in accordance with generally accepted accounting 
principles and practices.    

 The accounting process 

 The record-keeping process derives largely from the original documents of the organization. 
These documents include such things as sales slips, receiving tickets, checks, invoices, 
employee time-cards, and bills. One could say that such original documents are the building 
blocks for the entire record-keeping system. 

 If we look closely at Chuck Altman’s fertilizer business, we will see that each day the 
fi rm incurs more expenses and earns more revenue. These day-to-day transactions are 
recorded in a book or computer fi le called the journal. The journal is also referred to as the 
book of original entry for the business. Here, all the transactions of the business are recorded 
in chronological order. The journal, then, provides a running account of the day-to-day 
transactions or activities of the business. In a small business there may be only one book, 
computer fi le, or general journal in which all the transactions of the business are recorded. 
As a business such as Chuck Altman’s grows larger in size, it is necessary to have several 
specialized journals or computer fi les for particular areas of the business to record such 
separate categories as sales, purchases, and available cash. While the journal records the 
transactions or activities of the business chronologically, it does not put them into any mean-
ingful form by which the manager can interpret or use the information presented. This comes 
from fi nancial statements that are prepared using the information recorded in the journal.   

 Business information must be organized 

 In looking at Chuck Altman’s fertilizer business, it is apparent that he should have a record 
of its property or assets. Such a fi nancial statement is called a  balance sheet . The balance 
sheet shows the fi nancial makeup and condition of a business at a specifi c time. It lists what 
the business owns, what it owes, and what the owners have invested in the business. It shows 
a balance between assets and claims against those assets.  Assets  are those things of 
value that are controlled by the business. Those who are interested in a particular agribusi-
ness require such information as the amount of available cash, the amount of money that 
customers owe to the business, the amount of inventory or merchandise available, and the 
resources needed to carry on business activities, including buildings, land, offi ce and sales 
space, and equipment. 

 Those who are interested in the business are also concerned with the  liabilities  of that 
business. Liabilities are the sums of money that have to be paid to creditors at specifi ed dates 
in the future. To put it another way, liabilities represent the sums that are owed to people 
outside the business. Thus, liabilities represent claims by “outsiders” against business assets. 
In addition to information about assets and liabilities, the full fi nancial picture requires infor-
mation about the amount of money that the owners have invested in the business. This sum 
is called  owner equity  or  net worth . 

 Then, too, there is the need for records that detail revenue and expenses in such a way 
that the manager may meaningfully measure the success of the business, in terms of profi t 
or loss, for decision-making purposes and various public entities for tax purposes. These 
records are used to organize the information into ledger accounts for each source of revenue 
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and for each expense category. These accounts are summarized in a fi nancial statement 
called an income statement. Ledger accounts, then, provide for the separating, categorizing, 
and recording of related transactions or activities within the business, and they do so in an 
organized manner. Maintaining fi nancial information in separate ledger accounts not only 
makes these data more usable, but provides information that is more easily understood by 
the agribusiness manager. 

 The accounts in the ledger are summarized on a predetermined regular basis called the 
 accounting period . The accounting period typically represents a one-year time span in the 
operation of the business. This may be a calendar year (January–December) for some fi rms 
or a fi scal year for other fi rms (July–June). Many agribusinesses are seasonal in nature. A 
calendar year accounting period may not make sense for a seed corn fi rm since this really 
cuts across two different production and marketing seasons. Hence, fi rms tend to report 
fi nancial information for one year that includes a single production period. Management in 
medium and large fi rms typically request updated monthly and/or quarterly fi nancial state-
ments. These updates represent summaries of the accounts in the ledger and help generate 
the key fi nancial statements for the fi rm.   

 Financial statements 

  Financial statements  are a summarized statement of the fi nancial status of a business, usu-
ally prepared as a summary of  accounts  from the ledger. The primary fi nancial statements 
usually consist of the balance sheet and income statement. As discussed previously, a balance 
sheet shows what a business owns, what it owes, and what investment the owners have in the 
business. It can be likened to a snapshot that shows the fi nancial makeup and condition of the 
business at a specifi c point in time. The  income statement , on the other hand, is a summary 
of business operations over a certain period, usually the period between the dates of two bal-
ance sheets. It could be compared to a video of the fi rm that details the fi nancial activities as 
they occurred over a period of time. Generally, the balance sheet illustrates the current fi nan-
cial position of the business. The income statement, alternatively, demonstrates fi nancial 
changes since the last time a balance sheet was prepared. The income statement is also known 
as the operating statement, the profi t and loss statement, or simply the P&L statement. 

 The length of the accounting period and the dates for issuing fi nancial statements are 
particularly important in agribusinesses that are highly seasonal in nature. In most parts of 
the country, fertilizer and chemical operations conduct a very large portion of their annual 
business in the three to four months before and during the planting season. For example, a 
balance sheet constructed just prior to the rush season is likely to show large amounts of 
fertilizer on hand and little money owed by customers. If this same statement is drawn up 
just after the busy season, it is likely to show less fertilizer on hand and larger amounts of 
money owed by customers. Such fi nancial statements can be very misleading, if they are not 
interpreted in light of the seasonal characteristics of the business. Consequently, the agri-
business manager must understand why variations in fi nancial statements are inescapable in 
highly seasonal agribusinesses. Previous years’ fi nancial statements often provide a more 
valid comparison than a simple month-by-month comparison.  

 Brookstone Feed and Grain company: an example 

 Brookstone Feed and Grain (BF&G) company typifi es many smaller agribusiness fi rms. 
BF&G is a retail agribusiness fi rm located in the Midwest. It sells a wide range of fertilizers, 
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chemicals, feed, seed, and farm supplies. BF&G also merchandises grain — primarily corn 
and soybeans. The fi rm provides a variety of services to its customers such as feed delivery, 
fertilizer application, drying grain, and grain storage. BF&G purchases fertilizer from 
national manufacturers and blends products to fi t individual customer’s needs. BF&G is 
located on a rail line and ships unit trains of corn to the Gulf and Southeast. The fi rm has a 
grain market area of about 25 miles. Table  9.1   and Table  9.2   summarize BF&G’s operations 
during a recent year.    

 Table 9.1      Balance sheet for Brookstone Feed and Grain company, December 31, 2009  

 (a) Assets  
(b)  Current Assets:  
(c)   Cash 175,000
(d)   Accounts Receivable 1,600,000
(e)   Inventory 2,500,000  
(f)   Prepaid Expenses 7,000  
(g)   Other 5,000  
(h)   Total Current Assets $4,287,000  

(i)  Fixed Assets:  
(j)   Land 1,150,000  
(k)   Building 600,000  
(l)   Less: Accumulated Depreciation 150,000 450,000  
(m)
(n)   Equipment 1,300,000  
(o)   Less: Accumulated Depreciation 520,000 780,000  
(p)
(q)   Total Fixed Assets $2,380,000 
(r)  Other Assets 10,000 
(s) Total Assets $6,677,000 

(aa) Liabilities  
(bb)  Current Liabilities:  
(cc)   Accounts Payable 800,000  
(dd)   Notes Payable 1,000,000  
(ee)   Accrued Expenses 35,000  
(ff)   Advances 27,000  
(gg)   Total Current Liabilities $1,862,000 
(hh)  Long-Term Liabilities:  
(ii)   Mortgages 1,000,000  
(jj)   Other 150,000  
(kk)   Total Long-Term Liabilities  $1,150,000
(ll)  Total Liabilities $3,012,000 

(mm) Owner’s Equity  
(nn)  Owner-invested Capital:  
(oo)  Common Stock 1,885,000  
(pp)  Retained Earnings 1,780,000  
(qq) Total Owner Equity $3,665,000 
(rr) Total Liabilities and Owner Equity $6,677,000 



 

 Table 9.2      Income statement for Brookstone Feed and Grain company, year ending December 
31, 2009  

  Sales:  
  Grain and Soybeans $8,146,000  
  Seed 670,500  
  Fertilizer and Chemicals 2,213,000  
  Feed 1,810,000  
  Miscellaneous Supplies 402,300  
  Service Income 268,200  
Gross Sales $13,510,000  
Less Returns, Allowances, and Discounts 100,000  

(a) Net Sales $13,410,000 100.00 %  

(b) Cost of Goods Sold:  
  Grain and Soybeans 7,556,900  
  Seed 511,650  
  Fertilizer and Chemicals 1,791,420  
  Feed 1,534,380  
  Miscellaneous Supplies 330,650  
  Service Expense 0  
Total Cost of Goods Sold 11,725,000 87.43 %  

(c) Gross Profi t (Margin) $1,685,000 12.57 %  

(d) Operating Expenses:  
(e)   Salaries and Benefi ts 210,000 1.57 %  
(f)   Full-time Wages 166,000 1.24 %  
(g)   Part-time Wages 10,400 0.08 %  
(h)   Commissions 42,740 0.32 %  
(i)   Depreciation 290,000 2.16 %  
(j)   Maintenance and Repairs 58,000 0.43 %  
(k)   Utilities 56,990 0.42 %  
(l)   Insurance 71,200 0.53 %  
(m)   Offi ce Supplies/Expense 26,820 0.20 %  
(n)   Advertising/Promotion 6,400 0.05 %  
(o)   Gas and Oil 48,600 0.36 %  
(p)   Delivery and Freight 156,710 1.17 %  
(q)   Rent 6,300 0.05 %  
(r)   Taxes, Licenses, Fees 48,160 0.36 %  
(s)   Miscellaneous 3,300 0.02 %  
(t)   Payroll Tax 10,900 0.08 %  
(u)   Bad Debt 3,290 0.02 %  
(v) Total Operating Expenses $1,215,810 9.07 %  

(w) Net Operating Income $469,190 3.50 %  
(x)   Other Revenue 18,200 0.14 %  
(y)   Interest Expense 230,840 1.72 %  

(z) Net Income Before Taxes $256,550 1.91 %  
(aa)   Taxes 59,900 0.45 %  

(bb) Net Income After Taxes $196,650 1.47 %  

 The balance sheet 

 As outlined above, the balance sheet represents a fi nancial summary of what the business 
owns and owes and of the investment that the owners have made in the business (Table  9.1 ). 
Financial resources that have monetary value are called assets (a). Assets are usually listed 
at the top or the left-hand side of the balance sheet (Table  9.1 , a to s). 
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 The amount the business owes to creditors is called liabilities (aa). Liabilities are gener-
ally located in the middle section or on the right-hand side of the balance sheet (Table  9.1 , 
aa to ll). Legally, the creditors of the business would have fi rst claim against any of its assets. 
The value of the assets over and above the fi rm’s liabilities is the owner’s claim against the 
assets, or owner’s equity. Owner’s equity is also referred to as net worth (mm) and repre-
sents the summation of several specifi c accounts. The owner’s equity section usually appears 
just below the liability section on the balance sheet (Table  9.1 , mm to qq). 

 This brings us to the dual-aspect concept of the balance sheet. The balance sheet is set up 
to portray two aspects of each entry or transaction recorded. For each resource of value, or 
asset, there is an offsetting claim against that asset. The recognition of this concept leads to 
the accounting equation:

  An examination of the following case will clarify this concept. 

 When Jody Snyder decided to start her landscaping business, she deposited $2,000 in 
cash in the bank. This sum represented an investment of $1,000 from her funds and $1,000 
that she had borrowed from the bank. If Jody had prepared a balance sheet at that time, it 
would have shown assets of $2,000 cash balanced against a liability to the bank of $1,000 
and an owner’s claim of $1,000. Using the balance sheet formula:

  As this formula indicates, there will always be a balance between assets and the claims 
against these fi nancial resources (liabilities plus owner’s equity). The balance sheet is so named 
because it always balances. The various components are presented in the following section.  

 Assets (a) 

 It was stated earlier that assets represent resources of value that are controlled by the busi-
ness. Of course, the business does not legally own anything unless it is organized as a cor-
poration (see Chapter 4). But regardless of whether the business is organized as a 
proprietorship, a partnership, or a corporation, all business bookkeeping should be tabulated 
as a separate entity and recorded separately from the personal funds and assets of its owner 
or owners. Small agribusinesses where personal and business assets are mixed have 
diffi culty in sharply defi ning genuine business performance. Business assets are typically 
classifi ed in three classes: current assets (b), fi xed assets (i), and other assets (r).  

 Current assets (b) 

 For accounting purposes, the term  current assets  is used to designate cash or assets that will 
be converted to cash during one normal operating cycle of the business (usually one year). 
The distinction between current assets and fi xed and other assets is important because lend-
ers and others pay much attention to the total value of current assets. At a minimum, this 
fi gure gives an approximation of the cash generation potential of the fi rm. 

 The value of current assets bears a signifi cant relationship to the stability of the business, 
because it represents the amount of cash that might be raised quickly to meet current obliga-
tions. For example, a nursery may discover that it is necessary to fumigate a large acreage 
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prior to planting nursery stock. Owners might experience great diffi culty raising the funds 
for this emergency because their current assets are limited. 

 The major current asset accounts may include the following: 

   Cash (c) :  Cash  funds are those that are immediately available for use without restriction. 
These funds are usually in the form of checking account deposits in banks, cash register 
money, and petty cash. Cash amounts should be large enough to meet any obligations 
that fall due immediately. BF&G has cash balances of only $175,000 as of December 
31 (see Table  9.1 ). As carloads of fertilizer or deliveries of seed arrive soon after 
the fi rst of the year, BF&G may have to borrow additional short-term funds to meet its 
purchasing obligations.  

   Accounts receivable (d) :  Accounts receivable  represents the total amount owed to the com-
pany by customers for past purchases. Essentially, these accounts result from the grant-
ing of credit to customers. They may take the form of charge accounts on which no 
interest or service charge is made or they may be of an interest-bearing nature. In either 
case, they are a drain on the cash position of the fi rm. The larger the outstanding amount 
in accounts receivable, the less money the company will have available to meet current 
needs. The amount of money in this account depends on the fi rm’s credit policy, that is, 
how much credit is extended to customers and how effi cient the business is at collecting 
these outstanding accounts.  
  Some agribusinesses depend heavily on credit as a selling tool. Agricultural production 
is a seasonal business, and many customers prefer to postpone payment until after har-
vest and/or selling of crops. BF&G is in an industry in which selling on credit is common. 
As Table  9.1  indicates, on December 31 Brookstone’s customers still owed a total of 
$1,600,000 from sales made during the past year or earlier. This is a fi gure that BF&G’s 
management and creditors will watch closely, since borrowing money to pay the fi rm’s 
obligations is an added expense that reduces the profi tably of the business. The chal-
lenge is for BF&G to offer enough credit so as not to hurt sales, while at the same time 
keeping its credit policy tight enough not to jeopardize its own cash-fl ow position. (This 
is described in more detail in Chapter 11.)  

   Inventory (e) :  Inventory  is defi ned as those items that are held for sale in the ordinary 
course of business or that are to be consumed in the process of producing goods 
and services to be sold. Inventory items are usually valued at cost (actual funds expended) 
or market value (what they are worth), whichever is lower. BF&G has $2,500,000 
worth of inventory (at cost) as of December 31. The fi rm may already be building 
some inventory for spring sales. The objective of its managers is to keep inventory 
as low as possible in order to minimize the cash investment while still maintaining an 
adequate supply of products to meet their customers’ needs. Control of inventory and 
related inventory expenses is one of management’s most important jobs, particularly for 
retailers. Good accounting records are particularly useful in controlling inventory. 
As BF&G becomes better at matching supplies of product with customers’ demands, 
the fi rm will lower its inventory investment and increase its return to investment in 
inventory.  

   Prepaid expenses (f) :  Prepaid expenses  represent assets that have been paid for in advance; 
usually, their usefulness is due to end after a short time. A good example would be 
prepaid insurance. A business often pays for insurance protection for as much as three 
to six months in advance. The right to this protection is a thing of value (an asset), and 
the prepaid or unused portion can be refunded or converted to cash. BF&G has $7,000 
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in prepaid expenses, insurance in this case. Other examples that fi t this category would 
include prepaid rent and prepaid taxes.  

   Other current assets (g) : A fi rm may have various other assets that can easily be converted 
into cash. For example, BF&G has $5,000 in “ marketable securities .” An example of 
 other current assets  could be an outside investment in another company’s stocks or 
bonds, an investment that can be converted to cash during the accounting year if 
needed.      

 Fixed assets (i) 

  Fixed assets  are those items that the business owns that have a relatively long life. Fixed 
assets are typically used to produce or sell other goods and services. If they were to be held 
for resale, they would have to be classifi ed as inventory (current assets), even though 
the assets might be long-lived. Normally, fi xed assets are categorized into the accounts: 
land, buildings, and equipment. However, some managers may list types of buildings and 
equipment separately on the balance sheet. 

 BF&G’s balance sheet could be made more specifi c if its equipment (n) items were 
divided into three main categories: fertilizer equipment, grain storage and handling equip-
ment, and rolling stock (trucks, spreaders, etc.). Some companies even list large, especially 
expensive equipment, such as self-propelled fertilizer applicators which may cost $250,000 
or more, as separate entries on the balance sheet. 

 One other important aspect of tracking fi xed assets for the balance sheet that should 
be considered is depreciation (l and o). Generally, all fi xed assets, with the exception of 
land, depreciate (decrease in value) over time. For example, BF&G’s largest applicator, 
which is three years old and showing wear, may be worth only $100,000, much less than 
its original $250,000 purchase cost. For a balance sheet to show the true value of the com-
pany’s assets, it must refl ect the asset’s loss in value over this three-year period. This loss in 
value due to use, wear, and tear on the fi xed asset is called depreciation. The net fi xed asset 
value on the balance sheet refl ects only the “accounting” value of the asset in its present 
state. The real value of fi xed assets may be considerably different. The actual market value 
could be accurately established only by selling the asset, but an ongoing business cannot 
sell its assets. 

 Several methods may be used to determine the amount of depreciation. Annual deprecia-
tion is allowed as an expense item on the income statement (discussed later), and so it sig-
nifi cantly affects total expenses, profi ts, and, consequently, taxes. Internal Revenue Service 
regulations typically determine the method used to calculate depreciation. But for both tax 
and accounting purposes the business can deduct the loss in the value of an asset each year 
during the useful life of the asset, until it reaches the point where the total purchase price 
(plus transportation and assembly costs) has been fully depreciated. 

 Land is usually entered at its purchase cost, even though its current value may be
much greater. Accountants argue that because it is impossible to accurately determine 
its real market value without selling the land, the balance sheet should refl ect its original 
purchase cost so as not to overstate the value and mislead the reader. Obviously, when 
agribusiness fi rms have signifi cant land assets whose value has increased greatly, the 
balance sheet may vastly understate the real market value. For example, Jody Snyder’s 
landscaping business is located on ten acres of land that her father purchased in 1941 for 
$10,000. A short time ago owners of a local retail store offered her $300,000 for the same 
ten acres. If Jody could revalue her land, her owner’s equity would be much greater. 
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Accountants are working on new methods of reporting fi xed assets whose value has been 
drastically changed by rapid infl ation or devaluation, but most businesses still report the 
purchase cost, unless otherwise noted. If Jody were seeking additional bank funding for her 
business, she would be allowed to revalue the land account on her balance sheet to a more 
realistic level.            

 Other assets (r) 

 A miscellaneous category called other assets accounts for any investment of the fi rm in 
securities, such as stock in other private companies and bonds that are held for longer than 
one year. The category also includes intangible assets, such as patents, copyrights, franchise 
costs, and goodwill. Goodwill is the extent to which the price paid for an asset exceeds the 
asset’s physical market value, usually because of the value of the reputation established in 
the market area by the previous owner. Items in the other assets category usually have a 
longer life than current asset items and are generally non-depreciable in nature. In many 
cases, they cannot easily be sold within the operating year or represent fi nancial resources 
that the fi rm would not sell.    

 Plate 9.2    Farm land and farmstead
Most fi xed assets depreciate over time, but land is unique because it does not depreciate. Photo 
courtesy of USDA Natural Resources Conservation Service.
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 Liabilities (aa) 

  Liabilities  consist of money that the business owes to “outsiders” (other than capital invested 
by the owners). Liabilities are claims against the business’s assets, but they may not be 
claims against any specifi c asset, except for some mortgages and equipment liens. This 
means that unless a creditor holds a lien or mortgage (legal claim) against a specifi c fertilizer 
truck, spreader, or parcel of land, that creditor has no claims against individual assets; his or 
her only claim is against a specifi c dollar portion of the total value of the company’s assets. 
Essentially, liabilities are divided into two classes: current liabilities and long-term liabilities.  

 Current liabilities (bb) 

  Current liabilities  describe those outsiders’ claims against the business that will fall due 
within one normal operating cycle, usually one year. Some of the more important current 
liabilities entered on the balance sheet are the following: 

   Accounts payable (cc) :  Accounts payable  represent the amount that BF&G owes to ven-
dors, wholesalers, and other suppliers from whom the business has bought items on 
account. This category also includes any items of inventory, supplies, or capital equip-
ment that have been purchased on credit and for which payment is expected in less than 
1 year. For example, when BF&G purchases 100 tons of hog supplement from their 
supplier on short-term credit at $270 per ton, accounts payable immediately increases 
by $27,000. The total amount of accounts payable for BF&G on December 31 is 
$800,000.  

   Notes payable (dd) :  Notes payable  is sometimes labeled as short-term loans or liabilities. 
This category represents those loans from individuals, banks, or other lending institu-
tions that fall due within a year. Also included in this category is the specifi c portion of 
any long-term debt that will come due within a year.  
  In highly seasonal agribusinesses, short-term loans are a very important part of fi nancial 
management (see Chapter 11). Cash needs intensify during the peak season, when the 
agribusiness must pay for increased inventory and for fi nancing accounts receivable. 
This situation requires careful cash management. BF&G shows $1,000,000 in 
short-term credit as of December 31.  

   Accrued expenses (ee) : The  accrued expenses  account represents the aggregation of several 
individual accounts such as wages payable and taxes payable. Each may be reported 
separately or one account may include all of these obligations. They include those obli-
gations,  accruals , that the business has incurred for which there has been no formal bill 
or invoice. An example of this would be accrued taxes. BF&G knows that the business 
has the obligation to pay $5,000 in taxes, an amount that is accruing or accumulating 
each day. The fact that the taxes do not have to be paid until a later date in the operating 
year does not diminish the daily obligation. Another example of accrued expenses 
would be BF&G’s wages of $30,000. Although they are paid weekly or monthly, they 
are being earned daily or even hourly, and they constitute a valid claim against 
Brookstone’s assets. An accurate balance sheet refl ects these individual obligations.  

   Advances (ff) : Sometimes fi rms receive payment for goods in advance. BF&G shows a 
$27,000 balance for this account. This means that the fi rm owes its customers $27,000 
worth of product/services. A proper balance sheet will illustrate the payments from 
customers as advances or deferred income.      
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 Long-term liabilities (hh) 

 Outsiders’ claims against the business that do not come due within one year are called  long-
term liabilities  or noncurrent liabilities. Included in this category are bonded indebtedness, 
mortgages, and long-term loans from individuals, banks, or others. Any part of the principal 
for a long-term debt that falls due within one year from the date of the balance sheet is 
recorded as part of the current liabilities of the business. BF&G has both a mortgage (ii) and 
other long-term debt (jj).    

 Owner’s equity (mm) 

 The  owner’s equity  or net worth section (mm) details the claims of the owners against the 
business’s assets. It is a summation of the accounts that report owner equity (i.e., earnings 
retained in the business, contributions, paid-in capital, etc.). The balance sheet balances 
because of the inclusion of all applicable accounts and their respective amounts for all three 
sections of the balance sheet, including the owner equity section. Viewed a different way, 
the balance sheet formula becomes:

 Assets Liabilities Owner s Equity− = ’

 In an incorporated business, the owner’s original or contributed investment to the business 
is listed as a separate entry called common stock (oo). This does not necessarily represent the 
current market value of the common stock, but rather its original value. (Market value of 
stock is a totally separate issue, determined solely by buyers’ and sellers’ perceptions of the 
value of the business.) 

 The category of retained earnings (pp) represents the net gain on the owners’ original 
investment. If no profi ts were ever drawn from the business, the retained earnings fi gure 
would refl ect the total amount of profi t that the business has made since its inception. 
Of course, most owners expect to remove profi ts regularly from the business as a return on 
their investment. Thus, retained earnings represent whatever net profi ts the owners have 
chosen to leave in the business. BF&G owners have left $1,780,000 of earned profi ts in the 
business to combine with their original $1,885,000 investment. For most companies, retained 
earnings are an important source of capital for growth. 

 When the business is a sole proprietorship or partnership (see Chapter 4), the owner’s 
equity is often reported as one entry and the owners’ initial investment is not separated from 
the accumulated retained earnings of the business. However, in the case of the incorporated 
business, there are entries for stockholders’ claims and also for earnings that have been 
accumulated and retained in the business. Of course, if the business has been consistently 
operating at a loss, the owners’ claims may be less than the initial investment; and, in the 
case of a corporation, the balancing account could be an operating defi cit rather than retained 
earnings. 

 The complete combination of all the entries outlined above creates a full balance 
sheet. This fi nancial statement provides a great deal of information. It illustrates what 
the business owns and what claims exist against these resources. Managers need this 
information to help them decide what actions they should take in running their business. 
Outsiders seek this information to determine, among other things, the creditworthiness 
of the fi rm. Owners utilize this information to judge the performance of the management 
team.    
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 Income statement 

 The  income statement  (Table  9.2 ) summarizes revenue and expenses during a specifi c 
period of time and reports the  accounting loss or profi t  that results from the deduction of 
expenses from revenue. For these reasons, this fi nancial statement is most commonly known 
as the income statement. Titles like the operating statement, profi t and loss statement, or 
statement of earnings are also used for the income statement. 

 The income statement provides a primary measure of business profi tability; therefore, 
it is a key fi nancial statement for operating managers. Its very format emphasizes the 
basic profi t formula, and, hence, holds the key to solving many operating management 
problems: 

  Net sales  

  –  Cost of goods sold   

  Gross margin  

  –  Operating expenses   

  Net operating income    

 Because this fi nancial record summarizes the activities of the company over a specifi c period 
of time, it lists only those activities that can be expressed in terms of dollars relating to that 
specifi c period of operations for the fi rm. While comparing two balance sheets can indicate 
the changes in the position of the company for a particular accounting period, the income 
statement details how this change took place during that same period. 

 The accounting process helps in distinguishing between expenses and expenditures. 
An  expenditure  is incurred whenever the business acquires an asset, such as a truck, 
building, or fertilizer, whether it is used immediately or years later.  Expenses  are expendi-
tures that are incurred by the business during the accounting period being reported. Expenses 
directly affect owner’s equity — higher expenses mean lower profi t, which, in turn, dictates a 
lower addition to the fi rm’s owner’s equity. Whenever an asset is acquired, the business 
must make arrangements to pay for it, either immediately or later. The date of cash payment 
is extremely important to the fi rm’s cash fl ow, but it has little to do directly with profi ts or 
losses. 

 The income statement identifi es the dollar volume of business during a specifi c period 
and then matches to it, as precisely as possible, the expenses incurred to perform these busi-
ness operations. Not all the cash expenditures (dollars spent) during an accounting period 
can be attributed to business transacted during that period. For example, BF&G may pur-
chase a truck in one year but use it for several years. It would be inappropriate to charge the 
entire cost of the truck (expenditure) to the business during the year in which it was pur-
chased, since the truck will last for several years. Therefore, only that part that is used during 
the operating period is reported as an expense (previously referred to as depreciation). This 
loss in value is reported on the balance sheet (Table  9.1 , l and o). Similarly, BF&G could 
have purchased seed (expenditure) and placed it in inventory near the end of an accounting 
period without selling it until the following period. This amount of inventory should not be 
charged as an expense for the period since it was not sold. 

 Therefore, only as an asset is used up or sold does it become an expense to the business. 
That is, as any asset becomes part of the operation and is directly or indirectly sold to a cus-
tomer, it becomes an expense. As the BF&G truck is used, it wears out. For business pur-
poses, one might even say that it is being sold to customers bit by bit as this wearing-out 
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process occurs. These “bits” that are going to the customer are listed as depreciation expense 
for the current period. 

 The primary purpose of the income statement is to match precisely the expenses and the 
revenue from the business generated during that period so that management can accurately 
measure business profi ts and, thus, performance. This profi t can then be compared to the 
asset base of the fi rm to begin to evaluate management performance and fi nancial progress.  

 Accounting on a cash versus an accrual basis 

 The  cash-basis approach  to preparing an income statement implies that revenues and 
expenses occur when cash is received or paid. Many agricultural producers and some small 
agribusiness fi rms use this approach. The  accrual approach  says that revenues and expenses 
truly exist whenever they are earned or incurred regardless of when the cash transaction 
occurs. The accrual approach is a much more accurate approach for reporting net profi t 
for a fi rm, because it more closely matches the expenses incurred during a period to the 
revenue earned. 

 If a cash-basis income statement is used, the net income reported can be misleading. Cash 
net profi t can understate true accrual net income to the extent that: 

   •    Revenue is earned but not converted to cash — such as an increase in accounts receivable 
or an increase in the amount of product stored or held in inventory.  

   •    Expenses are incurred during prior or later years but cash is paid this year. Examples are 
a decrease in accounts payable, a decrease in accrued expenses, an increase in prepaid 
expenses, or an increase in purchased supplies.    

 Cash net income can overstate true accrual net profi t to the extent that: 

   •    Revenue generated in prior years is converted to cash this year — as in the opposite of 
that discussed above.  

   •    Expenses are incurred this year but paid in cash in a prior or later year — as in the 
opposite of what was discussed above.    

 Cash record systems can be used to generate an “accrual adjusted” measure of net income by 
systematically adjusting the cash revenue for changes in certain inventory accounts, accounts 
receivable, etc., and by adjusting cash expenses for changes in accounts payable, accrued 
expenses, etc. These adjustments refl ect the difference between the amounts shown in these 
accounts on the beginning and ending balance sheets for the year. The difference can be 
substantial. A study evaluating the difference in cash versus the accrual-adjusted net 
farm income for 1,045 farm operators in Illinois found that the average annual percentage 
difference for 2002–6 was 62 percent (Barnard et. al.  2010 ). Hence, the more accurate 
approach to reporting net income is to use the accrual approach. This approach will be used 
in the discussion that follows.   

 Income statement format 

 The format for the income statement varies somewhat from business to business, but such 
statements generally begin with sales and subtract the appropriate expenses, with profi t 
showing as a remainder.  
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 Net sales (a) 

  Sales  represent the dollar value of all the products and services that have been sold during 
the period specifi ed on the income statement. These may be either cash or credit sales. 
Sometimes customers return products after the products have been purchased. The dollar 
value of all returns is usually subtracted from the dollar value of all sales. In some cases, the 
returns are shown as a separate entry. Some customers may be given price discounts for the 
goods or services they buy. Either the discounted price or the full price may be shown on 
the income statement, with a special entry indicating how much discount has been given. 
The format to follow in such reporting might look like the following: 

  Gross sales  

  – Returns  

  –    Discounts and   a  llowances   

  Net sales    

 In Table  9.2 , the income statement for BF&G illustrates fi ve accounts for product sales rev-
enues and one account for service income revenue. Formats for the sales fi gure vary, but 
more information is contained in this income statement versus one that might report total 
sales of $13,410,000 under one general account.   

 Cost of goods sold (b) 

  Cost of goods sold  represents the total cost to the agribusiness of goods that were actually 
sold during the specifi ed period. In the case of retail fi rms, whose purpose is to resell a previ-
ously purchased product, this category is a rather straightforward accounting of the actual 
purchases plus any additional freight charges. In BF&G’s case, the grain that was purchased 
and resold during the year actually cost the fi rm $7,556,900, the seed cost $511,650, 
fertilizer and chemicals cost $1,791,420, etc. 

 Many types of agribusiness fi rms are involved in processing or manufacturing. In these 
cases, determining the cost of goods sold is considerably more complicated because it 
involves not only the costs for raw materials but also many internal, direct manufacturing 
costs. In such cases, the cost of goods sold section becomes more complex, and it is recom-
mended that the cost of manufactured goods be detailed to show important cost breakdowns. 
A seed corn production fi rm would represent a good example of a manufacturing fi rm. They 
are assembling inputs to produce and market seed. 

 To provide an accurate cost of goods sold fi gure, current inventories of raw and fi nished 
products must be balanced against those of the previous accounting period. In a manufactur-
ing or processing business, the cost of the raw materials, direct labor, and other resources 
that have been used during the accounting period are usually included in the cost of goods 
sold, and are subtracted from net sales to calculate the gross margin or gross profi t. Decreases 
or increases in inventories from one accounting period to another refl ect consumption of or 
additions to inventories, so that the balancing of changes in inventory is intended to refl ect 
the actual costs incurred during the current accounting period. 

 For example, if a fi rm consumed a large amount of raw materials, which naturally would 
decrease inventories from the previous accounting period, the net change in inventory would 
be refl ected in the cost of goods sold. BF&G had an inventory of $2,800,000 in the previous 
period; now it shows an inventory of $2,500,000. The decrease in inventory of $300,000 
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would have to be added to new purchases of $11,425,000 to equal the total cost of goods sold 
of $11,725,000 (b). The formula is: 

   Beginning inventory $2,800,000  
    −   Ending   i  nventory    −   2,500,000     

   Net inventory change      300,000  

     +    Purchases          +   1  1,425,000    

  = Costs of goods sold  $11,725,000    

 In addition, if BF&G paid any freight or transportation expense in receiving inventory at 
their facility, this expense would also be included as part of cost of goods sold.   

 Gross margin (gross profi t) (c) 

  Gross margin  or  gross profi t  represents the difference between net sales and total cost of 
goods sold. The gross margin is the money that is available to cover the operating expenses 
and the interest expense and still leave a profi t. If the gross margin is not large enough to 
cover operating expenses and the interest expense of the business, losses, and not profi ts, 
will be the result. Note in the example that this account is actually labeled as “gross profi t.” 
Since service income revenue has been included under the net sales fi gure, BF&G utilizes gross 
profi t to refl ect gross margin from the fi ve product lines plus all service income revenue. 

 Gross margins are particularly important to retail agribusinesses because such businesses 
have relatively little control over cost of goods sold. The prices of goods an agribusiness 
purchase are critical factors that affect its gross margin. Different products usually have dif-
ferent individual gross margins, so the total gross margin for the business will also depend 
on the particular combination or mix of products and their sources. Often management can 
affect the cost of goods sold through careful purchasing. BF&G has a gross margin of 
$1,685,000, which is enough to cover its expenses and still leave a profi t. 

 To demonstrate the importance of pricing decisions on gross margin and bottom line 
profi t, let us assume that BF&G was able to raise its price by 1 percent on current net sales 
of $13,410,000. This would have increased net sales to $13,544,100. With the cost of goods 
sold remaining constant, gross profi t would have increased to $1,819,100; but after operating 
expenses have been subtracted, net operating income would have increased by 28.6 percent 
to $603,290, and net income before tax would have increased by over 52 percent. The same 
kind of effect on the bottom line would be seen if the cost of purchased fertilizer or seed (cost 
of goods sold) were reduced slightly. This effect illustrates the fact that business success is 
largely centered on relatively small but important changes, and illustrates the tremendous 
importance of using relevant fi nancial data to explore such changes. (These kinds of changes 
and their analysis are explored further in Chapter 12.)   

 Operating expenses (d) 

  Operating expenses  represent the costs that are associated with the specifi c sales transacted 
during the time period designated on the income statement. It is easier to interpret these 
expenses if they have been divided into major divisions such as: 

 Marketing expenses, including: 
   Sales, wages, salaries, and commissions  
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   Transportation  
   Advertising and promotion    
 Administrative expenses, including: 
   Auditing fees  
   Directors’ fees  
   Management salary  
   Offi ce expenses  
   Travel expenses    
 General expenses (overhead), including: 
   Depreciation  
   Insurance  
   Taxes  
   Rent  
   Repairs  
   Utilities  
  (Manufacturing costs, where incurred, are included in cost of goods sold.)  

  In BF&G’s income statement, the various expense categories are simply listed (e through 
u). The returns and allowances have already been excluded. Net sales for the year ending 
December 31 were $13,410,000. This detailed listing of operating expenses in the above 
categories will make the analysis and interpretation of this valuable fi nancial information 
much easier for BF&G management.      

 Net operating income (w) 

 Also called the net operating margin, the  net operating income  is the amount left over when 
total operating expenses (v) are subtracted from the gross margin or gross profi t (c). The net 
operating income is affected by the same factors that infl uence gross margins, plus the 
factors associated with business operating expenses.   

 Net income before taxes (z) 

  Net income (profi t) before taxes  is the amount that remains after taking into account any 
non-operating revenue or expenses. Non-operating revenue would include any revenue 
derived from other sources, such as interest or dividends earned on outside investments (x). 
Local cooperatives may include patronage refunds from their regional cooperative in other 
revenue. BF&G generated $18,200 in other non-operating revenue from interest on invest-
ments and the sale of some very old equipment. On the other hand, BF&G incurred interest 
expenses of $230,840 (y). This $230,840 is interest on money that BF&G had borrowed 
from various sources (as they appeared on the balance sheet), and so is not directly a part of 
the operation.   

 Net income after taxes (bb) 

  Net income (profi t) after taxes , or net profi t as it is sometimes called, simply takes into 
account the federal business profi ts tax (aa). The rate of tax depends on many factors, includ-
ing the size of the profi ts, profi t levels in previous years, type of business organization, and 
several complicated tax regulations. In larger corporate organizations, tax rates often reach 
nearly 40 percent of the profi ts. In the case of proprietorships and partnerships, federal profi t 
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taxes are not levied against the businesses themselves, but are assessed against the individual 
owners. Profi ts are taxed as personal income (see Chapter 4). Cooperative businesses often 
have lower entries either for taxes or for after-tax profi ts due to the nature of their organiza-
tion and its respective operating objectives (see Chapter 4).     

 Statement of owner’s equity 

 The  statement of owner’s equity  is usually the shortest and least complicated of the fi nan-
cial statements. It details the changes that affect the owner’s equity accounts. The primary 
change is usually a change in retained earnings resulting from a net income or loss. Other 
changes could occur due to contributions made or distributions withdrawn from the owner’s 
invested capital. Also, stock could be issued by the agribusiness. 

 The statement of owner’s equity for Brookstone Feed and Grain company for the year 
ending December 31, 2009 is provided in Table  9.3  . As can be seen, the common stock 
equity account did not change from beginning to end of year. However, BF&G made a net 
profi t after taxes of $196,650, as reported on its income statement for 2009. Of that amount, 
the owner withdrew $96,650 from the business and retained the remainder of the profi t in the 
business. So the retained earnings account increased from $1,680,000 on December 31, 
2008 to $1,780,000 on December 31, 2009. Consequently, owner’s equity increased by 
$100,000, from $3,565,000 on December 31, 2008 to $3,665,000 on December 31, 2009.   

 Statement of cash fl ows 

 This statement is basically a way to show the cash infl ows and outfl ows of the fi rm for a 
period of time. It can be tabulated at the end of a period, like the balance sheet and income 
statement, to help interested parties see what happened. Or, more importantly, it can be 
constructed at the beginning of a period in an attempt to budget appropriate changes over 
the period.               

 The statement of cash fl ows, like the balance sheet, always balances, i.e., sources of cash 
(dollars fl owing into the business) always equals uses of cash (dollars fl owing out of the 
business) over the period. The primary categories for this statement are: (1) cash fl ows from 
operations, (2) cash fl ows from investments (disinvestments) made by the fi rm, and (3) cash 

 Table 9.3      Statement of owner’s equity for Brookstone Feed and Grain, year ending December 
31, 2009  

 Owner’s Equity, December 31, 2008 $3,565,000 
Retained Earnings, December 31, 2008 $1,680,000  
Net Income After Taxes, 2009 $196,650  
– Dividends $0  
– Withdrawals $96,650  
Increase (Decrease) in Retained Earnings $100,000  
Retained Earnings, December 31, 2009 $1,780,000  
Common Stock, December 31, 2008 $1,885,000  
 +  Increases $0  
− Decreases $0  
Increase (Decrease) in Common Stock $0  
Common Stock, December 31, 2009 $1,885,000  
Owner’s Equity, December 31, 2009 $3,665,000 
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 Plate 9.3    Grain elevator
Pro forma statements, such as a statement of cash fl ows, are used to manage cash. The manage-
ment of cash is essential for all fi rms, but is particularly true for fi rms that sell seasonal products. 
Photo courtesy of USDA Natural Resources Conservation Service.

fl ows from fi nancing transactions, such as contributions from owners, borrowing, and 
repaying debt. The statement of cash fl ows for BF&G at the end of the accounting period 
is shown in Table  9.4  .   

 Pro forma statements: a case study 

 Each of the four fi nancial statements discussed in this chapter provides a way to report his-
torical accounting information. Historical information provides information needed to ana-
lyze past fi nancial performance, but it does not provide the information needed to assess 
future plans. To provide such information, fi nancial statements can be prepared for a 
future period. Such statements are called  pro forma statements . The sample case study 
presented below is used to illustrate two pro forma statements — a balance sheet and a 
statement of cash fl ows. 

 The Aggieland Landscaping company provides landscaping services to a wide region of 
east central Texas. This company has done reasonably well since its inception fi ve years ago. 
However, the owner, Ted Henderson, has a problem. He needs to replace $50,000 of depre-
ciated equipment, but he does not have the cash to pay for the new equipment. He thinks 
he can sell the depreciated equipment for $5,000, but it will cost $55,000 to replace it. 
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 Table 9.5      Balance sheet for Aggieland landscaping company, year ending December 31, 2011  

 Assets
 Current Assets:
 Cash
 Accounts Receivable
 Inventory
 Fixed Assets:
 Equipment
 Buildings
 – Accumulated Depreciation
Net Buildings & Equip.
Land

Total assets

$100,000
50,000
80,000

$0
14,000
21,000

70,000
80,000

$185,000

Liabilities:
 Current Liabilities:
 Accounts Payable
 Accrued Expenses
 Current Portion of 
  Long-Term Debt
 Long-Term Liabilities:
 Long-Term Debt

Total liabilities:

Owner’s equity

Total liabilities and owner’s 
 equity

$5,000
2,000

10,000

40,000

$57,000

$128,000

$185,000 

 Table 9.4      Statement of cash fl ows for Brookstone Feed and Grain company, year ending 
December 31, 2009  

 Cash Flow from Operating Activities  

Net Income after Taxes $196,650  
 +  Depreciation 290,000  
− Increase in Accounts Receivable 20,000  
− Decrease in Accounts Payable 15,000  
− Decrease in Accrued Expenses 15,000  
Net Cash from Operating Activities $436,650 

Cash Flow from Investing Activities  

Cash Proceeds from Sale of Equipment $10,000  
− Cash Purchase of Equipment 336,650  
Net Cash from Investing Activities $(326,650) 

Cash Flow from Financing Activities  

 +  Increase in Notes Payable $45,000  
− Decrease in Mortgages 75,000  
Net Cash from Financing Activities $(30,000) 

Net Change in Cash  $80,000 
Beginning Cash Balance  $95,000 
Ending Cash Balance $175,000 

Thus, Ted visited his banker and discussed the possibility of a loan. Ted constructed the bal-
ance sheet shown in Table  9.5   for the visit to his banker. 

 Ted, after a discussion with his banker, decided he would purchase the $55,000 of equip-
ment in order to be able to replace the worn-out equipment and be in a position to handle 
more business. Ted wants to estimate the impact this will have on his fi rm in the short run, 
so he wants to develop a pro forma statement of cash fl ows. He believes that the inventory, 
accounts receivable, accounts payable, and accrued expense accounts will stay the same. 
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Depreciation for the next year will be $25,000. In addition, during the next year Ted has 
payments of $10,000 to make on his existing long-term debt and he will need to make a 
principal payment of $10,000 on his new debt. He estimates next year’s net income after 
taxes will be $55,000, including the $5,000 gain on the sale of the depreciated equipment. 
He plans to withdraw $50,000 for family living, so he will retain $5,000 in the business. 
With this information and these forecasts, Ted can now develop a pro forma statement 
of cash fl ows (Table  9.6  ).   In addition, he can construct a pro forma balance sheet 
(Table  9.7  ). 

 The accounts reported on the pro forma balance sheet as of 12/31/2012 for Aggieland 
Landscaping company are determined as follows. First, the accounts receivable, inventory, 

 Table 9.6      Pro forma statement of cash fl ows for Aggieland landscaping company, year 
ending December 31, 2012  

 Cash Flow from Operating Activities  
Net Income after Taxes $50,000  
  +  Depreciation  +  25,000  
  ±  Change in Accounts Receivable 0  
  ±  Change in Accounts Payable 0  
  ±  Change in Accrued Expenses 0  
 − Withdrawal for Family Living −50,000  
Net Cash from Operating Activities $25,000 

Cash Flow from Investing Activities  
 Cash Proceeds from Sale of Equipment $5,000  
 − Cash Purchases of Equipment –55,000  
 Net Cash from Investing Activities $(50,000) 

Cash Flow from Financing Activities  
  +  Increase in Equipment Notes $50,000  
 − Principal Payments on Long-term and Equipment Notes –20,000  
 Net Cash from Financing Activities  +  $30,000 

Net Change in Cash  +  $5,000 
Beginning Cash Balance 0 
Ending Cash Balance $5,000 

 Table 9.7      Pro forma balance sheet for Aggieland landscaping company, year ending December 31, 
2012  

 Assets Liabilities  
Current Assets: Current Liabilities:  
Cash $5,000 Accounts Payable $5,000 
Accounts Receivable 14,000 Accrued Expenses 2,000 
Inventory 21,000 Current Portion of  
Fixed Assets:  Long-Term Debt  20,000
Equipment $105,000 Long-Term Liabilities:  
Buildings 50,000  Long-Term Debt  60,000
− Accumulated Depreciation 55,000 Total liabilities  $87,000
Net Buildings and Equipment 100,000 Owner equity  $133,000
Land 80,000 Total liabilities and owner 

 equity
 $220,000

Total assets $220,000  
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land, accounts payable, and accrued expenses are assumed to remain the same as reported on 
the balance sheet prepared as of 12/31/2011. Second, the cash balance increases from $0 on 
the 12/31/2011 balance sheet to $5,000 on the 12/31/2012 balance sheet as reported on the 
statement of cash fl ows. Third, the original amount reported for equipment of $100,000 was 
reduced by $50,000 from the sale of the depreciated piece of equipment, and then increased 
by $55,000 from the purchase of the new piece of equipment. So, the amount reported on the 
pro forma balance sheet is $105,000. Also, the accumulated depreciation reported on the 
12/31/2011 balance sheet of $80,000 (includes the depreciation taken on the depreciated 
piece of equipment) is reduced by $50,000 due to the sale of that piece of equipment, and 
then is increased by the depreciation taken during 2012 ($25,000), resulting in $55,000 of 
accumulated depreciation reported on 12/31/2012. Fourth, the total long-term liabilities 
reported on 12/31/2011 were $50,000 ($10,000 reported as current and $40,000 reported as 
long-term). The equipment loan would be increased by the $50,000 borrowed for the new 
piece of equipment, but then $20,000 would be paid by the end of 2012 ($10,000 on the 
original loan and $10,000 on the new equipment loan) leaving a total long-term loan balance 
of $80,000 ($40,000 on the original loan and $40,000 on the new loan). Of that amount, 
$20,000 would be owed during 2013 and the remainder would be reported as long-term lia-
bilities. Finally, the withdrawal for family living amount equals net income after taxes that 
will arise from the operation of the fi rm, so owner’s equity would increase by only the 
$5,000 gain on the sale of equipment. 

 Ted’s estimated statement of cash fl ows balances if he requests a loan of $50,000, of 
which $10,000 plus interest is due by the end of 2012. This is an absolute minimum for the 
loan request, however. As can be seen by examining the pro forma statement of cash fl ows, 
Ted will need all of the profi ts for personal living expenses, and he has made no allowance 
for contingencies. In addition, at the end of the period the fi rst payment on the new loan will 
be due. In reality, Ted’s request to the bank must be a fi gure that both he and the banker can 
live with. A conservative approach to estimating profi ts and other relevant changes in the 
fi rm’s fi nancial statements is probably the best approach.   

 Some important accounting principles 

 It is important that agribusiness managers understand the following principles and ideas 
about fi nancial accounting: 

  1.   Only facts that can be recorded in monetary terms should be reported on the balance 
sheet and income statement.  

  2.   Records or accounts are kept for business entities. Personal and business transactions 
must be carefully separated.  

  3.   Accounting methods assume the business will continue to operate indefi nitely.  
  4.   Resources (called assets) owned by the business are ordinarily recorded at their cost or 

market value — whichever is lower. This practice is called the cost basis of valuation. 
The amounts listed on the fi nancial statement do not necessarily refl ect the true market 
value of the asset.  

  5.   Every accounting event is composed of two transactions: changes in assets and changes 
in liabilities and/or owner’s equity. All assets are claimed by someone; therefore, claims 
against assets must always equal the assets listed for the fi rm. These claims can be found 
among banks, suppliers, owners, stockholders, etc.  
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  6.   Most accounting is handled on the accrual basis of accounting. The objective of the 
accrual method is to report revenue in the income statement for the period during which 
it is earned (regardless of when the cash payment is received), and to report an expense 
in the period when it is incurred (regardless of when the cash disbursement is made). 
This procedure more clearly refl ects the profi ts of the business.  

  7.   The format for the income statement must refl ect the unique needs of the organization. 
To do this requires the continued help of competent fi nancial professionals.  

  8.   Once a format is developed, it is not sacred and should be changed as necessary to meet 
changing conditions. However, a degree of consistency should also be maintained to 
allow comparison on a historical basis to previous fi nancial statements.  

  9.   Finally, one of the major purposes of records and fi nancial information is to provide the 
necessary information for informed decision-making on the part of agribusiness managers.      

 Summary 

 Profi t is the focal point of any business, but it is the net result of many factors, many of which 
are refl ected on the two primary fi nancial statements. Agribusiness managers rely on fi nan-
cial statements to evaluate how the business is doing, to suggest the direction it should take, 
and to report its fi nancial condition and performance to outside entities. It is important that 
this fi nancial data be current, complete, and accurate to facilitate fi nancial decision-making 
within the fi rm. 

 All fi nancial statements rely on a systematic record-keeping system. Accountants have 
developed highly refi ned sets of rules for handling every conceivable fi nancial transaction. 
The daily transactions are summarized in balance sheets, income statements, and other fi nan-
cial reports for owners, managers, and other concerned parties. 

 A balance sheet shows assets, or what the business owns, at a certain point in time. It also 
shows liabilities, or claims of creditors against those assets, and the value of owners’ claims 
against the assets. Assets always equal liabilities plus owners’ equity as all of the assets must 
be claimed by someone. Both assets and liabilities are broken down into several classes to 
provide a useful fi nancial picture of the business. 

 The income statement summarizes the revenue over a period of time and then carefully 
matches the appropriate expenses incurred in generating that revenue. Any excess of reve-
nue over expenses is profi t. The format of the income statement emphasizes gross margin, or 
revenue left after the cost of goods sold has been covered. The gross margin represents dol-
lars left to pay operating expenses and the interest expense, which are generally itemized on 
this report, and the remaining amount is net income or profi t. 

 The statement of owners’ equity and the statement of cash fl ows are useful in helping 
understand changes in these two key areas. The two statements help managers understand 
why changes occurred in those two areas on the two corresponding balance sheets. 

 Pro forma statements are projections, based on careful forecasts of key variables. Such 
statements help managers use fi nancial data to make decisions that will impact the future of 
the organization. Agribusiness managers must be familiar with the intricacies of all of these 
statements, both actual and pro forma, since they become the core of many management 
decisions.   

 Discussion questions 

    1.   Why is fi nancial data important to the agribusiness fi rm and the agribusiness manager?  
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   2.   List and discuss three uses for the balance sheet and three uses for the income statement 
for agribusiness managers.  

   3.   What are the major sections of a balance sheet? Why does the balance sheet equation 
always balance?  

   4.   What are current assets? Why is the management of current assets so important to food 
and agribusiness fi rms?  

   5.   Why do accountants usually value assets at their cost or market value, whichever is lower?  
   6.   Defi ne the difference between current and long-term liabilities. Why is this distinction 

important?  
   7.   What are the major sections of the income statement?  
   8.   Discuss the meaning of depreciation and describe how it is treated on the balance sheet 

and income statement. How is the amount of depreciation determined?  
   9.   Defi ne the difference between expenditure and an expense from an accounting point of 

view.  
  10.   What is the difference between gross margin and net income, and how are those two 

measures related?  
  11.   Managers may have other business objectives besides making a profi t. What are three 

examples of these objectives? Discuss how these objectives compete with the profi t 
objective.  

  12.   For the case study on Aggieland Landscaping company, assume two new landscape 
fi rms have opened in Ted’s trade territory. Ted now believes that instead of a net income 
after tax of $55,000 in the coming year, his business will only generate a profi t of 
$30,000, excluding the gain on the equipment sold. If none of his other assumptions 
change, how much will he need to borrow to buy the new equipment? Is this a good 
idea, given his new profi t forecast? Why or why not?      

 Case study: Julie Rowe 

 Julie Rowe graduated from high school fi ve years ago with a background in agronomy. Julie 
had worked for a lawn care service until a year ago, when she decided to start her own busi-
ness selling soil testing kits to homeowners. Julie saved $10,000 during the past fi ve years. 
She decided to invest the $10,000 in a proprietorship to sell the soil testing kits in her local 
community. 

 Julie purchased the following capital items to start the business. First, she purchased a 
service truck that cost her $40,000, which she estimates will last for another fi ve years. 
Second, she purchased her own storage tank for gasoline to be used for the truck, and this 
cost another $1,000. Third, she purchased a computer and some other offi ce equipment for a 
total of $4,000. 

 She spent $4,750 for gas and other supplies. Julie calculated she needed at least $1,000 to 
make ends meet before she received the fi rst check. Julie also spent $19,250 to purchase kits 
that will be placed in inventory. Julie’s sister agreed to keep the books. Julie’s father let her 
use the family garage for an offi ce and agreed not to charge rent the fi rst year. Julie’s father 
was willing to lend her $10,000. The principal is to be repaid in 18 months. The interest rate 
is 6 percent per year. At the end of 12 months Julie will repay her father the interest for 12 
months, but no principal. At the end of 18 months Julie will pay her father interest for six 
months, plus all principal owed on the loan. 

 Julie borrowed the balance of what she needed from First National Bank. The loan was to 
be repaid in fi ve equal, annual principal payments, with interest at an annual rate of 7 percent. 
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 At the end of the fi rst year Julie’s expenses were as follows: gas, oil, repairs, and tires 
$7,900 and telephone $600. During her fi rst year she purchased 1,000 kits at $35.00/kit that 
were in addition to the $19,250 spent on kits to start the business. The freight on the kits was 
$2,000. At the end of the fi rst year of the business she had $19,250 in inventory. 

 Her gross revenue from the business was $87,000. Kits sold that had been returned for a 
refund had been sold for $200. She had been making $45,500 per year when working at her 
previous job, and she calculated that she should make at least that much to justify the time 
spent in the business. Her sister spent about one day per week doing the offi ce work, and 
Julie felt that she should be reimbursed at a rate of $50 per day for her efforts. Her sister 
worked 50 weeks and went on vacation for two weeks.   

 Questions 

    1.   Prepare a balance sheet as of the fi rst day of business for Julie. The balance sheet is to 
be prepared after she purchased the assets needed to start the business and borrowed the 
money from her father and the bank. The date for the balance sheet is 12/31/2010. How 
much did she have to borrow from the bank?  

  2.   Prepare an income statement for Julie’s fi rst year of business, 1/1/2011–12/31/2011. 
Make the following assumptions: 
   •    Depreciate all fi xed assets over fi ve years and assume a salvage value of $0.  
   •    Julie makes her payment to the bank. She also pays her father interest only on the 

loan from him. She makes both payments on 12/30/2011.  
   •    Assume Julie does not pay Social Security tax on her sister’s salary and that she 

does not have to pay any state and Federal income taxes.     
  3.   Prepare a balance sheet as of the end of the fi rst year for Julie’s business. Use the infor-

mation provided on Julie Rowe’s beginning balance sheet and income statement to 
complete an ending balance sheet for Julie Rowe. The ending balance sheet date is as of 
12/31/2011. Note: You will need to calculate Julie’s cash balance on 12/31/2011, 
because it is not $ 1,000. Make the following assumptions: 
   •    The ending inventory for Julie’s supplies is the same amount as her beginning 

inventory, $ 4,750.  
   •    The ending inventory is the same amount as her beginning inventory, $19,250.00  
   •    Julie lives with her parents, which reduces her living expenses. She decided to 

withdraw $25,000 for family living expenses.     
  4.   Prepare a statement of owner’s equity for Julie’s business for her fi rst year.  
  5.   Julie’s principal payment on her long-term debt and her withdrawal for family living 

expenses exceeded her net income after taxes, but she did make the principal payment 
on the loan. How did she make the payment? Discuss Julie’s situation as she assesses 
her ability to make her payments in 2012.        

 Additional references and reading 

    Barnard ,  Freddie     L. ,  Paul     N.   Ellinger , and    Christine Wilson  .  “Measurement Issues in Assessing Farm 
Profi tability through Cash Tax Returns.”    Journal of the American Society of Farm Managers and 
Rural Appraisers   ( 2010 ): pp.  207 – 17 .  

   Financial Guidelines for Agricultural Producers .  “Farm Financial Standards Council.”   2010 .  www.
ffsc.org .       

http://www.ffsc.org
http://www.ffsc.org


 

    10   Analyzing fi nancial statements     

 Objectives 

     •    Discuss how different viewpoints are possible depending on who evaluates agribusiness 
fi nancial statements  

   •    Explain the importance of establishing benchmarks for fi nancial relationships in the 
fi rm  

   •    Calculate and interpret fi nancial ratios in the four major areas of analysis  
   •    Illustrate how fi nancial ratios can aid the decision-making process for an agribusiness 

manager  
   •    Outline and discuss the limitations of fi nancial ratio analysis  
   •    Describe the profi tability analysis system and understand its role in decision-making in 

the agribusiness fi rm      

 Introduction 

 The fi nancial statements of any agribusiness provide a wealth of information for managers, 
owners, lending institutions, and the government. Some of this information requires little 
interpretation, but much of it is meaningless unless it is put into proper perspective. Many 
managers who look at a fi nancial statement are like the explorer who sees an iceberg for the 
fi rst time and fails to realize that what is seen is only the tip and that 90 percent of the iceberg 
is hidden under water. Highly useful information can be found in fi nancial statements, 
but this is not always apparent to the casual observer. Without proper analysis, fi nancial 
statements can be meaningless scraps of paper. 

 Financial analysis might be compared to a person’s medical checkup, where much 
more is expected than a superfi cial glance from the physician. For physicians to understand 
if or where a problem may exist, a series of tests must be performed and many questions 
must be asked. Those who are interested in the fi nancial well being and progress of the 
business must follow the same procedure. Agribusiness fi rms that survive and prosper must 
have managers who use the tools of fi nancial analysis to check the vital fi nancial functions 
and health of the fi rm and then prescribe the changes needed to keep the business on course 
to meet its goals and remain viable and competitive in the future. Tools which allow those 
who are interested in the business to use fi nancial analysis in determining how successful the 
business performance has been, what problems or opportunities exist, and what alternative 
or remedial courses of action might improve performance in the future are discussed in this 
chapter.            
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 Financial statements: their use in evaluating performance 

 Because they can be interpreted from differing points of view, a company’s fi nancial state-
ments should provide enough perspectives to satisfy all interested parties. The community 
looks at what the agribusiness is spending on being a good citizen. Members of a cooperative 
are interested in the effi ciency and savings that result from patronage. Suppliers are inter-
ested in the fi rm’s ability to market and pay for products. Customers are interested in the 
long-term viability of the fi rm and its ability to provide products at a reasonable price and in 
a timely manner. Employees are interested in reaching fi rm goals which, in turn, should 
increase their compensation, while the board of directors is interested in the effectiveness of 
the management team in using the fi rm’s fi nancial resources in the most profi table manner. 

 A manager such as Barry Meade, president of Meade Food Brokerage, is inclined to 
approach the business fi nancial statements primarily from two points of view. First, to eval-
uate how the business has performed, and to determine ways fi nancial information can be 
used to improve decision-making in the future. Profi t is the primary gauge for success or 
failure. Some fi rms will organize the fi rm into separate “profi t centers” to facilitate this 
analysis. Second, the manager must also keep in mind that the fi nancial statements and their 
analysis should provide complete, accurate, and timely information for lenders, investors, 
and the government, since success requires the satisfaction of these interested parties. 

 When Pilar Fernandez invested in ConAgra, she had a high degree of interest in this 
fi rm’s profi ts and general health. However, her primary interest was centered on the rate of 

 Plate 10.1    Tools
Like any professional, the agribusiness manager has a set of tools that can be used to assess the 
fi nancial health of the fi rm. Photo courtesy of USDA.
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return generated on the funds she had invested in the stock of this company. She expected 
her investment to equal or surpass alternative investment opportunities with similar risks. 
Members of cooperatives, on the other hand, concentrate their interest on the effi ciency of 
the fi rm and the savings accruing to them through their patronage. These represent the 
implicit returns for patron members as discussed in Chapter 4. 

 Meanwhile, Mary Hartman, who heads the commercial loan department of Farmers’ 
Bank and Trust, is interested in not only a fi rm’s profi ts, but also its cash fl ow, because it is 
an important barometer of the fi rm’s ability to repay loans. Because she is interested in pro-
tecting the loan against loss, the fi rm’s assets versus liabilities are an additional focus for her, 
as for all lenders. 

 Governmental units are interested in fi nancial statements from several points of view, 
depending on their particular needs. For example, the Internal Revenue Service is interested 
in profi ts, the tax assessor is interested in asset valuation, and the Labor Department is 
interested in wages and employee information. Each of the many governmental units will 
require certain kinds of information, and supplying it in proper form is mandatory for the 
business. 

 The agribusiness manager must be aware of each of the perspectives in designing and 
analyzing the fi nancial statements of the business. Construction of these statements in a 
format useful to the agribusiness fi rm is the fi rst important step. This chapter outlines how 
these statements may be used to evaluate agribusiness performance — the second important 
step in effective fi nancial management.  

 Timely analysis 

 A successful agribusiness operation depends greatly on managerial planning. However, 
since planning involves the consideration of an uncertain future, even the best management 
plans can go astray. Therefore, the management team must monitor the fi rm’s progress, or 
lack of it, toward previously established goals. Many agribusinesses fail because manage-
ment discovered too late that goals were not being realized. Through continual evaluation of 
fi nancial records, management might have recognized the problem as it was developing, 
which would have allowed suffi cient time for corrective action. This assumes the records 
were complete and accurate. Proper and timely evaluation allows management to begin to 
implement contingency plans, when necessary. 

 Use of fi nancial data in fi rm evaluation is analogous to an automobile’s oil level. There is 
a pressure gauge to indicate when the oil level is dangerously low. However, the sensible 
motorist will check the oil periodically to prevent potential problems. It is the same with 
business records. These records should be timely enough to prevent serious problems from 
developing. A spot-check of the business’s health should be taken at regular intervals. In 
most businesses, the fi nancial statements should be prepared and analyzed on a monthly 
basis, or at the least on a quarterly basis, so that problems or opportunities can be determined 
before they develop or pass by. The cost of the process is small compared to the risk of 
discovering too late that problems or opportunities have been missed.   

 What areas require analysis? 

 The collection of data can become an unending process with increasing costs and diminish-
ing returns. Generally, data should be relevant to the decision-making process to be useful 
for management. 
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 Agribusiness managers can use ratios to help monitor fi nancial position and performance. 
Four areas are normally explored when fi nancial ratios are used to analyze a fi rm. These 
areas are profi tability, liquidity, solvency, and effi ciency. The information provided on the 
fi rm in each of these areas is presented below. 

  Profi tability ratios : 

  Trends in revenues and expenses, such as sales, operating expenses, overhead costs, and 
wages  

  The fi rm’s success in terms of actual profi tability, trends in profi tability, and how the fi rm’s 
profi tability compares to other fi rms  

  The fi rm’s use of resources to generate a return on equity suffi cient to satisfy current and 
future investors  

  The fi rm’s ability to repay long-term debts    

  Liquidity ratios : 

  The fi rm’s cash position; that is, its ability to meet current commitments, such as payrolls 
and supply purchases  

  The ability of the fi rm to react to uncertainty in the marketplace    

  Solvency ratios:  

  The fi rm’s capital structure and its ability to meet future plans to change and expand  
  The ability of the fi rm to deal with risk and absorb future losses    

  Effi ciency ratios : 

  Trends in production and performance, measured in accordance with previously established 
standards of effi ciency  

  The competency of the management team in terms of the proper fi nancial and operating use 
of the resources of the fi rm  

  The fi rm’s ability to be globally competitive in a constantly changing marketplace      

 Begin by establishing benchmarks 

 The interpretation of fi nancial information need not be a complex process. It is centered 
largely on developing benchmarks or points of reference. Much information can be secured 
by very simple procedures. One of the easiest ways to determine trends and identify prob-
lems or opportunities is simply to compare the current period with similar periods from the 
past. Comparisons between last year’s numbers and the current period or with an average 
fi gure, or comparisons between the current month and the same month last year, or to trends, 
may be useful. 

 At this point, an important concept should be noted. Financial analysis and records do 
not solve problems or create opportunities — people do. All the analysis of records can 
do is to help the manager ask the relevant questions in order to identify problems and 
opportunities. Alternative courses of action or constraints to action may be suggested 
and identifi ed, but these records alone do not have a cognitive value. The manager must 
take specifi c actions based upon his or her fi nancial analysis for this process to be 
useful. 
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 Suppose that Neil Gray, controller of the Dixie Manufacturing Company, notes that 
accounts receivable for December stands at $349,000. That fi gure in and of itself may have 
little signifi cance. However, if he notes that last year’s December accounts receivable was 
$270,000, he can be alerted to a potential problem or opportunity (see Table  10.1  ). 

 There are many possible reasons for this change. More questions (and answers) may well 
be needed to provide suffi cient information for the manager. Product prices could simply 
have gone up 29 percent, thereby raising the value of accounts receivable, or the total sales 
for the year could have been 29 percent higher. On the other hand, Neil may need to more 
carefully monitor the payments of the accounts receivable and then consider changes in the 
credit policy of the fi rm. 

 The critical issue is that a simple comparison with a past period gave the fi gure added 
signifi cance. This simple and easily prepared comparison is one of the best methods for 
identifying points where the manager should raise questions. To evaluate this properly, Neil 
needs the answers to several questions. Has the fi rm changed its credit policy? Have sales 
increased signifi cantly over this time period? Which of Dixie’s accounts represent the bulk 
of the $349,000 in receivables due their fi rm? Has this changed in the past year? Answers to 
these and similar questions will help Neil determine if any action is necessary. So Neil 
would fi nd the answers to the questions posed, identify the cause of the deviation, and then, 
if needed, take corrective action(s). 

 Performance measures can also be compared to industry averages. Various trade organi-
zations, universities, governmental agencies, consulting fi rms, etc., collect, compile and ana-
lyze industry data. Such reports can also be used for comparative purposes. 

 The fi nancial statements and the budgeted forecasts provide another excellent compari-
son. This is particularly true if the former is an income statement. Table  10.2   presents income 
statement information in a useful manner for comparative purposes. The fi rst column con-
tains the previous year’s actual fi gures for sales, cost of goods, gross margin, and expense 
data. The second set of columns contains this year’s budgeted fi gures. In other words, these 
data represent Pacey’s fi nancial goals for the current period. The third set of columns of 
fi nancial information illustrates the actual amounts for the current year. The fi nal two sets of 
columns present similar information — budgeted and actual — for the most recent quarter. 

 Management of Pacey farm store can compare actual operating results to the budget and 
previous year’s fi gures to indicate relative performance in cost control (expenses), buying 
(cost of goods), and pricing (sales). Cursory analysis indicates Pacey has a signifi cant gross 
margin problem. Currently, gross margin is about $4,600 under the budgeted goal for this 
point during the period ($42,810, year-to-date, actual, versus $47,439, year-to-date, budget). 
Both the pricing decisions and buying practices must be reviewed to determine what specifi c 
problems exist.   

 Table 10.1      Dixie manufacturing company comparative balance sheets  

 Current Assets December 31, 2010 ($) December 31, 2009 ($) 

Cash 272,000 210,000 
Marketable Securities 380,000 395,000 
Accounts Receivable 349,000 270,000 
Inventory 550,000 610,000 

Total Current Assets 1,551,000 1,485,000 
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 Note that the difference between current assets and current liabilities is called net work-
ing capital. Both fi rms have the same net working capital, $100,000. However, Firm A, all 
things being equal, is in a healthier fi nancial condition than Firm B because the current ratio, 
an indicator of liquidity (current assets  ÷  current liabilities), for Firm A is 2:1; whereas, the 
current ratio of Firm B is only 1.1:1. The current ratio is the number of dollars of current 
assets available to meet obligations due during the upcoming year. In this case, it is the ratio 
of current assets to current liabilities that provides the more accurate reading of the situation, 
rather than the straight dollar comparison.  

 Common-size analysis 

  Common-size analysis  is another useful method in effectively evaluating a business’s fi nan-
cial situation. The greatest benefi t of this tool is to put things in perspective. Common-size 
analysis simply expresses the balance sheet and income statement fi gures as percentages of 
some key base fi gure, which could be derived from similar businesses or from the fi rm’s own 
total sales, total assets, budgets, or forecasts. They provide the manager with benchmarks 
that give fi gures an added dimension. 

 For example, the Pacey farm store (Table  10.2 ) may show a fi gure of $5,374 for sales 
promotion in the “This year to date” column. When one realizes that this accounts for 2.9 
percent of net sales, the magnitude of the sales promotion fi gure has some meaning. A com-
parison to similar fi gures from previous periods yields even more insight. Realization that 
last year’s promotion expense was only $4,725 might elicit a hazy reaction, but comparison 
with a promotion expense last year that constituted only 2.7 percent of net sales will trigger 
an immediate response. When Heidi McClain, the sales manager, looks at this comparison, 
she can see that promotion expenses are 19 percent above the budgeted fi gure, [($5,374 – 
$4,500)  ÷  $4,500] × 100. A similar analysis relative to other expenses indicates that “Other 
general expenses” are more than triple year-ago levels. Action, or at least an investigation, 
is called for at this point. 

 Common-size analysis should include raw data from the original statements to prevent 
distortion or masking. This is particularly true when comparing an individual fi rm’s percent-
ages with those of similar fi rms. One fi rm may be very large and have sales in the hundreds 
of millions, while a smaller fi rm’s sales might be in the millions or even thousands. The 
actual dollar fi gures and not just percentages would help amplify and clarify differences.    

 Ratio analysis 

 One of the most important tools for fi nancial analysis is  ratio analysis . The strength of 
fi nancial ratio analysis lies in the fact that the relationships used between data on fi nancial 
statements eliminate the weaknesses of dollar comparisons, which are sometimes not only 
confusing but may be misleading. Ratio analysis permits relative comparisons of important 
fi nancial data and relationships, and such relative comparisons can be very insightful. 

 For example, we may consider the following relationships for two fi rms: 

 Firm A Firm B 

Current Assets $200,000 $1,000,000 
Current Liabilities   100,000    900,000  

Net Working Capital $100,000 $100,000 
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 Why use fi nancial ratio analysis? 

 Financial ratio analysis is often used to measure the performance of the many facets of the 
business mentioned in the introduction to this chapter. When properly used (with its limita-
tions understood), this fi nancial management tool can be a very useful management aid. 
Many agribusiness managers use ratio analysis extensively because it not only provides 
better indicators for managerial decisions but also is useful in the following ways: 

  1.    Easy to calculate : Most ratios compare two accounts that are normally provided by the 
income statement or the balance sheet. Because these data are readily available, not 
much time or expense is required to compute a fi nancial ratio.  

  2.    Easy to make comparisons : Ratios facilitate comparison of past with present perform-
ance, as well as comparisons with fi rms of a similar nature. Ratios are of particular value 
to corporate boards of directors.  

  3.    Easily understood : Not all members of the management team are fi nancial sophisti-
cates, and ratios provide overview information simply and clearly for all management 
personnel.  

  4.    Able to communicate a fi rm’s fi nancial position and performance to outside interested 
parties:  For example, fi nancial authorities and stockholders, cooperative patrons, or 
investors may rely on ratios to determine a fi rm’s credit-worthiness and success in the 
use of its resources.    

 Agribusiness managers and analysts are likely to develop their own favorite set of fi nancial 
indicators. Also, lenders may use certain ratios to evaluate a fi rm’s credit-worthiness, so 
those ratios would need to be monitored by management. It would not be productive to 
present an exhaustive set of ratios nor pretend that we can produce a selective set of ratios 
that is of use to  every  agribusiness fi rm since these fi rms vary so greatly in size and type. 

 We present below some of the more commonly used and popular fi nancial ratios that 
cover the four criteria used for evaluation. In many instances, the ratios discussed can be 
calculated either before or after taxes, interest and other adjustments. The ratios discussed 
in the following sections are calculated after interest and taxes. However, a key point to 
remember when comparing and evaluating ratios is to be consistent with the approach used 
to calculate the comparative benchmarks.   

 Selecting the proper ratios 

 Agribusiness managers should exercise care in selecting those ratios that provide useful 
information for decision-making in their own unique businesses. Professional advice from 
outside the business can often be of great help. The fi rst consideration to be made in select-
ing key ratios is whether the ratios cover those areas of the business where knowledge is 
critical to good business decisions. 

 For example, Brookstone Feed and Grain (BF&G) (Chapter 9) would have a high degree 
of interest in ratios that relate to accounts receivable and inventory because its fertilizer and 
grain business is so seasonal. Loss of control over either of these important accounts could 
be fatal to maintaining the fi rm’s liquidity. Large variations in different periods are therefore 
an important criterion for determining which accounts to analyze. Another factor is the sheer 
size of an account. A corn processor like National Starch would be extremely aware of 
changes in costs for direct labor and raw materials, because those costs account for the major 
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portion of production costs. Agribusiness managers must study their own operations and use 
those fi nancial ratios that are best suited for the unique business involved. 

 Just a few of the more commonly used and most helpful ratios are discussed below. 
These ratios will be related to the balance sheet and the income statement for BF&G 
(review Tables 9.1 and 9.2 in Chapter 9). From a manager’s point of view, there are four key 
criteria to monitor, and hence four types of ratios to explore: 

  1.   Profi tability ratios  
  2.   Liquidity ratios  
  3.   Solvency ratios  
  4.   Operating or effi ciency ratios     

 Profi tability ratios 

  Profi tability ratios  include several different indicators that help assess a fi rm’s profi tability 
and record of performance. The net sales fi gure is used in three of the fi ve ratios rather than 
the gross sales fi gure because sales, after returns, allowances, and discounts provides a more 
accurate measure of the true sales for a fi rm. The net sales fi gure is not infl ated by amounts 
that were ultimately returned to customers in the form of discounts and allowances, or 
refunds for returned merchandise. 

   Earnings on sales ratio :  net operating income divided by net sales . The relationship between 
net operating income that BF&G generated and net sales (the  earnings on sales  ratio) 
are shown here:   

Net Operating Income Net Sales EOS Earnings on Sales

469

/

$

= ( )
,, / $ , , . . %

,

19   13 41 35 or 3 5

From Income Statement  w 

0 0 000 0 0=

aand a( )    

(1)

        

 The earnings on sales ratio (Equation 1) focuses on management decisions that refl ect 
operating effi ciency and pricing policy. Earnings may be increased by changes in pric-
ing policy. Low prices may generate increased sales, but could produce zero profi ts, 
while higher prices might reduce sales signifi cantly. The pricing strategy must be devel-
oped after careful consideration of the competitive environment. Sales forecasts can be 
helpful in this area, and ratios may be used to improve sales projections. Likewise, a low 
EOS ratio may indicate costs are out of line. BF&G can attempt, through management 
decisions, to reduce such things as labor, administrative expenses, and selling costs. 

  Return on sales ratio :  net income after taxes divided by net sales . Managers often fi nd it 
helpful to look at income after all business expenses, including interest and taxes. The 
 return on sales ratio  is:

Net Income After Taxes Net Sales ROS Return on Sales
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 Equation 2 indicates how profi table BF&G was when all costs and other income of the busi-
ness have been included and compared to overall sales. This ratio is one on which all those 
interested in BF&G will place a priority, and any deviations will be monitored carefully. 
ROS is a key ratio for management as it addresses virtually every aspect of their job: market-
ing and setting prices, purchasing, and cost management. 

  Return on equity ratio :  net income after taxes divided by owner’s equity . This ratio is prob-
ably the most widely used profi tability ratio and takes the investor’s point of view of the 
fi rm. The  return on equity ratio , which determines the return on investor ownership, is 
particularly valued by owners when comparing investment opportunities.

  

Net Income After Taxes Owner s Equity ROE Return on Equity/ ’ = ( ))
=$ , / $ , , . . %

,

196 65 3 665 537 or 5 4

From Income Statement

0 000 0 0

  bb  and Balance Sheet  qq, ,( )  

(3)

        

  This ratio is useful in determining the wisdom of investment in BF&G. It can be invaluable 
in encouraging additional investment of equity capital if greater cash fl ow is needed in the 
business. Stockholders also use this ratio as an indicator of the relative value of their stock.    

  Return on assets ratio :  net income after taxes plus interest expense divided by total assets . 
A slightly different profi tability ratio is called the return on assets ratio. This ratio meas-
ures the net profi t generated on the total investment in the business. The return to the 
total investment would include not only the return to owners, but also the return to 
creditors’ investment in the business. So interest costs must be added to the net profi t. 
Thus, this ratio is more inclusive than the ROE ratio discussed above. It measures net 
returns relative to both outsider and insider investment in the business.

      

Net Income After Taxes Interest Total Assets ROA Return o+( ) =/ nn Assets

196 65   23 84 6 677 64 or 6 4 
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   Gross margin ratio :  gross margin divided by net sales . Depending on how the fi rm’s income 
statement is set up, this may also be called the gross profi t ratio. The gross margin ratio 
shows how much BF&G has left from each dollar of net sales to pay operational and 
other business expenses plus make a profi t.   

  

Gross Margin Net Sales GM Gross Margin Ratio

1 685
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( )000 // $ , , . . %

,

13 41 1257 or 12 57

From Income Statement  c and

0 000 0=

  a( )  
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  Here BF&G has 12.57 cents of each sales dollar left to cover expenses and go to profi t. 
As prices and BF&G’s product mix (combination of products sold) change, gross margin 
will also change. More detailed analysis may be needed here if the gross margin is 
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too low. Costs of goods or raw product and shrinkage may be pinpointed for further 
study. This ratio is crucial. Any drop in gross margin is a signal for immediate manage-
rial action. Small changes here have a great impact on the bottom line.      

 Liquidity ratios 

 Liquidity refers to the ability of the fi rm to meet fi nancial obligations as those obligations 
come due. Hence the focus of  liquidity ratios  is on assets that can be easily converted to 
cash, and liabilities that must be paid in the short term, which is often defi ned as one year but 
could be a month or quarter. Liquidity ratios are another comparison tool in fi nancial ratio 
analysis that can be used to help agribusiness professionals more clearly determine short-
term cash fl ow problems. Let’s consider some of the most common liquidity ratios that are 
useful in determining BF&G’s ability to meet its short-run obligations. Often fi rms refer to 
the amount of working capital needed in their businesses. 

   Net working capital:   total current assets minus total current liabilities .   

  

Total Current Assets Total Current Liabilities NWC Net Work– = iing Capital

4 287 1 862 2 425

From Balance

( )
=$ , , – $ , , $ , ,000 000 000

  Sheet  h and gg,( )  

(6)

        

  However, this is a dollar fi gure and, for reasons discussed earlier in this chapter, a ratio 
of two numbers may provide a better measure of liquidity.    

  Current ratio :  total current assets divided by total current liabilities . The current ratio is 
probably the most popular liquidity ratio. It is calculated as shown below:

  

Total Current Assets Total Current Liabilities CR Current R/ = aatio

4 287 1 862 2 3

From Balance Sheet  h and 

( )
=$ , , / $ , , .

,

000 000

ggg( )  

(7)

        

  This ratio indicates BF&G’s ability to meet its current obligations. In this case, there is 
$2.30 of current assets for every $1.00 of current debt. In most cases, a current ratio 
somewhere around 2.0 signifi es ample liquidity for the fi rm.  
  There is concern among many fi nancial analysts that the current ratio may have some 
limitations as an indicator of a fi rm’s ability to meet current obligations. The need to 
quickly liquidate inventories, accounts receivable, marketable securities, etc., to raise 
cash may cause a sharp decrease in their value. Therefore, managers often use a second 
ratio that more clearly delineates a fi rm’s ability to meet immediate cash needs.    

  Quick ratio :  total current assets minus inventory divided by total current liabilities .

      

Total Current Assets Inventory Total Current Liabilities−( ) / == ( )
−( ) =

QR Quick Ratio

4 287 2 5 1 862 96

Fr

$ , , $ , , / $ , , .000 00 000 000 0
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(8)
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  For most fi rms a quick ratio between 0.8 and 1.0 signifi es suffi cient strength in liquidity. 
Consequently, at fi rst glance BF&G would appear to have adequate liquidity. However, the 
ratio would need to be monitored because any diffi culty in collecting accounts receivable 
could cause problems. This ratio is of great interest to lenders of short-term funds. These 
funds may be needed because any change in value for marketable securities and for accounts 
receivable could result in their immediate cash values being lower than the ratio indicates.  
  A new or rapidly growing fi rm with immediate cash needs for labor, supplies, and goods 
must be more aware of this ratio than older, more established businesses. The ease of 
converting inventory to cash must also be considered. It is possible for a fi rm to be making 
a profi t, and have a strong owner’s equity position in relation to total assets, and still be so 
starved for available cash that it is unable to take advantage of discounts or quantity 
buying, meet emergencies, or even pay current bills. Bankruptcy results when a fi rm is 
unable to pay its bills as they come due, so the liquidity area is one of fundamental con-
cern for agribusiness managers.      

 Solvency ratios 

 A third challenge to management is keeping the fi rm solvent. Solvency is related primarily 
to a fi rm’s ability to meet all of its claims over the long-run or total liabilities.  Solvency 
ratios  pinpoint the portions of a business’s capital requirements that are being furnished by 
owners and by lenders. Evaluation of solvency ratios gives an indication of the likelihood 
that lenders will incur problems in recovering their money. These ratios can have a real 
effect on the amount of long-term money a fi rm can borrow and affect alternative sources 
of outside capital. If creditors supply a greater portion of the total business capital, and, 
thus, assume a greater share of the risk, they normally would demand more fi nancial docu-
mentation and would more closely monitor management’s decisions. These ratios can also 
indicate when a fi rm should consider borrowing more of its capital needs, with consequent 
opportunity for increasing return on its own investment. 

  Debt-to-equity ratio :  total liabilities divided by owner’s equity  .  This ratio (Equation 9) 
indicates the relationship of BF&G’s owner’s equity to the total liabilities of the fi rm:

  

Total Liabilities Owner’s Equity Debt-to-Equity Ratio

3 1

/

$ ,

=
0 22 3 665 82

From Balance Sheet  ll and qq

, / $ , , .

,
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( )   

(9)        

  In the case of BF&G, we fi nd a ratio of 0.82 to 1, or total liabilities that are equal to 
82.0 percent of owner equity. Interpreted another way, this ratio suggests that for every 
$1.00 of owner investment in BF&G, there is 82 cents of outsider investment. Lenders 
tend to get nervous when their investment is greater than that of owners, which would 
result in a debt-to-equity ratio greater than 1.0.    
 Here we can see the ownership interest in contrast to the creditor interest in the fi rm. 
Some lenders require the 1:1 ratio mentioned above as the absolute upper limit. Changes 
in this ratio over a period of time can be of great signifi cance in planning long-range 
fi nancial programs for BF&G. As BF&G is able to continue generating healthy sol-
vency fi gures, lenders may begin viewing the fi rm as a good credit risk and offer “pre-
ferred customer” status and, potentially lower interest rates. 
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   Solvency ratio :  owner’s equity divided by total net assets . This solvency ratio (Equation 10) 
shows the relationship between what the owners are contributing toward supporting the 
fi rm and the total net assets of the fi rm.   

  

Owner s Equity Total Net Assets Solvency

3 665 3 655
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=
000 0000 00=
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(10)

        

  Note that in the equation above, Total Net Assets = Net Working Capital  +  Net Fixed 
Assets: that is, Total Net Assets = (h – gg)  +  (q – kk). Net working capital is calculated 
by subtracting current liabilities from current assets, and net fi xed assets are calculated 
by subtracting long-term liabilities from fi xed assets.  
  There is no exact standard for every business, but usually if owners contribute less than 
50 percent of the total net assets of a fi rm, one is more likely to fi nd solvency problems 
developing and to experience diffi culty in securing more long- and short-term credit. So 
this ratio typically needs to be greater than 0.5.    

  Debt-to-asset ratio :  total liabilities divided by total assets . The third solvency ratio is used 
to determine the proportion that lenders are contributing to the total capital of the fi rm:

  

Total Liabilities Total Assets Debt-to-Asset Ratio
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  Note that the debt-to-asset ratio (Equation 11) conveys the same information as the 
debt-to-equity ratio (Equation 9). Both ratios are used to report the solvency position of 
a fi rm.  
  Changes in this ratio can signal danger if the lenders’ portion becomes excessively 
high. By the same token, a low percentage invested by lenders could signal the oppor-
tunity for expansion or additional borrowing potential. It would appear from this ratio 
that BF&G could expand its use of debt or liabilities. Expansion plans and current inter-
est rates would be important factors to consider in making this decision. The upper limit 
lenders assign to this ratio is usually 0.50 or less, which corresponds to a 1:1 upper limit 
to the debt-to-equity ratio. At 50 percent both outsiders and insiders have equal invest-
ments in the fi rm.      

 Effi ciency ratios 

 The fi nal area to be discussed in relation to the use of fi nancial ratios is in the area of fi rm 
effi ciency. This area, in particular, offers the greatest opportunity for BF&G’s management 
to develop unique, meaningful ratios that will be of greatest value to its business in the effi -
ciency or operations area. Here, ratios tend to be highly tailored to fi t the specifi c type of 
business being evaluated, and the effi ciency ratios needed to monitor a retail farm equipment 
dealership are very different than those used by a soybean processor. 
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   Asset turnover ratio :  net sales divided by total assets . The asset turnover ratio can be used 
to determine the intensity with which BF&G’s assets are used, as measured by the 
number of times assets “turn over” in a period:   

  

Net Sales Total Assets Asset Turnover
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  This fi gure shows that BF&G turned its assets about two times during the year. For this 
ratio to take on meaning, BF&G managers would have to compare it with the situation 
in previous years and to the turnover ratio in similar businesses. If last year’s turnover 
ratio had been only 1.8, BF&G would know that it has improved asset utilization. A 
retail grocer would be very unhappy with this ratio because of the necessity for rapid 
turnover in that kind of business, while an agricultural producer would be extremely 
happy with this ratio, since production agriculture tends to use a huge amount of assets 
relative to sales.    
 The asset turnover ratio (Equation 12) suggests that the more BF&G can sell with a 
given set of assets, the higher its return on investment. Many large agribusiness fi rms 
use this as a primary measure of effectiveness or effi ciency of the management team. 
Management strategies that affect this ratio are primarily focused on increasing sales 
volume, using assets more effectively, increasing prices, reducing ineffectively used 
assets, reducing accounts receivable or inventory, or choosing better alternatives for use 
of available cash. 

   Inventory turnover ratio :  cost of goods sold divided by ending inventory . Another similar, 
yet more specifi c measure of effi ciency is focused on inventory. In most fi rms, the 
inventory turnover ratio is of great concern. A signifi cant portion of a fi rm’s assets may 
be tied up in inventory:   

  

Cost of Goods Sold Ending Inventory Inventory Turnover Rat/ = iio

11 725 2 5 4 69
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  An inventory turnover ratio of 4.7 means BF&G was able to sell its inventory 4.7 times 
during the course of the previous year. In a different view, BF&G was able to generate 
$ 4.69 in sales for every $1 invested in inventory.  
  Here, caution must be used, since the measure of inventory must be meaningful. This is 
a static reading that is taken. In BF&G, with an extremely seasonal business, the ending 
inventory is not representative, and could provide a meaningless fi gure. The manager 
may need to average beginning and ending inventory; he or she may also take monthly 
or estimated average inventories to arrive at an acceptable fi gure. In a fi rm like BF&G, 
the typical monthly average would probably be a more valid fi gure to use in an analysis 
of inventory effi ciency. When comparing the fi rm’s sales level and inventory level, the 
correct fi gures must be used. In most cases, fi rms value inventory on an “at cost” basis. 
Thus, the cost of goods sold fi gure must be used as an indicator of sales activity.  
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  The rate of inventory turnover indicates how successfully working capital has been 
managed. If capital is being tied up in inventory, a higher margin will be required on 
sales, because too much stock is on hand. Poor inventory management can also add a 
severe burden, interest expense, if short-term fi nancing at a high rate of interest is being 
used to fi nance the investment in inventory. Alternatively, a high rate of inventory turn-
over could indicate a lost opportunity for sales because of out-of-stock conditions or 
inability to meet delivery requirements. Agribusiness managers must also consider dis-
counts for early delivery and match these against current interest rates. If BF&G has 
storage facilities for fertilizer and the discount received from a supplier is greater than 
its interest cost, profi t can be enhanced by adding to inventory levels.    

  Days sales in accounts receivable ratio :  accounts receivable divided by net sales, and the 
result multiplied by 360 days . Another measure of effi ciency is found in the average 
collection period of accounts receivable. An extended period for collection of accounts 
receivable could indicate that profi ts might be reduced because of added collection 
costs, interest on funds needed to support the accounts, and bad-debt losses. On the 
other hand, too low a fi gure could indicate that an overly strict credit policy was causing 
lost sales. Two important criteria should be used; generally, the calculated collection 
period (1) should match that of others in the industry, and (2) should be at least equal to 
the time extended by suppliers or vendors of the fi rm. This important area can be moni-
tored by means of the  days sales in accounts receivable ratio :

  

Accounts Receivable Net Sales 36  days Days Sales in Acc/( )× =0 oounts Receivable

1 6 13 41 36 42 95 days

Fr

$ , , / $ , , .00 000 0 000 0( )× =

oom Balance Sheet  d  Income Statement  a, ; ,( )  

(14)

        

  A fi rm’s credit policy and standing with creditors, as well as changes or trends, should 
be indicators of effi ciency in managing working capital. One of the best rules of 
thumb in relation to accounts receivable is that the collection period should not exceed 
the regular payment period by more than one-third. If, for example, the credit policy 
states that accounts are due in 30 days, the calculated collection period (days sales 
in accounts receivables) should not exceed 40 days. In the case of BF&G, they are 
slightly over the 40-day guideline and should evaluate the collection of their accounts 
receivable.  
  Caution must be used in evaluating the receivables ratio, because accounts receivable 
may vary from time to time or due to seasonally in a fi rm because of the nature of its 
business or general economic conditions, and these factors should always be taken into 
consideration when interpreting the ratio.  
  To aid the manager in monitoring accounts receivable the following measures can also 
be used.             

  Aging accounts receivable :  reporting accounts receivable on a monthly basis in accord-
ance with the number of days since the accounts receivable was charged to the 
customer . The most important tool in monitoring a credit program and accounts 
receivable is the monthly aging of accounts receivable. Each account from the ledger is 
summarized in a report similar to the one shown in Table  10.3  . An increase in the 



 

Analyzing fi nancial statements 239

percentage of accounts that are slow paying, or increasing amounts of receivables, calls 
for additional emphasis on the collection of accounts receivable and a review of the 
credit program and credit policies before the situation becomes dangerous to the fi rm’s 
fi nancial health. 

  Percentage change in credit sales :  credit sales for the current period divided by the credit 
sales for a previous period . This ratio can also be used to assist in monitoring changes 
in accounts receivable. In order to put the accounts receivable situation for the fi rm into 

 Table 10.3      Account aging schedule  

 Period 
Outstanding

Accounts Receivable Percentage 
of Total 
This Period

Percentage 
of Total 
Last Period

Percentage 
Change 

Less than 30 days                  $672,000                42                41              2.4
30–60 days                    560,000                35                34              2.9
61–90 days                    256,000                16                17             (5.9)
Over 90 days                    112,000                  7                  8           (12.5)

Total               $1,600,000              100              100  

 Plate 10.2    Grocery inventory
Monitoring inventory levels and the collection of accounts receivable are critical when managing 
an agribusiness. Photo courtesy of USDA.
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a historical context, the percentage change ratio can be used to assess changes in credit 
sales volume from one period to another:

  

Credit Sales for Current Period Credit Sales for Previous / PPeriod 1

Percentage Change in Credit Sales

( )×
=

00

 

(15)

        

  This simple ratio provides a quick indication as to how the proportion of credit sales is 
changing over time.    

  Bad debts as a percentage of credit sales :  amount of bad debts divided by total accounts 
receivable multiplied by 100 . Bad debts are an agribusiness manager’s nightmare. When 
the agribusiness sells products and then fails to collect the amount of those sales, it is far 
worse than not making the sale at all. Not only does the business suffer from the loss in 
gross margin, but it also has to chalk up the loss from the cost of the goods or service 
sold, plus the aggravation and cost of trying (usually unsuccessfully) to collect the debt. 
One simple way to monitor bad debts is the formula:

  
Bad Debts Total Credit Sales 1 Bad Debts as a  of Cre/ %( )× =00 ddit Sales

 
(16)

        

  This fi gure can be tracked over time and checked regularly to insure it is within prede-
termined bounds.  
  The cost of bad debts is very serious for many agribusinesses. Table  10.4   provides a 
better understanding of just how seriously this cost affects business profi ts. The tremen-
dous amount of sales increase necessary to offset bad debt loss is vividly demonstrated in 
this table. For example, a $5,000 bad debt requires an increase in sales of at least $50,000 
at a 10 percent contribution margin on sales just to bring profi ts back to what they were 
without the bad debt. The contribution margin for BF&G is 10.36 percent. (The contribu-
tion margin is gross margin less variable costs. This fi gure is discussed further in Chapter 
12.) Credit sales have to be monitored very carefully or they can quickly consume all the 
profi ts a business is generating. Because the stakes are so high, a carefully conceived and 
executed credit program is necessary for any agribusiness and its management team.    

   Wage effi ciency ratio   : labor cost divided by net sales . A number of effi ciency ratios can be 
developed by exploring relationships between costs and sales. These should be unique 
and meaningful to the individual business and to the type of industry. In this area, 

 Table 10.4      Sales increases required to offset bad debt losses  

 Bad Debt Loss($) Contribution Margin ($) 

5 % 10 % 20 %  

(You must increase sales by the amount.) 

 1,000
 5,000
20,000

 20,000
100,000
400,000

 10,000
 50,000
200,000

 5,000
 25,000
100,000 
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management should be operating on predetermined control standards of effi ciency. 
Only one specialized effi ciency ratio will be examined here, the wage effi ciency ratio 
(Equation 17). However, numerous other ratios can be used. Two other popular ratios 
are sales per square foot and administrative costs per dollar of sales:

  

Labor Cost Net Sales Wage Efficiency Ratio

44 4 13 41

/

$ , / $ ,

=
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(17)

        

  The wage effi ciency ratio is calculated by summing all of the operating expenses related to 
labor (i.e., salaries and benefi ts, full-time wages, part-time wages, commissions and pay-
roll tax) and then dividing that amount by net sales to determine the wage cost as a percent-
age of net sales, which can then be compared to previous periods or comparative data. 
 It is particularly important for management to monitor labor costs, especially if the busi-
ness is expanding through new product lines or if new equipment is being added to the 
business.      

 Summary of ratio analysis 

    1.   Many ratios can be expressed in reverse order; that is, “sales to receivables” to one 
person may be “receivables to sales” to another. Either is correct, but the interpretation 
should also be reversed.  

  2.   All ratio comparisons should be based on similar data from similar businesses; to com-
pare the “sales to fi xed assets” ratio of a breakfast cereal manufacturing fi rm to the same 
ratio for a small veterinary clinic would be meaningless.  

  3.   In addition to comparisons of ratios between companies, comparisons of ratios from 
period to period for the same agribusiness are often useful. Seasonality, for example, 
in many agribusinesses dictates that a variety of ratios must be evaluated monthly or 
quarterly with different goals for each period.  

  4.   Monitoring trends is an important aspect of fi nancial ratio analysis. For example, gradu-
ally improving ratios are more impressive than static, declining or highly variable ratios.  

  5.   The development and use of a large number of fi nancial ratios may be confusing. Hence, 
ratios should be specifi cally selected with regard to the nature of the problems for 
which solutions are desired within the fi rm.  

  6.   In addition to ratios from balance sheet and/or income statement accounts, ratios related 
to the physical nature of the business are often used as measures of effi ciency. For 
example, inventory throughput ratios, i.e., tons spread per day or per truck might be 
used by a fi rm like BF&G. These may be called management ratios, physical effi ciency 
ratios, or general effi ciency ratios.  

  7.   At their best, ratios are aids to better decision-making within the agribusiness, not sub-
stitutes for it. They should be used in tandem with other fi nancial tools to properly 
assess performance.      

 Limitations of fi nancial ratio analysis 

 Because fi nancial ratio analysis is being used extensively today, there is a potential for 
misuse of the technique. In spite of their advantages, fi nancial ratios are merely indicators of 
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performance. If a particular facet of the business is headed for trouble, a change in a ratio can 
only sound a warning. Even a drastic change in a given ratio may not isolate and identify the 
actual cause of the problem. More often than not, additional analysis is required before 
the appropriate corrective action can be taken. Care must be taken to ensure that all com-
parisons are between genuinely similar elements. Some of the more general limitations of 
fi nancial ratios are discussed below. In addition, each specifi c ratio may have limitations that 
are unique to its use, and many of these were highlighted above. 

 Changes in the accounting methods of the agribusiness itself, or differences between the 
fi rm’s accounting methods and those of similar fi rms, may limit the use of ratios. If BF&G 
were to change the way it values inventory, assets, and/or change its depreciation method, 
comparisons of its ratios with ratios of previous periods would lose validity. 

 Time factors also pose a signifi cant constraint on ratio analysis. Financial statements are 
indicative of one period of time. Comparing one monthly period to a different monthly 
period or to a yearly statement can present a distorted view of the business, because of the 
seasonality aspects of some businesses. Comparing BF&G’s January accounts receivable as 
a percentage of current assets to its July accounts receivable percentage would provide a 
comparison that would be virtually useless, because of the seasonality aspects of the busi-
ness. Bad information or analysis can be worse than no information at all. 

 Also, extraordinary items can distort the fi nancial ratios for a fi rm. A one-time revenue or 
expense is an example of such a distortion. The gain or loss resulting from the extraordinary 
sale of a capital item can distort fi nancial ratios, since this sale is not part of the routine busi-
ness for the fi rm. 

 As mentioned in Chapter 9, the use of income statement data using the cash basis of 
accounting can result in tremendous variation and distortion in profi tability and effi ciency 
ratios. Data from income statements prepared using the accrual basis of accounting should 
be used whenever possible for calculating fi nancial ratios.     

 The profi tability analysis model 

 Three fundamental measures of how well the business is being managed are (1) return on sales, 
(2) return on assets, and (3) leverage. The combination of these very important fi nancial rela-
tionships into a single ratio, return on equity or ROE, provides one of the most useful fi nancial 
tools available to measure the performance of the agribusiness and to assess the skill and abil-
ity of the management team. Many sophisticated managers, bankers, investors, and boards of 
directors depend on this conceptual measure as the primary gauge of a business’s success.  

 ROE in perspective 

 Figure  10.1   shows the step-by-step process of developing an ROE analysis model. This 
model is called the profi tability model or profi tability analysis system. Sometimes, this type 
of analysis is also referred to as the DuPont model. ROE is measured here in terms of return 
on equity. The diagram illustrates the three key component ratios which individually and 
together affect ROE. Management can use this chart as a tracking system or early warning 
system to determine when action is needed if the fi rm is to continue to move toward its 
ROE goals. 

 Figure  10.1  indicates that ROE is directly affected by (1) the earnings from sales (net 
income after taxes divided by net sales), (2) the intensity assets are used, measured by asset 
turnover (net sales divided by total assets), and (3) the use of outsiders’ funds to expand the 
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business, measured by the leverage ratio (total assets divided by owner’s equity). These 
three areas can be considered “paths to profi t” and anything that impacts one of the 
three paths will impact ROE. One path, measured by the return on sales ratio, is the 
operating path. Here managers worry about sales and expenses. The second path is the asset 
effi ciency path, measured by the asset turnover ratio. On this path, managers worry 
about making effi cient use of the assets invested in the fi rm. The fi nal path is the debt path. 
This path is measured by the leverage ratio. Here, managers focus on using debt in a profi t-
able way. So, for a manager who wants to improve ROE, there are three possible paths 
to pursue — operations, asset effi ciency, and debt. The step-by-step process for constructing 
the profi tability analysis model is illustrated using the fi nancial statements for BF&G 
(Tables 9.1 and 9.2). 

 Each of these paths to profi t is important to reaching the fi rm’s profi t goal, and should 
be carefully considered. The top part of Figure  10.1  relates to the earnings picture and 
helps the manager focus on operating problems related to personnel, pricing, product 
mix, etc. Careful control of expenses is essential, and monitoring systems must be 
implemented to deal with internal as well as external changes over time, i.e., internal person-
nel and management decisions versus decisions driven by external factors such as competi-
tion. As can be seen in Figure  10.1  cost of goods sold (87.43 percent), operating expenses 
(9.07 percent), interest expense (1.72 percent), other income (0.14 percent), and the tax 
expense (0.45 percent) are all divided by net sales to calculate each as a percentage of net 
sales. 

 The asset turnover concept, the second part of the profi tability analysis model, suggests 
that the higher the sales volume produced with a given set of assets, the higher the fi rm’s 
ROE. For example, as more feed and grain are sold for BF&G, the associated assets are 
being utilized more effectively, up to a point. A fi rm may attempt to push volume to a level 
at which physical processing or handling capacity is reached. However, the cost of squeez-
ing out the marginal volume may be prohibitive as these capacity limits are approached. 

    Figure 10.1      Profi tability analysis model for Brookstone Feed and Grain company   
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 In the asset utilization area, managers must frequently evaluate their investment in assets; 
when should equipment be replaced, what fi xed facilities are needed and what should be 
rented, whether inventories can be reduced without reducing sales, how extra cash should be 
invested, etc. All of these decisions relate directly to asset effi ciency and indirectly back to 
the ROE ratio. 

 When return on sales (1.47 percent) is multiplied by the asset turnover ratio (2.01), 
the result is the return on investment (2.95 percent). Note that the  return on investment 
(ROI)  used in this model differs slightly from ROA. ROI has the interest expense subtracted 
from net operating income, whereas ROA includes the interest expense as a return to 
assets. 

 The third critical area of the profi tability analysis system relates to solvency via fi nancial 
leverage, or use of debt. Should the fi rm expand, given an acceptable solvency ratio? What 
implications does expansion have for the fi rm’s future earnings? Can a larger fi rm be man-
aged as effi ciently? Obviously these are all tough questions faced by management, stock-
holders, bankers, etc. However, careful evaluation of the solvency relationship helps 
managers better understand how use of debt will impact the profi tability of the business. For 
BF&G, total liabilities and owner’s equity ($6,677,000) is divided by owner’s equity 
($3,665,000) for a leverage ratio of 1.82. 

 Improvements in any of the three individual ratios, or paths, will improve profi tability as 
measured by ROE. It is important for the manager to understand that these ratios are inter-
related; changes in one may affect performance in the others. Thus, the fi nal impact of a 
given change in the fi rm’s ROE must be viewed as a dynamic relationship among these three 
separate ratios. For example, using more debt will raise the leverage ratio, which would tend 
to increase ROE. However, more debt also means more interest expense, which will reduce 
ROE. Both the leverage affect and the ROS effect must be considered to determine the fi nal 
impact on ROE.   

 Price is an important consideration 

 When a price increases, some customers will shift to other fi rms and some will remain. If it 
were foreseen that most customers would stay despite the price increase, the earning power 
would rise because any reduction in asset turnover would be offset by an increase in the 
fi rm’s gross margin. 

 If the fi rm lowered prices, hopefully an increase in the asset turnover would offset the 
decline in gross margin. But the question is: how much will sales be increased, or what is the 
“elasticity” of demand (see Chapter 3)? 

 Successful use of a low margin and high asset turnover strategy is evident in the rapid 
increase in the number and patronage of discount fi rms and warehouse stores. Generally, 
businesses with a low turnover will have a high margin, and fi rms with a high turnover will 
have a low margin, which is the case with the discount fi rms. 

 ROE, or the earning power of the business, offers the advantage of bringing together 
in a single fi gure the complex relationship of asset turnover and return on sales, and allows 
managers additional insights into how decisions and changes made in either area affect 
the other. Decision-making in any agribusiness does not occur in a vacuum. An attempt 
to control inventory or reduce assets is likely to affect sales. Certain items may be out of 
stock, for instance, and some sales will be lost. The use of ROE and the profi tability analysis 
model will help the agribusiness manager gauge the effects of such decisions on overall 
earning power. 
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 While ROE is certainly not a ratio that can be compared from agribusiness to agribusiness 
on an unqualifi ed basis, it does offer a more easily compared measure of different fi rms’ 
resources than almost any other ratio. For this reason, ROE is considered the most accurate 
measure of effective resource use by managers, boards of directors, lending institutions, 
investors, and others interested in the business. The ROE is sensitive enough so that even 
small changes in trends should cause the manager to be pleased (if it is improving) and try 
more of the same, or to be concerned (if it is declining) and begin searching for methods of 
improvement. 

 Changes in fi gures on the asset turnover, return on sales, or leverage ratios, can also point 
to or help identify places where problems or opportunities arise. For example, BF&G might 
note a drop in its ROE fi gure and see that the asset turnover fi gure was up slightly, but the 
ROS ratio was down somewhat. In this instance, the fi rm could concentrate its management 
efforts on such areas as sales expenses or administrative costs or the selling price. Careful 
use of ROE through the profi tability analysis model can be the single most helpful indicator 
of complete fi rm performance available to the agribusiness manager. By classifying expenses 
into categories on the income statement (sales, administration, etc.), and by combining 
income statement and balance sheet data into an easily understood format, problems and 
opportunities can be more easily located to take corrective action.    

 Graphing to increase understanding 

 Simple graphs of fi nancial ratios often enhance the ability of managers to interpret fi nancial 
data and information. Graphing of important ratios, for example, allows additional periods 
and time spans to be compared and the more time, or periods, or ways in which something 
can be compared, the more meaningful the data become (Figure  10.2  ). 

 The graph illustrates the impact of a period when BF&G lowered prices from period 5 to 
period 11. Asset turnover increased (the solid line in Figure 10.12), but at the same time, 

    Figure 10.2      Graph of key ratios for Brookstone Feed and Grain company   
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earnings on sales (the dashed line in Figure  10.2 ) decreased as a percentage. If another 
factor, ROE, was compared, BF&G could measure visually the net effect of price changes, 
and plan its sales strategy accordingly. Monthly reassessment by means of these ratios would 
allow BF&G to see whether its plans were still on target.            

 Graphing increases comprehension by presenting a visual picture and it allows for com-
parison of separate aspects of fi nancial information in a very clear manner. A graph also can 
be widely distributed to less sophisticated members of the management team for use in 
decision-making, since it is easier to conceptualize than a set of numbers.   

 Summary 

 Financial statements provide a wealth of information for a variety of persons and organiza-
tions interested in evaluating the agribusiness. Owners, managers, lenders, and government 
agencies all look at fi nancial statements from a different perspective. 

 Analysis of fi nancial statements is often comparative: over time, against budget, or rela-
tive to similar fi rms. Ratios show important fi nancial relationships in the business. These 
ratios must be understood and used carefully or they will be misleading. If ratios are used 
properly, they are indicators of strengths and weaknesses in the business. 

 Ratios generally measure the important criteria of profi tability, liquidity, solvency, and 
effi ciency. There are important ratios for each area that provide useful indicators of perform-
ance. Return on the owner’s investment (return on equity or ROE) is the most fundamental 

 Plate 10.3    Nursery
Graphing fi nancial information can help a manager determine underlying trends and patterns. 
This approach can enhance the evaluation of performance across time periods. Photo courtesy 
of USDA.
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measure of profi tability. The profi tability analysis model shows the relationship of profi t, 
sales, assets, and owner’s equity. Sometimes graphing fi nancial ratios over time is a highly 
valuable management tool. 

 One of the areas in which development of a strong control system is most important is 
credit, where upward spiraling costs often cause serious fi nancial problems for agribusi-
nesses. Two possible solutions are to make the extension of credit a profi t center or to offer 
a discount for cash sales. In any event, credit programs should be planned and monitored 
carefully in order to develop systems for determining a customer’s credit-worthiness and for 
minimizing accounts receivable or outright bad debts. 

 Financial analysis is a fundamental tool for the agribusiness manager. Although it is not 
a substitute for good judgment, fi nancial analysis gives the manager important insights for 
improved decision-making.   

 Discussion questions 

     1.   Discuss the major value to agribusiness managers of evaluating the fi nancial condition 
and performance of the fi rm.  

   2.   Discuss the value of common-size analysis to the agribusiness manager. What insights 
do these statements provide?  

   3.   Describe what fi nancial ratios a general manager, the president of the fi rm’s bank, a 
prospective investor, and a government offi cial might track in an agribusiness. Explain 
your reasoning.  

   4.   What are the major categories of fi nancial ratios? Do all the categories need to be 
evaluated for every fi rm? Why?  

   5.   What are two reasons why an agribusiness fi rm might need to evaluate ratios 
monthly? Under what circumstances would a less frequent fi nancial evaluation be 
suffi cient?  

   6.   List the limitations of ratio analysis for the agribusiness manager. What key issues 
must the agribusiness manager be aware of if he or she is going to use fi nancial ratios 
effectively?  

   7.   What criteria should the agribusiness manager use to select the fi nancial ratios the fi rm 
will monitor?  

   8.   What are the advantages of using the profi tability analysis model as an analysis tool for 
agribusiness managers? What specifi c ratios are used in the profi tability analysis model 
to calculate ROE?  

   9.   What specifi c actions might agribusiness managers take if the earnings side (ROS) of 
the profi tability analysis model was below the desired level? And if the asset turnover 
side was below the desired level?  

  10.   How is the leverage ratio (debt path) related to the ROS (operating path) and asset 
turnover (asset effi ciency path)? If the amount of debt used in the fi rm increases, 
how will ROE be impacted?  

  11.   Discuss the merits of graphing ratios. What insights does graphing provide to an 
agribusiness manager?      

 Case study: ABC farm supply store 

 Use the following condensed fi nancial statements (Tables  10.5   and  10.6   ) from the ABC farm 
supply store to develop a profi tability analysis model for the company.  
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 Table 10.5      ABC farm supply store condensed balance sheet (in dollars)  

 Assets
Current Assets:

 

 — Cash 171,000 
 — Accounts receivable 698,000 
 — Inventory 897,000 
Total current assets 1,766,000 
Total fi xed assets 2,482,000 
Total assets 4,248,000 

Liabilities and Owner’s Equity  
Current Liabilities:  
Accounts payable 483,000 
Notes payable 565,000 
Total current liabilities 1,048,000 

Long-term liabilities 2,000,000 
Total liabilities 3,048,000 

Owner’s contribution 1,000,000 
Retained earnings 200,000 
Total Owner’s Equity
Total liabilities and owner’s equity

1,200,000
4,248,000 

 Table 10.6      ABC farm supply store condensed income statement (in dollars)  

 Net Sales 5,215,000 
Cost of goods sold 3,285,450 
Gross margin 1,929,550 
Operating expenses 1,202,423 
Administrative expenses 320,646 
Other expenses 80,161 
Total operating expenses 1,603,230 
Net operating income 326,320 
Interest expense 152,400 
Net income before taxes 173,920 
Income tax 42,480 
Net income after taxes 131,440 

 Questions 

    1.   Follow the step-by-step formula shown in Figure  10.1  and develop a profi tability analy-
sis model for ABC Farm Supply Store. What is the fi rm’s ROE?  

  2.   When the profi tability analysis model has been completed, calculate and interpret at 
least one profi tability, liquidity, solvency, and effi ciency ratio, using the information in 
Tables 10.5 and 10.6.  

  3.   What are some strengths and weaknesses of the ABC Farm Supply Store identifi ed by your 
ratio analysis? What other information would be helpful to you in answering this question?         

 Reference 

     Truth in Lending  ,   Regulation       Z    ,    Supervision Manual , Board of Governors of the Federal Reserve 
System .  Washington, DC ,  2011 .    



 

    11   Financing the agribusiness     

 Objectives 

     •    Discuss the reasons an agribusiness may choose to increase its fi nancial resources  
   •    Describe the alternative types of capital available to the agribusiness  
   •    Outline the various types of loans available to the agribusiness and the situation that 

would cause the agribusiness to select each specifi c type  
   •    Explain how specifi c variables impact the annual percentage rate (APR) paid on a loan  
   •    Discuss the relationship between the agribusiness fi rm’s tax rate and APR  
   •    Show the usefulness of the cash budget in making loan requests  
   •    Learn and apply the steps for developing budgets  
   •    Understand qualitative and quantitative techniques for developing forecasts and 

budgets  
   •    Understand the usefulness of pro forma fi nancial statements in fi nancial planning  
   •    List some of the important external sources of fi nancing  
   •    Discuss leasing alternatives used in agriculture, including land, operating, custom hire, 

and capital leases  
   •    Describe the means of generating capital funds internally and the importance of this 

fi nancing alternative      

 Introduction 

 Cash is king. Proper cash management is the lifeblood of any agribusiness. Although money 
itself is not capital, it represents the amount of capital a fi rm could control. Cash is needed 
for fi nancing such assets as machinery and equipment, accounts receivable, materials, and 
supplies. This is why the managers of an agribusiness are expected to be experts in cash 
management. 

 Managers must make sure sales on credit (accounts receivable) turn into cash for the 
fi rm, that inventories are maintained and sold to generate cash, and that cash is available 
to meet short-term fi nancial commitments — both planned and those unforeseen. Whenever 
and wherever fi nancial resources are secured, money is used in the enterprise with the full 
expectation that it will be returned with a profi t. This profi t-making ability is essential for 
the viability of the fi rm, and the manager who lacks this expertise will fi nd the agribusiness 
hard pressed for funds. 

 There are three sources from which the manager may raise the funds needed to operate an 
agribusiness: (1) investment by owners, (2) borrowing, or (3) funds generated by profi ts and 
retained in the business. In most medium-to-large businesses, the major source of funds 
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(over 50 percent) is the owner’s equity in the fi rm (also called “owned capital”). The larger 
the company, the more it depends on owner’s equity as a source of funds. One major reason 
for this is that larger companies usually enjoy access to public offerings for their stock or 
equity, and possess the ability to attract investors, a situation that is not shared by smaller 
companies. Whatever the kind or size of a business, its ability to generate profi ts will 
ultimately determine the amount of funds that are made available for its use.   

 Reasons for increasing fi nancial resources 

 The ultimate reason for increasing the fi nancial resources of an agribusiness is to increase its 
revenues, and ultimately its profi ts, by generating additional business. Extra funds are used 
for general purposes, to increase liquidity or the cash position, or for expansion and growth. 
An agribusiness may fi nd that its funds are tied up in current or fi xed assets and that it is 
unable to meet its day-to-day obligations. Bills cannot be paid with such non-liquid assets 
as accounts receivable, inventory, new orders, or a piece of equipment. Consequently, an 
agribusiness requires working capital in the form of cash. The principal source of cash must 
be the revenue generated by the business itself, but in short-term situations additional cash 
may be required to meet the day-to-day obligations of the business. This is particularly true 
of the many agribusinesses that are highly seasonal in nature. In this case, cash funds can 
become tied up in inventory and in accounts receivable, which will not be turned into cash 
until some later date. As a rule, many agribusinesses fi nd it advisable to keep on hand enough 
cash to equal 20 to 25 percent of the amount of their current liabilities. This helps ensure the 
fi rm’s ability to make short-term payments as well as any unexpected obligations. 

 The most important use for additional fi nancial resources is for expansion. Expansion can 
require either a short- or long-term commitment of funds. Short-term expansion involves 
such factors as increased labor, inventories, and accounts receivable. Long-run expansion 
encourages more ambitious projects, such as the purchase of new equipment, buildings, and 
land. The objective of increasing the  capital  of an agribusiness is to increase its sales volume 
and revenues, and consequently its profi t, through the shrewd application of increased 
assets. Capital, or the fi nancial resources of a business, comprises in its broadest sense all 
the assets of that business, and represents funds provided by the owners of the fi rm and the 
contributions by outsiders.  

 Determining when fi nancial resources should be increased 

 As an agribusiness manager considers the possibility of acquiring additional fi nancial 
resources, several questions should be asked and carefully answered: 

  1.   Why are additional funds needed?  
  2.   How does the use of additional funds fi t with the overall mission of the business?  
  3.   What increases in revenue, profi t, and/or net cash fl ow will be generated by the addi-

tional funds?  
  4.   What sources are available to provide additional funds?  
  5.   How much will these additional funds cost the agribusiness?  
  6.   How much is needed in the way of additional fi nancial resources?  
  7.   When is this increase in revenue fl ow expected?  
  8.   When will these additional funds be needed?  
  9.   For what time period will these additional funds be needed?  
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  10.   If the funds are borrowed, how will the indebtedness be repaid?  
  11.   How will this indebtedness affect profi t?  
  12.   How will this indebtedness affect liquidity and solvency?  
  13.   What risk is involved that may delay the time period when funds may be repaid?    

 The manager who is seeking additional fi nancial resources for the agribusiness should use 
the foregoing as a checklist to select the one alternative that is likely to be the most benefi cial 
to the fi rm.    

 Davies Farm Structures, Inc. 

 Doug Davies started his farm-building company some 20 years ago with $1,000 in cash he 
had saved plus $1,000 he had borrowed from the bank. Today, Doug’s company is a corpo-
ration that is owned primarily by members of the family. Doug is currently investigating an 
expansion opportunity, and his opportunity will be used to illustrate some of the decisions 
involved in fi nancing an agribusiness. 

 Doug’s current annual sales exceed $2 million, and although he now erects some com-
mercial and public buildings, his major source of revenue remains farm buildings of various 
kinds. His workforce often exceeds 50 people. Recently, Doug was offered the opportunity 
to purchase a small lumberyard in Roland, a town of 6,500 people. The lumberyard had a 
yearly gross of over $750,000 and was earning 15 percent on owner equity and 5 percent on 
sales in net income after taxes. Doug had used the fi nancial tools discussed in previous 
chapters to analyze the business, and felt the lumberyard would be a great opportunity to 
expand and integrate into his own business. He knew that he had two expansion alternatives: 
either to expand his current operation or to diversify his business. He saw the lumberyard as 
an opportunity to do both. 

 Doug analyzed a number of advantages. His analysis of the lumberyard revealed that it 
could benefi t from an increase in inventory turnover. By combining his building company’s 
needs for lumber with the lumberyard’s need for increased sales, he could increase the sales 
volume of the lumberyard by about 70 percent. The added purchasing volume for the 
construction company would allow him to buy lumber more cheaply because he could buy 
it in greater quantities and in full carloads. He could also consolidate his storage and 
handling operations and operate more effi ciently because he would be located on a rail 
siding. His offi ces and entire operation could be moved to one location, and he determined 
that combining the operation would result in lower administrative costs. 

 With savings in cost of goods sold and administrative expenses, along with more 
operational effi ciency, he foresaw the potential of lowering the prices for both businesses 
and being more competitive in both marketplaces. His projections showed that even if he 
lowered prices by 5 percent and assumed existing sales volumes for the two operations, 
he could maintain existing gross margins. But he hoped that the lowered price would help 
sales eventually climb as much as 50 to 75 percent because of his strongly competitive price 
position and his positive image in the farm structure business. At this point, the future looked 
very bright for Doug and his family. They felt they had successfully addressed questions 1, 
2, and 3: “Why are additional funds needed?”, “How does the use of additional funds fi t 
with the overall mission of the business?” and “What increases in revenue, profi t, and/or 
cash fl ow will be generated by the additional funds?” While Doug’s own company was 
in a very comfortable position fi nancially, he knew that he would have to secure added 
fi nancial resources to purchase and operate the lumberyard. The balance of this chapter will 
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relate to the major tools and alternatives that Doug Davies should consider in making this 
expansion decision.   

 Debt or equity fi nancing 

 The next question that Doug had to ask himself was, “What sources are available to provide 
the additional funds?” Basically, there are four types of capital: 

  1.   Short-term loans: one year or less  
  2.   Intermediate-term loans: one to fi ve years  
  3.   Long-term loans: more than fi ve years  
  4.   Equity capital: no due date     

 Short-term loans 

  Short-term loans  are generally defi ned as loans for one year or less, and they are used 
whenever the requirement for additional funds is temporary. Doug recognized the need for 
funds to increase inventory for the spring and summer, when the building business is at its 
seasonal peak. Some of these funds would also be needed to support accounts receivable as 
inventory is sold to customers. An important characteristic of short-term loans is that they 
are usually self-liquidating, that is, they often start a chain reaction process that results in 
their repayment:

        Loan inventories receivables cash repay loan= > = > = > = >

 While short-term loans may be made on an unsecured basis to fi rms that are well established, 
there is often a requirement for collateral, or for the loan to be secured by some of the fi rm’s 
assets. Collateral can take many forms, but for short-term loans it most often takes the form 
of current assets. Some of the most common kinds of collateral are inventory, accounts 
receivable, warehouse receipts, and marketable securities. Also, a personal guarantee of the 
loan is often required by the owners of smaller agribusinesses. In other words, the owner or 
owners endorse the obligation to repay the debt, and become personally liable if the fi rm is 
unable to meet the payment. 

 Short-term loans may be regular-term loans, with a specifi c amount due at a specifi ed 
time, or they may be revolving or line of credit loans. Managers who anticipate a need for 
short-term funds often apply for a line of credit in advance of their needs. A  line of credit  is 
a commitment by the lender to make available a certain sum of money to the fi rm, usually 
for a one-year period and at a specifi ed rate of interest, at whatever time the fi rm needs 
the loan. Usually, the loan must be repaid during the operating year of the fi rm. 

 With a line of credit, a manager is assured of protection in the form of cash that is 
available as it is needed; there is also the added advantage of not incurring interest on 
the borrowed funds until they are actually used. Lenders who make a line of credit available 
to an agribusiness often require that a monthly copy of the fi rm’s fi nancial statements 
be furnished to them so that they can monitor the fi nancial health of the fi rm. Doug Davies 
wanted to avail himself of a line of credit for his short-term cash needs for seasonal 
purposes. He did not feel that he would have a problem securing these funds because he 
could pledge his inventory and accounts receivable as collateral against any outstanding 
loans. 
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 It is important for the agribusiness manager to recognize that short-term borrowing is 
only appropriate for temporary uses. When, for example, funds are borrowed to increase 
inventories in order to accommodate increased sales volumes, and the loan is expected to 
remain in force for some time, a more permanent form of funds is needed. Such a permanent 
loan will increase the total working capital of the fi rm. Likewise, short-term loans should 
not be used to acquire fi xed assets whose repayment term will likely be much longer than 
one year.   

 Intermediate-term loans 

  Intermediate-term loans  are typically used to provide capital for one to fi ve years. Such a 
loan is almost always amortized; that is, the process in which the amount of a loan is reduced 
by equal, periodic (i.e., monthly, quarterly, annual, etc.) loan payments. These payments 
include both interest and principal. A simple illustration is provided in Table  11.1  . 

 The purpose of the intermediate-term loan is to provide the agribusiness with a source of 
capital that will allow growth or modernization without forcing the owners to surrender 
control of the business. These loans allow for additional working capital, which can be used 
to increase revenues and sales; the funds generated by the increased revenues will, in turn, 
help to retire the loan. 

 In many respects the intermediate-term loan is similar to the short-term loan. Most require 
some sort of collateral and/or security against fi xed assets, if that is the purpose of the 
loan. Intermediate-term loans provide permanent increases in capital for the agribusiness 
whenever larger inventories, larger accounts receivable, new equipment, and/or moderniza-
tion are essential to the growth and profi tability of the fi rm. Doug Davies foresaw a need 
for an intermediate-term loan. He wanted to increase both his accounts receivable and his 
inventory as he acquired the lumberyard. He also needed funds to pay for moving and 
consolidating his operation at the new central site.   

 Long-term loans 

 In general,  long-term loans  have a duration of more than fi ve years. The time distinctions 
among these loans are somewhat arbitrary, and there is some overlap in the functions of 
intermediate- and long-term loans, depending on the philosophies and policies of lender and 
borrower. But the real difference between intermediate- and long-term loans usually rests 

 Table 11.1      Example of the repayment schedule for a $5000 loan a   

 End of Year (1)
Payment ($)

(2)
Interest b  ($)

(3)
Principal (1–2) ($)

(4)
Balance ($) c  

0
1
2
3

2,010.54
2,010.54
2,010.66 d 

500.00
348.95
182.79

1,510.54
1,661.59
1,827.87

5,000.00
3,489.46
1,827.87

0 

  Notes:  a  Amortized with three equal annual payments and a 10 percent interest rate.   
  b   Calculate by multiplying the balance at the start of the year by the contractual rate of interest (10 percent).   
  c  Balance at the start of the year minus the principal payments [column (3)] for the year.   
  d  Sometimes the last payment must be adjusted slightly to completely repay the loan due to rounding.  
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with the planned use for the funds, as well as with the long-term prospects for the existence 
of the fi rm and its solvency. The purpose of the long-term loan is most often for real estate, 
that is, for land and buildings. As the lender examines requests for long-term loans, he or she 
becomes deeply concerned with evaluating the past track record of the fi rm, the skill and 
ability of the management team, and the stability of the business enterprise. The collateral 
for long-term loans is usually a mortgage or claim on the fi xed assets of the fi rm, and 
the longer the period of the loan, the riskier it becomes for the lender. There is always the 
chance that an unstable enterprise will be forced to dispose of fi xed assets in a forced sale, 
where these assets may bring only a fraction of their value at the time the loan was closed. 

 Long-term loans are nearly always amortized over the loan period and secured by a 
mortgage or claim on a specifi c fi xed asset. Sometimes bonds are used to secure long-term 
capital, but a small fi rm seldom has the size or fi nancial strength to sell a bond issue. Because 
Doug Davies plans to build new storage facilities at his new site as well as enlarge the offi ce 
building to accommodate the consolidated business, he will also need a long-term loan.   

 Equity capital 

 If the agribusiness is not in a strong fi nancial position (solvency is discussed in Chapter 10) 
or cannot meet the stiff collateral requirements set by lenders, it may have to turn to equity 
capital to meet its long-term needs.  Equity capital  can be used for the same purpose as 
borrowed funds, but there is an important difference: equity capital does not have to be 
repaid. It becomes a permanent part of the capital of the business. Equity capital is secured 
either by reinvesting profi ts from the business or by fi nding investors who are willing to 
invest additional funding in the business. 

 Lenders pay particular attention to equity when they are making long-term loan commit-
ments, and they may insist that a larger percentage of the owner’s money be invested in the 
capital of the agribusiness than the lenders’. This is particularly true of new businesses, 
where risks are more diffi cult to calculate. Some owners do not wish to increase their equity 
for various reasons, but it may be the only prudent way of securing long-term capital funds. 
Doug Davies will strongly consider expanding his equity base. Inasmuch as his business is 
already organized as a corporation, it will be easier for him to make the move should he so 
desire. (A more detailed analysis will appear later in the chapter.)    

 The cost of capital 

 When a business borrows money, it incurs special costs that are paid to the lender. One of 
these is  interest , but interest is not the only cost of borrowing money. Several other factors 
affect the net cost of borrowed capital: 

  1.   Repayment terms and conditions  
  2.   Compensatory balances, points, and stock investments  
  3.   The income tax bracket of the fi rm     

 Repayment terms 

 The repayment terms and conditions directly affect the rate of interest that is actually paid. 
If Doug Davies borrowed $100,000 for one year at the stated interest rate of 8 percent, the 
amount of interest paid would be $8,000. At the end of the year Doug would pay the lender 
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$108,000, and his interest rate would have been the same as the stated rate of 8 percent 
because he used the entire $100,000 for the entire year. This type of interest is called  simple 
interest . The formula for simple interest is:

        

Amount of Interest Paid Amount of Available Capital 1/( )×
=

00

AAnnual Interest Rate

8 1 1 8$ , / $ , %000 00 000 00( )× =

 Sometimes, however, loans are  discounted , which means that the amount of interest to be 
paid is deducted from the amount the lender makes available to the borrower. If this method 
had been used in Doug’s case, the $8,000 interest to be paid, or 0.08 × $100,000, would have 
been deducted from the loan amount, and Doug would have had the use of only $92,000 in 
capital. The discounted loan formula is as follows:

        Amount of Loan Amount of Interest Paid Amount of Available– =   Capital

 At the end of the year, $100,000 would have been repaid to the lender; but because Doug had 
the use of only $92,000, the “effective” interest rate was not the stated rate. The “effective” 
interest rate for a discounted loan is calculated as follows:

        

Amount of Interest Paid Amount of Available Capital 1/( )×
=

00

AAnnual Effective Interest Rate

8 92 1 8 7$ , / $ , . %000 000 00( )× =

 The cost of interest on this discounted loan was then 8.7 percent and not the stated rate of 
8 percent, because Doug did not get to use the entire amount borrowed even though he paid 
interest on the entire amount for the entire time the money was borrowed. 

 Banks often require that borrowers have a  compensating balance  in their accounts at the 
lending bank. To obtain a $100,000 loan, Doug might be required to maintain a minimum 
balance of $20,000 in his company bank account while the loan is outstanding. This means 
that he would have the use of only $80,000 in additional capital from the loan, while paying 
interest on the entire amount borrowed for the entire time the money was borrowed. The 
formula for calculating the effective rate of interest in this case is:

        

Amount of Interest Paid Amount of Available Capital 1/( )×
=

00

AAnnual Effective Interest Rate

8 8 1 1$ , / $ , %000 0 000 00 0( )× =

 If Doug normally carries a cash balance, this amount could be deducted from the compensat-
ing balance to lessen the increase of the effective interest cost. 

 Sometimes lending institutions also require that a certain number of  points  (service 
charges based on the face value of the loan) be paid to obtain the loan. These charges for risk 
and loan servicing are made in advance, and the amounts charged are usually deducted from 
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the total amount borrowed at the time the loan is made. If Doug borrowed $100,000 at 8 
percent with two points, his total loan cost would be:

        

$ , . $ ,

, . $ ,

1 8 8 interest

1 2 2 poi

00 000 0 0 000

00 000 0 0 000

× → →
+ × → → nnts

Total cost 1→ $ ,00 000

 Thus, a point amounts to 1 percent of the value of the loan. 
 Another demand that lenders sometimes make is that the borrower purchase a certain 

amount of stock in the lending institution, an amount that is determined by the value of the 
loan. The lender might require the purchase of one share of stock, valued at $10, for each 
$1,000 that is borrowed. In reality, this is a form of discounting that can be used to determine 
the effective cost of the loan. Actual or effective interest rates must be revealed to individual 
borrowers by commercial lenders under federal truth-in-lending laws, but this law applies 
to consumer loans and time purchases. It does not apply to most commercial or business 
transactions. 

 If the loan was repaid in monthly installments, the effective rate of interest would increase 
substantially. This rate of interest is called the  annual percentage rate  of interest, or  APR . 
The formula for calculating the APR on an installment loan is as follows:

        
APR

P F

B T
100=

× ×
× +

⎛

⎝
⎜

⎞

⎠
⎟×

2

1( )

 Where: 

  APR = annual percentage rate of interest  
  P = payments per year  
  F = dollars paid in interest  
  B = amount of capital borrowed  
  T = total number of payments    

 If the terms on Doug’s loan included an 8 percent interest rate and monthly installment pay-
ments, the APR calculation would be:

       
APR

12 $8,000

$100,00 12
100=

× ×
+

⎛
⎝⎜

⎞
⎠⎟

×
2

1( )

        
APR = ⎛

⎝⎜
⎞
⎠⎟

× =
$ ,

$ , ,
. %

192 000

1 300 000
100 14 8

 The simple interest loan gives the borrower the use of the greatest amount of borrowed 
funds for the longest period of time. The discounted and compensating balance loans result 
in a slight decrease in the amount of borrowed funds while paying interest on the total 
amount for the entire time of the loan, so the borrower pays a higher annual percentage rate. 
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The installment loan results in the highest APR since the full amount of the loan is available 
for only one month. At the end of the fi rst month, part of the principal is repaid to the 
lender.   

 Other restrictions 

 Lenders often place restrictions on the management prerogatives of an agribusiness during 
the loan period. These restrictions vary from requiring monthly and annual fi nancial state-
ments or other fi nancial information regarding inventories, accounts receivable, and accounts 
payable to actual restrictions on expending capital funds without the approval of the lender. 
Often banks require that fi rms maintain certain ratios during the loan period, such as a cur-
rent ratio not below 2.0. Agribusiness managers must be sure that they can live comfortably 
with these restrictions before they agree to them. Otherwise, they may fi nd themselves 
severely handicapped in decision-making and in their fl exibility to meet changing conditions 
and capitalize on new opportunities.   

 Interest rates and taxes 

 One of the things that agribusiness managers often overlook is that they can deduct from the 
business’s taxable income every dollar of interest paid, because the interest is a business 
expense. To know the effective cost of borrowing funds, the manager must know the after-
tax cost of interest. This effect can best be seen by looking at net income after taxes, before 
and after borrowing. 

 For example, assume Doug Davies’s company (a corporation) borrowed the $100,000 at 
8 percent interest; the following tabular information is used to illustrate the impact of interest 
paid on the after-tax cost of borrowing:     

 Before loan After loan 

Net operating income  $50,000  $50,000 
Interest charges – 0  –$8,000 
Net income before taxes  $50,000  $42,000 
Income tax (assume 25 %  rate) –$12,500 –$10,500 
Net income after taxes  $37,500  $31,500 

 The difference between the two situations is $6,000. The effective interest rate for decision-
making purposes is then only 6 percent. The formula is:

        

After-tax Cost Before-Tax cost 1 Marginal Tax Rate

Afte

= × −( ).0

rr-tax Cost 8 l 25 6= × −( ) =% . . %0 0

 In this example, the fi rm paid $8,000 in interest on the original $100,000 loan. However, 
since these interest payments are tax deductible business expenses, the IRS really subsidizes 
the interest payments. The amount of the subsidy is equal to the fi rm’s marginal tax rate, in 
this case 25 percent. So the fi rm paid “out of pocket interest costs” of $6,000. 
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 The marginal income tax rate mentioned is the rate of income tax paid on the last 
increment of taxable income. Proprietorships and partnerships (see Chapter 4) must also be 
aware of this cost as they decide between investing their own funds and borrowing capital 
funds for their businesses.    

 The leverage principle 

  Leverage  is the concept of fi nancing through long-term debt instead of equity capital. 
Many managers like to use debt as a lever against equity as much as possible so that they 
can maximize the amount of assets or capital at their disposal. Several factors affect the 
leverage principle. First, it must be remembered that as the proportion of debt to equity 
increases, lenders are likely to increase the cost of supplying borrowed funds because of 
the deterioration in the solvency measures and the resulting increase in risk. It must be 
understood that risks for equity holders also increase as debt increases, because they hold a 
last-place claim on the fi rm’s assets in the event that the assets of the fi rm must be liquidated 
to satisfy the fi rm’s debt obligations. In general, equity capital is risk capital — in the event 
of fi nancial problems, all other creditors are paid before equity owners are paid. Leverage, 
or increasing the proportion of debt to equity, can be either a profi table or an unprofi table 
decision. 

 As a rule of thumb, the after-tax rate of return on the capital of the agribusiness 
must exceed the after-tax cost of the debt undertaken to increase profi ts. For example, if 
the fi rm’s overall ability is to return 10 percent on the borrowed capital and the after-tax cost 
of borrowing that capital, or money, is 6 percent, borrowing more money should increase 
profi ts.  

 Determining how much agribusinesses should borrow 

 The question of how much an agribusiness should borrow is one that agribusiness managers 
frequently ask. Some answer by saying, “All I can get,” while others say, “Let’s pay off the 
mortgage and eliminate our long-term debt.” These philosophical generalizations are not 
adequate for determining how much an agribusiness should borrow. The good manager 
always establishes criteria and a frame of reference for such decisions. This section will deal 
primarily with intermediate- and long-term debt, since it is assumed that short-term debt will 
be paid off from conversion of current assets to cash. The amount of debt that is most desir-
able depends on several factors, some of which have already been discussed. Many of these 
factors are easy to measure, but others are more diffi cult.        

 The fi rst factor to consider is the amount that the agribusiness will be able to generate for 
debt servicing (repayment of the loan). While available funds can be calculated from all 
sources of cash fl ow, generally two factors are considered the primary inputs for debt servic-
ing: (1) net operating income for the year and (2) depreciation. Net operating income must 
be further reduced by any interest that is due, income tax to be paid, dividends owed on 
owner equity, or patronage refunds in the case of a cooperative (see Chapter 4). 

 For example, if Doug Davies has a net operating income of $50,000 and depreciation of 
$25,000, he has a preliminary total of $75,000 in cash. Depreciation is added to net operating 
income, because it is a noncash operating expense that is subtracted from gross margin 
(profi t) to calculate net operating income. However, the depreciation expense is not paid to 
an entity outside the fi rm, so those dollars are available to pay debt obligations. For debt 
servicing purposes, he would have to deduct $8,000 in interest expense, $25,000 in taxes, 
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and $5,000 for stock dividends, which would leave the fi rm with only $37,000 for debt 
servicing:     

 Net Operating Income $50,000 
Depreciation    25,000 

Total Cash Available $75,000 
Interest   8,000 
Income Tax  25,000 
Dividend   5,000 

Total Cash Required $38,000 

Amount Available for Debt Servicing: $37,000 

 Plate 11.1    Dairy barn expansion
Careful analysis is required to determine the right type and level of fi nancing for an agribusiness. 
This is true for all agribusinesses, but takes on added importance when undergoing an expansion 
using borrowed funds. Photo courtesy of the USDA Natural Resources Conservation Service.

 Doug would also have to consider other possible needs for these funds, such as boosting 
working capital, returning capital equities, and increasing stockholder dividends. When 
lending institutions look at these debt servicing fi gures, many use the rule that no more than 
50 to 60 percent of the total should actually be counted on as available for debt servicing, 
because of the possibility of missing budgeted fi gures or emergency situations. 

 If the additional capital that is to be borrowed will increase revenues and profi ts, thereby 
increasing debt servicing potential, then the amount borrowed can be increased accordingly. 
Forecasting such new earnings accurately is crucial. Many managers tend to be overly opti-
mistic, especially in the short run. Remember Murphy’s Law in this regard: “If anything can 
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possibly go wrong, it will.” The risk can be lessened considerably if the manager’s profi t 
forecast is understated. For example, if Doug feels that he will add $10,000 to his debt 
servicing capability through the loan, for the fi rst year, at least, he would be advised to 
actually fi gure on only half this amount, or $5,000, as available for debt servicing. 

 Several other factors must be considered as Doug analyzes his  borrowing capacity .
Debt servicing costs can be extended above the accepted upper limits if: 

  1.   Investors agree not to withdraw funds if the fi rm faces adverse market or competitive 
conditions  

  2.   The fi rm has a favorable debt-to-equity ratio (solvency), or large amounts of working 
capital  

  3.   The fi rm has fi xed assets that can readily be converted to cash without incurring large 
losses  

  4.   There are redundant fi xed assets that can be sold  
  5.   There is a low risk on the asset purchased, as, for example, with a new piece of 

equipment that will save labor    

 If accelerated depreciation or special depreciation measures are used to increase the amount 
of depreciation that is taken each accounting period, then the amount available for debt serv-
icing must be considered in that context, and the manager may want to increase the amount 
of this particular contribution to debt servicing. However, if the long-term plans of the fi rm 
will not result in those levels of depreciation continuing during the remainder of the term of 
the loan, the debt servicing ability in the future may be more limited than in the short term. 
Finally, the manager will want to take a long, hard look at the overall stability and success 
of the fi rm and of its management team. Such factors as profi ts, control of inventories, 
accounts receivable, asset turnover, and effi ciency will be the fi nal elements in determining 
the amount of capital that the fi rm should borrow.    

 Other tools for fi nancing decisions 

 Two other techniques, or tools, play an important part in fi nancing the agribusiness fi rm. 
These are the cash budget, or cash fl ow statement, and pro forma fi nancial statements, both 
of which can help the agribusiness manager to look ahead intelligently and can aid the deci-
sion-making process immeasurably. Both of these tools were introduced in Chapter 9, but 
will be explored in more detail here.  

 Cash fl ow statement 

 A  cash fl ow statement  is really a projection of the fi rm’s cash infl ows and outfl ows for a 
future time period (Table  11.2  ). It allows the manager to estimate the amount of cash needed 
to take advantage of cash discounts, to fi nance seasonal demands, to develop sound borrow-
ing programs, to expand, and to make plans for debt servicing. 

 The length of time covered by a cash fl ow statement depends on the unique nature 
of the agribusiness. The primary considerations are the current supply of cash, the 
distributions of transactions throughout the period and the seasonality of cash infl ows and 
outfl ows for the business. Highly seasonal agribusinesses will need to prepare their 
cash fl ow statements over longer periods of time than those whose business activity is fairly 
constant. 
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 Table 11.2      Cash fl ow statement for three months ending March 2012  

 January February March 

Budget Actual Budget Actual Budget Actual 

Expected cash receipts:  
  1. Cash sales  
  2.  Collections on accounts 

receivable
 

  3.  Other income, investments 
called

 

  4. Total cash receipts  

Expected cash payments:  
  5. Raw materials  
  6. Payroll  
  7.  Other factory expenses 

(including maintenance)
 

  8. Advertising  
  9. Selling expense  
 10.  Administrative expense 

(including salary of 
owner-manager)

 

 11. New plant and equipment  
 12.  Other payments (taxes, 

including estimated income 
tax; repayment of loans; 
interest)

 

 13. Total cash payments  
 14.  Expected cash balance at 

beginning of the month
 

 15.  Cash increase or decrease 
(item 4 minus item 13)

 

 16.  Expected cash balance at end 
of month (item 14 plus item 15)

 

 17. Desired working cash balance  
 18.  Short-term loans needed 

(item 17 minus item 16, if item 
17 is larger)

 

 19.  Cash available for dividends, 
capital cash expenditures, and/
or short-term investments (item 
16 minus item 17, if item 16 is 
larger than item 17)

 

Capital cash:  
 20.  Cash available (item 19 after 

deducting dividends, etc.)
 

 21.  Desired capital cash (item 11, 
new plant equipment)

 

 22.  Long-term loans needed (item 
21 less item 20, if item 21 is 
larger than item 20)
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 When Doug Davies prepares his cash fl ow statement, he will follow the steps outlined in 
the following section on budgeting. With the help of his planning committee, he will esti-
mate from both his existing business and the one he hopes to acquire his cash receipts and 
cash payments. These estimates in reality become goals or budgeted fi gures, so careful and 
honest input is needed. Both cash receipts and expenditures are recorded on a month-to-
month basis during the period, the end result being the cash balance at the end of the period. 
A goal must be set to determine whether the amount is suffi cient (Chapter 10). For example, 
Doug might decide that the cash equivalent of a certain number of days’ sales, or a certain 
percentage of current liabilities, would be the benchmark or goal. 

 If the cash balance is inadequate, then short-term borrowing or other adjustments 
might be needed. If the cash balance is larger than needed, the excess can be invested 
temporarily in marketable securities, other income-producing assets, or used to reduce 
current or long-term debt. The cash fl ow statement can help the manager to decide whether 
there is a need for short-, intermediate-, or long-term loans or equity capital. If the cash 
amounts are suffi cient at certain times and inadequate at others, short-term capital is needed. 
If there is a persistent trend on the inadequate side, intermediate- or long-term capital is 
needed.   

 Budgeting: a tool used to determine future borrowing needs 

 A  budget  is a specifi c forecast of fi nancial performance that is used as a tool for not 
only control of a business, but also for determining future borrowing needs and repayment 
schedules. An organization may have a cash budget, a capital budget, an advertising budget, 
and a research and development budget. The size and complexity of the organization will 
determine the kinds of budgets that are needed for success. A small business may need only 
an overall budget with different sections, such as sales, production, and fi nance. A large 
business may have budgets for departments, divisions, regions, products, etc. Budgets may 
be either short term or long range. A  short-term budget  is generally one that will be imple-
mented within a year, and it usually requires shorter reporting periods. A  long-range budget  
is two or more years in implementation and is usually reported on a semiannual or annual 
basis. The short-term budget, therefore, becomes a component in reaching the long-range 
budget objectives. Budgets may also be prepared for specifi c projects. Examples here 
might include constructing a new building, launching a new program, or introducing a new 
product. 

 It is important to recognize that budgets help determine organizational direction. Investing 
in or reducing the fi nancial and human resources devoted to the different areas of the 
agribusiness determines the long-run direction of the fi rm in terms of growth, new 
products, and size. With the allocation of resources, managers bring the company’s vision 
and mission to life. Budgets should refl ect the priorities and directions or goals of the 
business. 

 For example, as Doug Davies considers the purchase of the lumberyard, the management 
team may decide to actively seek a larger share of the commercial building market. In turn, 
the capital, marketing, and cash budgets would need to refl ect this objective. Doug’s capital 
budget might be revised to provide more resources for production facilities to serve the com-
mercial building market. The marketing budget might well show expanded investment in 
advertising and promotion, as well as additional sales personnel who would focus on the 
commercial building market. The cash budget would then refl ect the impact on cash infl ows 
and outfl ows that would result from this change.   
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 Budgets and forecasts 

 What is the difference between a budget and a forecast? Though it is true that some budgets 
are forecasts and some forecasts are budgets, in management a  forecast  generally refers to 
some prediction of the future. We may have a forecast for the general economic situation, or 
a sales forecast for a specifi c territory. (Sales forecasts were discussed in Chapter 8.) As 
indicated above, the  budget  is typically a specifi c forecast of fi nancial performance that is 
used as a tool for control and to project cash infl ows and outfl ows. For example, Doug 
Davies’ business would have a sales forecast or a prediction of the amount of business the 
organization expects to conduct during a certain period. To accompany this, Doug would 
also develop a budget that is related to the advertising and promotional expenditures needed 
to secure the projected sales. Because the survival of the organization depends on the capac-
ity of revenues to exceed expenses, the budget and the sales forecast are inseparable.   

 Pro forma fi nancial statements 

 Because the cash fl ow statement deals with only one account, cash, it is wise to go one step 
further and prepare a pro forma balance sheet and income statement, which were discussed 
in Chapter 9. These statements really just project the best estimates of what the business will 
look like in the future (Tables  11.3   and  11.4    ). However, that information is not only useful 
for Doug Davies, but it is also useful to his lender. The pro forma fi nancial statements are 
typically prepared on a quarterly basis for an operating year. Again, the more seasonal an 
agribusiness, the more frequently pro forma statements should be prepared. 

 The  pro forma fi nancial statements  will provide a look into the future of the business 
and will help the manager determine what the fi nancial needs of the business will be during 
and at the end of the operating period. If Doug fails to use this tool, he may not recognize 
problems until they actually arise, and then it may be too late to take corrective action. The 
most important fi gure in the preparation of these pro forma statements is estimated sales 
(Chapter 9). This is a situation in which as many well-informed people as possible should 

 Table 11.3      Pro forma monthly income statement  

 PRO FORMA MONTHLY INCOME STATEMENT
For the Month Ending —  

Figures Based On: 

Sales Revenue Sales forecast for the month 
Cost of goods sold Sales forecast, historical data 
Gross margin  
Operating expenses:  
 Selling expenses Budget for the month 
 General expenses Sales forecast, historical data 
Total operating expenses  
Net operating income  
Other expense:  
 Interest expense Outstanding debt, expected additional debt 
Net income before taxes  
Income taxes Tax rate 
Net income after taxes  
Earnings withdrawn Owner’s intentions 
Retained earnings  
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become involved. Doug might well involve his family, the bookkeeper for the lumberyard, 
salespeople from both fi rms, supplier representatives, and his lender, to name a few. Past 
experience and future price trends are key ingredients, along with expected competition 
from other fi rms in the area, and general economic conditions. 

 It is vital that these two tools be based on solid goals in the areas of cash balances, inven-
tory turnover, accounts receivable collection periods, revenues, and expenses. These goals 
help the manager in the budgeting and forecasting process. Specifi c goals also imply there is 
a management plan that can be objectively evaluated at the end of the period. 

 With documented goals, management can use the interim cash fl ow statement and fi nan-
cial statements to check their progress against their estimates and assumptions. If actual and 
planned performances vary widely at any point, the reason can be explored and the weak-
nesses corrected. As a professional manager, Doug Davies will avail himself of all these 
fi nancial tools as he progresses in his new venture, prepared and as ready as anyone can be 
for the future.    

 External sources of fi nancing 

 There are a multitude of sources of capital available to any agribusiness. Some of these sources 
are used only in specifi c situations, while others are used more routinely. The most important 
sources of fi nancing for an agribusiness will be discussed in the following sections.  

 Table 11.4      Pro forma balance sheet  

 PRO FORMA BALANCE SHEET
As of —  

 Figures Based On:
Assets
Current assets:  
 Cash Desired cash balance 
 Accounts receivable Average collection period 
 Inventory Monthly inventory turnover for the season 
Total current assets  
Fixed assets Present fi gure adjusted for period’s depreciation and any 

 planned investments 
Total assets  

 
 Liabilities  
Current liabilities:  
 Notes payable Amount of borrowed funds needed to balance assets 

 with equities 
 Accounts payable Expectation of number of days’ purchases on the books 
 Accrued liabilities Same as preceding period 
Total current liabilities  
Long-term debt Expected and additional borrowings 
Total liabilities  

 
 Owner’s Equity  
Paid-in capital  
Retained earnings Present amount plus period earnings to be retained 
Total owner’s equity  
Total liabilities and owner’s equity 



 

Financing the agribusiness 265

 Trade credit 

  Trade credit  is one of the most neglected sources of capital available to agribusinesses 
managers. It is the credit advanced by suppliers and vendors of the agribusiness fi rm. If the 
agribusiness is creditworthy, most suppliers and vendors will allow credit terms. The man-
ager can often negotiate for longer credit terms than are usually offered. For example, Doug 
Davies was such a steady purchaser of treated lumber that he was able to get his supplier to 
extend his normal 30-day credit terms to 90 days from invoicing. In Doug’s case, he had 
often collected for the farm building prior to the 90-day credit period, so in a very real sense 
the lumber supplier also became a supplier of Doug’s business capital, but without any cost 
to Doug. In other cases, a supplier may be willing to sell to an agribusiness on consignment. 
This means that the business does not have to pay for supplies until it is able to actually sell 
them. The agribusiness manager should make sure that suppliers and vendors are extending 
maximum terms, and that the procedure for paying accounts payable takes every advantage 
of all credit terms extended.   

 Commercial banks 

  Commercial banks  are the major source of borrowed funds for most agribusinesses, with 
the exception of trade credit. Commercial banks usually offer a full line of banking services, 
including checking accounts, savings accounts, and loans. Banks make many kinds of loans, 
such as short-, intermediate-, and long-term loans, lines of credit, and special loans. 

 Banks also make personal unsecured loans to owners, and many other kinds of secured 
loans, such as mortgages against real property; chattel mortgages against tools and equip-
ment; and loans against the owner’s life insurance policies, stocks and bonds, etc. 

 Often a bank will offer to help sell a product by buying sales installment contracts from 
the seller. Sales installment contracts are contracts made by the buyer to pay for the product 
in a specifi ed manner over a period of time. When a fi nancial institution buys the contract, 
payments are made directly to that institution. The business gets its money immediately. 
This procedure makes it easier for the customer to fi nance the purchase and help the 
cash fl ow of the business. This is particularly helpful to retailers who are selling relatively 
expensive items, such as farm implements, tractors, and combines.   

 Insurance companies 

  Insurance companies  are always looking for places to invest funds they have collected 
from policyholders. Most insurance companies are interested in intermediate- and long-term 
loans on fi xed assets, such as equipment or real estate. They prefer large loans and mort-
gages for collateral. If the owners or the agribusiness itself have insurance policies with a 
particular company, that company will usually lend the agribusiness amounts that are equal 
to the cash value of the policy at very favorable interest rates.   

 Commercial fi nance companies 

  Commercial fi nance companies  are those fi nance companies that specialize in business and 
commercial loans. They are not to be confused with personal fi nance companies, which 
make loans to individuals. Commercial fi nance companies often grant loans that are riskier 
than those that banks will accept, so commercial fi nance companies normally charge higher 
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interest rates than banks. Commercial fi nance companies may also demand a considerable 
amount of control over management decisions. This is particularly true if the loan involved 
is high risk. Sometimes commercial fi nance companies will pay off all fi rm debts in order 
to consolidate the fi rm’s indebtedness into one loan held by the fi nance company. This can 
be of particular value if cash fl ow presents a problem, because payment schedules can be 
reconstructed within the constraints of the agribusiness’s cash fl ow.   

 Cooperative borrowing 

 Cooperatives, of course, have all the conventional borrowing sources, but in addition, agri-
business cooperatives can borrow from CoBank, which is part of the Farm Credit System. In 
 cooperative borrowing , the cooperative patrons, who are also its borrowers, own these 
special banks. The bank makes short-, intermediate-, and long-term loans to its members. 
To receive a loan, a cooperative must purchase an amount of membership stock that is 
equivalent to the amount of money being borrowed. This stock is revolved or repurchased 
whenever the debt is repaid and the fi rm has funds available for that purpose. Often CoBank 
can offer better interest rates than some commercial banks because it is a nonprofi t organiza-
tion operated exclusively for the benefi t of its members. Because they specialize in loans to 
cooperatives, the bank’s personnel are often able to offer management help and guidance 
to member-borrowers.    

 Types of loans 

 Several types of loans are available to agribusinesses, depending on the terms and the col-
lateral the manager desires. For example, the manager may want to pledge his accounts 
receivable as collateral to obtain short-term credit during the time it takes to collect those 
accounts receivable. Or the manager may want to pledge the inventory that is being carried 
for collateral and pay the loan amount as the inventory is sold. A third alternative is to 
sign a promissory note and pledge assets such as equipment, buildings, and real estate as 
collateral and spread the payments over several years. A few of the more common loan types 
are discussed in the paragraphs that follow. 

  Accounts Receivable Loans    are loans in which the bank lists a business’s accounts 
receivable as collateral. This may be done on either a notifi cation or non-notifi cation basis. 
Notifi cation means that the bank informs the debtors (customers of the agribusiness) that it 
wishes to collect the money that is owed. The bank receives the payment from the customer 
and then deducts a service charge and interest. The bank then credits the balance against the 
loan to the agribusiness. Under non-notifi cation, the agribusiness (borrower from the bank) 
collects the receivables and then forwards the payments to the bank. Record keeping and 
interest costs are usually high, and managerial fl exibility is lost when using non-notifi cation, 
so non-notifi cation loans should typically be avoided. 

 Many bankers are reluctant to provide accounts receivable loans and charge higher inter-
est rates on such loans to discourage their use by agribusinesses. Also, since there is no 
guarantee that all of a fi rm’s accounts receivable will be collected, the bank will limit the 
amount of accounts receivable that may be used as collateral against any loan. This limit will 
be a function of the fi rm’s credit policy, record of collections, and current as well as fore-
casted future economic conditions. It is common for this limit to approach 50 percent of a 
fi rm’s accounts receivable. 
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   Warehouse receipts  represent a means of using inventory as security for a loan. 
As inventory is stored in the warehouse, the borrower sells the inventory to the bank, and 
then buys back the receipts from the bank as the product is sold. This type of loan is feasible 
only on nonperishable items, and allows the borrower to manage with limited working 
capital.    

 Warehouse facilities may represent a large storage building, a grain bin or shed, for 
example, or simply be a fence around a large site of coal to be used by a major processing 
organization to generate electricity. A major reason for a bank to use a warehouse receipt is 
that the bank is aware when the product is sold and can immediately collect the payment 
from the agribusiness. The key requirement when using warehouse receipts, from a lender’s 
point of view, is to know reliably what is in the warehouse facility. Thus, if a borrower has 
fi nanced $2 million worth of grain through a warehouse receipt, it is critical the representa-
tive of the bank makes sure the grain is in the storage facility and has the ability to measure 
quantity and assess quality. This comes at a cost that is borne by the borrower. Hence, 
these loans are used less frequently by most agribusiness fi rms compared to other fi nancing 
alternatives. 

 A  promissory note  is a promise by the borrower to pay to the lender a particular amount 
of money and a particular amount of interest after a specifi ed period of time. Promissory 
notes are common to agribusiness fi rms and are used by banks, private individuals, and other 
creditors. Agribusiness fi rms may also accept promissory notes from their customers. 
Such notes may be negotiable, that is, the holder can sell them and the new owner will 
have the same claim against the borrower as the original lender. When an agribusiness fi rm 
holding negotiable notes from customers needs cash, negotiable promissory notes can 
be sold to a bank or other person, usually at a discount. For example, Doug Davies might 
sell a farmer some materials to help build a new dairy barn, say $50,000 worth, and accept 
in return a negotiable note that is due in 6 months and bears a 10 percent interest rate. In 
the meantime, Doug might need cash, in which case he could sell the note to a bank or 
other fi nancial intermediary. If the farmer’s credit is good, and the banker feels the interest 
rate is good, the note might be purchased by the bank for face value or at a very small 
discount that refl ects a service charge. The farmer would then pay the bank when the note 
was due.   

 Leasing and renting 

 An alternative to owning a durable asset is to lease that asset. A  lease  is a contract by which 
the control over the right to use an asset is transferred from the  lessor  (owner) to the  lessee  
(person acquiring control) for a specifi ed time in return for a rental payment. There are 
several types of leases, which are discussed below. 

  Leasing land is a common method of acquiring control of a durable asset in agriculture, 
land. A  land lease  is a contract that conveys control over the use rights in real property from 
the lessor to the lessee without transferring title. The contract usually specifi es the property’s 
intended use and the conditions of payment for that use.    

 An  operating lease  is usually a short-term rental arrangement (i.e., hourly, daily, weekly, 
monthly, etc.) in which the rental charge is calculated on a time-of-use basis. The lessor 
owns the assets and performs almost all the functions of ownership, including maintenance. 
The lessee pays the direct costs, such as fuel and labor. However, the terms may vary and 
may even be negotiated between the two parties. 
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 Examples of operating leases are rental cars, trailers, moving trucks, etc. Agricultural 
equipment can also be leased. This is particularly true for part-time producers who 
operate small acreages and cannot afford to own general-purpose pieces of equipment, and 
for producers who farm larger acreages and have equipment breakdowns or have been 
delayed in planting, harvesting, etc. Also, specifi c-purpose types of equipment, whose 
demand varies by region or by type of service, are popular items for operating lease 
arrangements. 

 A  capital lease  is a long-term contractual arrangement in which the lessee acquires 
control of an asset in return for rental payments to the lessor. The contract usually runs 
for several years and cannot be cancelled. So the lessee acquires all the benefi ts, risks, and 
costs of ownership, except price variations of the asset, but does not have to make the usual 
investment of equity capital. It is comparable to a credit purchase that is fi nanced by a loan 
with 100 percent fi nancing. However, it should be recognized that lease prepayments have 
the same cash fl ow effects as down payments for credit purchases. 

 Leasing provides an opportunity for many agribusiness fi rms to extend their capital assets 
without having to borrow. However, leasing is the equivalent of borrowing, because it takes 
its place as a means of acquiring capital. Much of the money used in leasing comes from 
fi nancial institutions and insurance companies. Special organizations have been set up to 
lease a business almost anything. Doug Davies is seriously considering leasing trucks for his 
business in order to conserve cash. 

 The typical lease, as would be expected, will cost more than the interest on a loan. The 
lessor (person granting the lease) must charge an amount to return an adequate amount of 
profi t for arranging the lease, a charge to cover an element of risk, interest on the capital 
involved, and the depreciation on the item leased. The longer the lease period, the lower the 
lease charges will be per period, which means that if Doug Davies leases a truck for four 
years, he will pay a lower yearly rate than he would if he leases it for two years. In many 
cases, the lessee (person renting the property) can arrange to purchase the property at the end 
of the leasing period for a predetermined amount. The popularity of leasing has grown sig-
nifi cantly in recent years. Only ten years ago, this fi nancing arrangement was relegated to 
business use only. Today, however, leasing is one of the most popular ways for individuals 
to acquire the use of new and used automobiles.                 

 Advantages and disadvantages of leasing 

 A business leases to avoid using its cash resources for purchasing assets. It will not have to 
resort to borrowing or selling equity. Many agribusinesses take the position that their funds 
should be used for expanding their operations rather than buying assets that can just as easily 
be leased. Leasing is also a deductible expense, and, in some cases, may be cheaper than 
borrowing, buying, and incurring the cost of depreciation. Another advantage is that leased 
assets can be turned back to the lessor and newer or better assets procured. This is of special 
value when change or new technology is pertinent to the asset. Today, for example, many 
fi rms lease computer and copying equipment for a specifi c period of time, say three years, 
and then turn the hardware in for new equipment. This allows fi rms to utilize up-to-date 
technology at a reasonable cost. Also, leasing can be used to acquire access to very special-
ized equipment that would have a very low resale value if the agribusiness owned the equip-
ment and then decides to sell it and purchase new equipment. 

 But leasing is not without its drawbacks. For most businesses, leasing will cost more than 
borrowing. Leasing also commits the business to certain payments, whereas if the asset were 
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owned it could be sold to, at least, minimize the amount of the fi nancial commitment. Finally, 
leased property may increase in value, and such increases in value are only of benefi t to the 
lessor or owner.    

 Internal fi nancing for the agribusiness 

 One of the most important sources of capital is the money obtained from retained earnings. 
Some managers fail to fully understand the importance and role of retained earnings. It is not 
that a manager lacks awareness of these funds, but because he or she simply has not used the 
fi nancial tools and techniques previously described, he or she has no idea how to use retained 
earnings to the fullest extent.  

 Equity capital 

  Equity capital  represents funds that are obtained by the fi rm through retaining the profi ts it 
has made, through the investment of more money by the owners, or through taking into the 
business additional people who are willing to risk their funds. In some small or new busi-
nesses, this may be the only alternative for securing capital funds. A specialized type of 

 Plate 11.2    Harvesting equipment
Leasing, a form of fi nancing, is commonly used to fi nance large and/or specialized equipment. 
Photo courtesy of USDA Natural Resources Conservation Service.
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fi nancing organization, the  venture capitalist , focuses on providing equity capital to new 
and high-potential businesses. These venture capital fi rms typically take an equity position 
in a fi rm that may be very risky, but be deemed to have major long-term potential. Many of 
the Internet start-up companies in the food and agricultural markets have venture capital 
backing. 

 Some owners are not anxious to sell equity to other people. These owners feel that the 
loss of complete control over the business is not worth the additional capital. Such owners 
should be aware that the borrowing of funds may place far more restraints on their control 
than the sharing of ownership. And if an owner defaults, or is slow in paying a term loan, he 
or she can completely lose control of the management of the business. Remember, equity 
capital does not have to be repaid at any certain time, and often there is no absolute need to 
generate funds for distribution to the owners. Equity capital should always be considered as 
an alternative, and weighed against other capital sources.   

 Common stock 

 The most prevalent form of equity capital is the kind that is secured through the sale of 
 common stock . For the small company, this may mean selling shares of stock primarily to 
people who are known to the present owners. There are always people in any community 
who have funds to invest in a promising business venture. The fi rm’s banker can often be 
helpful in suggesting interested people. Employees of the fi rm are also a potential source of 
stock purchasers, especially if the fi rm offers a special purchase plan that grants employees 
preferential prices. Common stock is usually voting stock; that is, owners of common stock 
have a voice in the management of the fi rm. Sometimes common stock is divided into 
classes, of which only one kind carries the voting privilege. 

 Doug Davies has carefully studied the fi nancial needs of his fi rm. He has decided on what 
he views as an optimum mix of borrowed and equity funds. His intentions are to offer the 
lumberyard’s owner, as part of the purchase price, a certain amount of stock. He also intends 
to offer stock to his employees and to members of the community on a limited basis. He 
determined this ratio of equity to borrowing by using the tools in Chapter 10 that relate to 
solvency. 

 Care must be exercised that laws relating to the sale of securities are observed when stock 
is offered to the public. All states have blue-sky laws, which regulate the sale of securities 
and stocks. In some cases, federal laws regulating the sale of stocks also apply. It is essential 
that a team of advisors be assembled before a public offering of stock is made. The busi-
ness’s banker, legal counsel, and auditor should be among those involved. If a fi rm wants to 
make a larger public offering, it will usually secure the services of an investment banker. 
These bankers perform a very special service by offering for sale the new stock offerings 
presented by companies. When an investment banker underwrites a stock issue, that banker 
makes an agreement with the corporation to market its securities by buying them and resel-
ling them to the public. Investment bankers typically charge a commission for underwriting 
a stock issue. 

 Present owners of the business do not necessarily have to lose control of a business by 
sale of its common stock. They can retain control by keeping a suffi cient amount of the stocks 
issued themselves. Often bonds or debentures are sold as convertible issues. This means that 
they can be converted at some future time to a certain quantity of common stock. Companies 
offer this conversion feature as an inducement to secure buyers for their bonds and deben-
tures, because if a company is successful, its stock may appreciate considerably in value.   
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 Preferred stock 

  Preferred stock  is the stock to which a corporation shows preference. In the event of the 
liquidation of the corporation, the owners of preferred stock would be repaid before holders 
of common stock. Most preferred stock also has a defi nite annual dividend rate, which means 
that it would pay a percentage (say 6 percent) of the face or issue value on an annual basis. 
Sometimes corporations will reserve the right to defer this dividend until a later date should 
the corporation have fi nancial diffi culties. In exchange for its preferred nature in the event of 
liquidation, most preferred stock does not carry with it any voting rights or control in the 
management affairs of the corporation.   

 Other internal fi nancing 

 Partnerships may secure more capital by selling portions of their business to others who are 
willing to risk their money in the business. These others may be either general or silent part-
ners. A general partner assumes the same rights and liabilities as other partners, while a 
silent partner has restricted rights and liabilities (see Chapter 4). Or an owner may simply 
lend money to the business just as any outside creditor would, if that owner does not wish to 
commit any additional funds on an equity basis.    

 Summary 

 As the agribusiness manager strives to turn everything that he or she touches into gold, it is 
important to remember that not all sources of fi nancial help are equally useful or equally 
applicable to all situations. The securing and managing of the fi nancial resources of 
any agribusiness fi rm is a complex function, but careful attention to the tools, techniques, 
and principles discussed in this chapter will increase the agribusiness manager’s chances of 
success. 

 The agribusiness manager needs to know the various kinds of loans, the cost of borrow-
ing, and whether short-, intermediate-, or long-term capital is needed. The manager 
must explore all sources of capital to discover whether borrowing, equity fi nancing, or some 
combination thereof is best for the particular agribusiness involved. But even more impor-
tantly, the manager’s ability to assess the optimum amount to be borrowed, and to formulate 
a realistic plan for repayment, will make the agribusiness’s fi nancial strategy a fi rm and 
steady foundation for the future. 

 Financing the agribusiness is a necessary and important management responsibility. 
Money must be available to fi nance capital purchases and operate the business on a day-in, 
day-out basis. There are three primary sources of capital: borrowing, funds generated from 
business operations, and additional investments from owners. 

 Borrowing can take many forms. Short-term loans of a year or less are normally used 
to fi nance seasonal business needs. Intermediate-term loans of one to fi ve years are generally 
used to purchase equipment or fi nance increases in the volume of business. Long-term 
loans are usually for major business expansion, such as buying land and erecting buildings. 
Interest rates and repayment schedules vary according to a great many factors, including 
time, risk, amount of money borrowed, past experience, and the soundness of the fi rm’s 
fi nancial base. 

 Some agribusiness fi rms gain the control and use of assets by leasing those assets. Leases 
can be for a short period of time, such as days or months, or for longer periods of time that 
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could contain an option for the agribusiness to purchase the asset at the end of the lease 
period. Leasing has become more and more popular for not only business assets, but also for 
such personal assets as automobiles. 

 Some agribusinesses, particularly newer ones, rely heavily on equity fi nancing. Equity 
capital results from retaining profi ts in the business rather than distributing them to owners. 
Other agribusinesses sell additional stock to attract additional dollars for the business. Each 
fi nancing method has pros and cons and must be considered carefully by management.   

 Discussion questions 

     1.   Suppose an agribusiness fi rm has decided it must increase capital. What are three ways 
to accomplish this? Would the method selected be different for: (a) a corporation, (b) a 
partnership, or (c) a proprietorship? Why? Defend the “best” selection for each business 
form.  

   2.   What are the three general classes of loans? Give two examples of a fi rm needing 
each type of loan, and list the specifi c asset or type of capital acquisition you have in 
mind.  

   3.   Why would a fi rm usually not fi nance a new truck with short-term debt? What problems 
could this cause?  

   4.   What are the advantages of a line of credit as compared to a short-term loan?  
   5.   Is there ever a situation when a borrower would prefer a loan that requires a compensat-

ing balance to a simple interest loan? Explain your answer.  
   6.   You purchase a house for $200,000. The bank is willing to loan 90 percent of the value 

of your home plus two points. How much money do you need at the “closing” (i.e., 
when you take possession of your home)?  

   7.   What fi nancial information should you make available to the lender when you seek a 
loan? Be specifi c.  

   8.   Explain how the IRS helps pay some of the interest on your business loan from the 
bank.  

   9.   What are the major sections of the projected cash fl ow statement? For each section, 
outline the sources of information or the tools of fi nance you can use to forecast the 
section.  

  10.   What is the value of pro forma statements?  
  11.   Why is trade credit important to consider as a way to fi nance an agribusiness?  
  12.   If you own an agribusiness in a rural area, under what conditions would you prefer not 

to work through your local town bank? Be specifi c.      

 Case study: Woods Landscaping Service 

 James Woods, CEO of Woods Landscaping Service, needs to increase the fi rm’s operating 
loan, because the fi rm was a successful bidder for landscaping a new subdivision. Using a 
projected cash fl ow statement, Mr. Woods knows the amount of capital needed, when it can 
be repaid, and, after consultation with the board of directors, that these funds would need to 
come from external sources. 

 Mr. Woods determined the fi rm’s additional capital requirements will total $500,000. The 
money will be borrowed for one year, which is the amount of time needed to complete 
the landscaping project. Mr. Woods is evaluating various loan terms as he considers his 
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borrowing options. Assume the tax rate for Woods Landscaping is 30 percent and the simple 
rate of interest is 6 percent.  

 Questions 

 Given this information, please answer the following questions. Show the formula used to 
arrive at your answer. Note: the fi rst four questions ask for two answers, one in dollars and 
the other in percent. 

  1.   Calculate the amount of interest paid and the effective interest rate for a simple interest 
loan.  

  2.   Calculate the amount of interest paid and the effective interest rate if this loan also 
requires a compensating balance of $20,000.  

  3.   Calculate the amount of interest paid and the effective interest rate if this loan is a dis-
counted loan.  

  4.   If this was a one-year installment loan with 12 equal, monthly payments, show the APR 
and the amount of interest paid on the loan.  

  5.   What is the after-tax cost of borrowing for Woods Landscaping? How would this change 
if the fi rm was in the 25 percent tax bracket rather than the 30 percent tax bracket? What 
does this say about debt versus equity fi nancing?         



 

    12   Tools for evaluating operating 
decisions     

 Objectives 

     •    Understanding the decision-making process and how it may be used to solve manage-
ment problems  

   •    Explain variable and fi xed costs and their relationship with business volume and 
profi t  

   •    Learn to calculate the breakeven point for a fi rm  
   •    Apply volume–cost analysis techniques to important agribusiness operating decisions  
   •    Discuss alternative strategies to reduce a fi rm’s breakeven point  
   •    Evaluate pricing decisions within the agribusiness fi rm and estimate the impact of a 

price reduction on the breakeven point      

 Introduction 

 Effective decision-making is a critical talent of the successful food and agribusiness man-
ager. Regardless of which commodities, services, products, and activities an agribusiness 
focuses on, the manager of that organization is faced daily with myriad decisions to be made 
at many different levels. Those decisions can range from where to order lunch for the staff 
meeting, to determining where the next production facility should be built. And it is the 
manager’s responsibility to make effective, timely and sound decisions for the ultimate good 
of the business. 

 Professional managers approach this decision-making activity systematically. The proc-
ess of decision-making involves identifying the problem, summarizing facts, identifying and 
analyzing alternatives, making a decision, taking action and evaluating results. This chapter 
examines some of those critical decision-making steps and the tools used to facilitate 
the process. Our focus in this chapter is on operating or shorter-term decisions. In the next 
chapter, we turn our attention to longer-term investment decisions.   

 Perfect Pallet 

 The Perfect Pallet company has grown steadily over the past decade and management has 
been pleased with its record of performance. Recently, however, the business had been sold 
to an international food company. As the new owners assumed control, they have begun to 
apply pressure for better performance and a higher return on their investment. Sandy Johnson, 
the newly appointed general manager at Perfect Pallet, is struggling with all kinds of ques-
tions, alternatives, and ideas for improving profi ts. Although she has some good accounting 
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information, she is not sure how to best use this information to answer tough management 
questions including: 

   •    How much must Perfect Pallet sell to cover all costs?  
   •    What volume of business is necessary to generate a 10 percent ROE?  
   •    If prices are lowered by 5 percent to improve sales volume, will this be profi table?  
   •    Can we afford to hire a new salesperson?  
   •    Can Perfect Pallet afford new computer-controlled, electronic sawing equipment?  
   •    How should the board of directors be advised about which of several alternative expan-

sion investments is best for the business?    

 Some of these questions frame operating decisions, or decisions that have a shorter (usually 
one year or less) time frame. Some of these questions frame investment decisions with 
impacts that will last much longer than a single year. Regardless of focus, operating, or 
investment, professional agribusiness managers view decision-making as a process and use 
analytical tools to help make decisions whenever feasible. Then they complement formal 
analyses and decision-making with their personal experience, judgment, and intuitive feel 
for the situation. With greater access to many sources of information — both fi nancial and 
marketing — managers today rely much more heavily on computer-generated spreadsheets 
and database analysis systems to help them make more informed management decisions.            

 Plate 12.1    Ripple rings of water
Like ripples on a pond, many decisions made by agribusiness managers have consequences that 
expand over time. Photo courtesy of USDA Natural Resources Conservation Service.
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 Decision-making  

 An overview 

  Decision-making  is the process of choosing between different alternatives for the purpose 
of achieving desired goals. In the following sections, we will look more closely at this 
defi nition.  

 Process 

 The fi rst important idea here is the recognition that decision-making involves some type of 
process  .   The word  process  implies activity, or doing something. It is important to recognize 
that good decision-making is an active process in which the manager is aggressively and 
personally involved. Of course, decisions can be made by default; that is, one can do nothing 
for so long that there is no longer a decision to be made. Putting off decisions until it is too 
late is a problem most people know something about. But effective decision-making includes 
an active participant whose actions are timely. 

 It is important to note that deciding to do nothing is  not  always a default decision. 
Deciding to “wait and see” may be a logical and correct choice. A default decision represents 
a failure to decide. The end result may be quite acceptable, but any positive result of a 
default decision is purely accidental. Any success is in spite of management, not because 
of it; therefore, most professional managers do not make default decisions.   

 Choosing 

 The second key idea in the defi nition of decision-making is  choosing . Choosing implies 
there are alternatives from which one must select. When one has no alternatives, then there 
is no decision to make. The alternatives must also be feasible. They must be realistic and 
reachable. For example, quitting or exiting is always an alternative, but it is seldom a realis-
tic one. Choosing also involves selection — picking from among the available options. Such 
selection, picking the “right” alternative, is at the heart of decision-making.   

 Goals 

 Finally, decision-making is purposeful. Effective decision-making requires that a clear goal 
be fi rmly in mind. If management refuses to set clear-cut  goals  at the beginning of the year, 
it is impossible to evaluate performance at the end of the year. Firm performance should be 
evaluated as one would evaluate employees of the fi rm. Goals or anticipated results should 
be clearly outlined as quantitatively as possible to allow assessment of performance at year’s 
end. Likewise, effective choice requires that some criteria, such as goals, be used to guide 
the selection process. 

 Goals, like alternatives, must be feasible and specifi c. To say “My goal is to make as 
much profi t as possible” is not much help in operating a large California vegetable grower-
shipper operation. This is far too general a goal to be of much use. But a specifi c goal, such 
as “To generate a 15 percent after-tax return on investment, maintain an annual growth rate 
of 5 percent, and provide an opportunity for meaningful employment for family members,” 
will be exceedingly helpful in guiding and evaluating day-to-day decisions.    

 The decision-making process 

 The decision-making process is simply a logical procedure for identifying a problem, ana-
lyzing it, and arriving at a solution. This can be carried out in a formal manner, where many 
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people are involved in its various aspects, work for many weeks or months on analysis, 
spend a great deal of money, and publish lengthy reports which outline proposed solutions. 
Or the process can occur informally over coffee in just a few minutes with no written report 
at all. The more important the issue, the more likely the process will be formalized. In any 
case, effective decision-making is a systematic process that involves some key elements and 
several rather specifi c steps. 

 Three necessary elements are part of the decision-making process. First, decision-making 
is built around facts. The less relevant, factual information there is available, the more 
diffi cult the decision-making process. Second, decision-making involves analysis of this 
factual information. Analysis may be a highly rigorous statistical treatment using large 
computer spreadsheets, or it can be simply a logical thinking process. In either case, deci-
sion-making requires the careful examination of facts. Finally, the decision-making process 
requires an element of judgment, a subjective evaluation of the situation based on experience 
and common sense. Although it is theoretically possible to be completely mechanical in the 
decision-making process, seldom, if ever, are there enough facts available or suffi cient 
resources or time to completely analyze the situation. Human judgment is a necessary part 
of professional decision-making. 

 With these three elements in mind, let’s look at the steps involved in the decision-making 
process: 

  1.    Problem Identifi cation : This is often the toughest part of decision-making. It is easy to 
confuse symptoms with the real problem. The problem may seem to be low profi ts, 
when low profi ts are simply the result of an ineffi cient, high-cost distribution system. 
Once the problem is clearly defi ned, it can usually be more easily addressed.  

  2.    Summary of facts : This step brings to the surface and highlights information pertinent to 
the problem and its solution. It may be critical to note overall company goals, the impact 
of the problem on the business, environmental factors limiting possible solutions, or 
technical facts that affect the outcome.  

  3.    Identifying alternatives : This step identifi es and lists feasible alternative solutions, 
exploring various possibilities. Only feasible solutions should be considered.  

  4.    Analysis : This step may require rigorous examination, weighing the costs and benefi ts 
of each alternative. Analysis considers both short- and long-term company goals. 
Although analysis should be objective, the fi nal selection process should include some 
subjective evaluation of alternatives.  

  5.    Action : One of the most critical steps in the decision-making process involves imple-
menting the chosen alternative. Often this requires careful planning prior to the execu-
tion, but it is a critical step. Management responsibility goes much further than just 
deciding; it requires execution and results.  

  6.    Evaluation : The fi nal step in this process occurs some period of time after action has 
been taken. Management must evaluate whether or not the fi rm is better off by the action 
taken. If the situation has improved, no further action is necessary. However, if the 
action taken has not caused the desired results, management must go through this 
process again and seek new action alternatives.       

 Decision tools 

 There are numerous tools for analyzing alternatives and making management decisions, and 
the number is growing rapidly. Some of these tools are complex, while others are simple. 
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The decision-making process just described is, in itself, a decision tool. But among the more 
important decision tools used by agribusiness managers is volume–cost or breakeven analy-
sis. This is because most food and agricultural businesses are relatively capital intensive, 
requiring large investments in land, plants, and equipment. The food and agricultural indus-
tries are so seasonal that such large investments in many fi rms can be used only for very 
short periods of time, for example during planting or harvesting. The capital-intensive nature 
of the industry emphasizes the importance of investment decisions and the effi cient use of 
fi xed assets. 

 The remainder of this chapter is devoted to a discussion of this important management 
tool. Volume–cost analysis techniques are discussed and a format for utilizing this tool is 
presented. Numerical examples from the fi rm presented in Chapter 9 — Brookstone Feed 
and Grain (BF&G) — will be used to illustrate the use of breakeven analysis and the many 
questions this decision tool can help management address.   

 Volume–cost analysis 

  Volume–cost analaysis , or  breakeven analysis  as it is sometimes called  ,   is a tool for exam-
ining the relationship between costs and the volume of business generated by the fi rm. This 
tool analyzes differences in the kinds of costs encountered by every agribusiness and how 
the volume of business affects them. Volume–cost analysis shows the level of business 
necessary to breakeven and/or to earn a specifi c amount of profi t under various cost and 
price assumptions. 

 Volume–cost analysis can show the impact of changes in selling price on the volume of 
business necessary to reach a certain profi t level. It can reveal specifi cally how anticipated 
cost changes will affect profi t levels. It can be useful in evaluating various marketing 
strategies, such as advertising and promotion expenditures, individual product pricing 
decisions, and the amount of sales a new salesperson must generate to cover her salary and 
other costs. 

 The basis for volume–cost analysis is the separation of costs into two categories: fi xed 
and variable.  Fixed costs  are those costs that do not fl uctuate with the volume of business. 
Examples of fi xed costs would be depreciation, interest, and insurance.  Variable costs  are 
those costs that change directly with the volume of sales. Examples would include the cost 
of goods sold, overtime, and commissions. The key question in classifying costs into these 
two classes is whether the cost is  directly  affected by how much is sold. Said another way, 
fi xed costs are present regardless of the amount sales. As soon as a business gears up for a 
particular level of sales, it incurs a certain amount of expense whether or not it makes any 
sales at all. These are fi xed or sunk costs. 

 On the other hand, some additional expenses are incurred as product is sold. These incre-
mental expenses are not charged to the income statement if the sale is not completed. These 
are variable costs. Note that the emphasis is on the sale. The actual sale of a product or serv-
ice is the point of determination for this cost. Even in a manufacturing or processing plant, 
where costs are incurred throughout the production process, the crucial point is the actual 
sale. Until the sales transaction is completed, no costs are counted as expenses and are there-
fore not included on the income statement. Instead, they remain in inventory and show only 
on the balance sheet. If there are no sales during a period, by defi nition, there are no variable 
costs. Selling something actually causes the variable costs to be incurred. 

 Some people tend to confuse variable costs with controllable costs, but they are not 
the same things. While some variable costs are controllable by management, others are not. 
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For example, fuel cost associated with delivering products is variable because it is incurred 
automatically when and only when product is actually sold and delivered. But management 
usually can do little to control it. On the other hand, advertising costs are generally control-
lable, but they do not vary directly with sales. Theoretically at least, advertising causes sales, 
which is the opposite situation from a variable cost. Once the advertising expenditure is 
committed, whether sales result or not has nothing to do with paying the advertising bill. 
Thus, advertising is a fi xed cost, even though it is controllable. 

 Perhaps a graphical illustration can further clarify these important fi xed and variable cost 
concepts. Assume the LCM Nursery, Inc. has total fi xed costs or overhead, as it is sometimes 
called, of $200,000 per year.           

 Fixed costs 

 Fixed costs are constant regardless of the volume sold during the period. If LCM, Inc. opens 
for business but has no sales at all, then its total fi xed costs are $200,000. If its sales volume 
is $200,000, its fi xed costs remain at $200,000. If its sales volume is $500,000, its fi xed costs 
are still $200,000. The horizontal line in Figure  12.1   shows that regardless of sales volume, 
fi xed costs will remain at $200,000. 

 Now, look at fi xed costs as a percentage of sales. If LCM, Inc. sells only $200,000 
worth of nursery products during the year, its fi xed cost per dollar of sales is 100 percent 
($200,000 fi xed costs  ⁄  $200,000 sales × 100). If sales are $400,000, fi xed costs drop to 50 
percent of sales. If sales are $500,000, the fi xed cost percentage drops to 40 percent of sales. 

 Plate 12.2    Nursery
Some costs of doing business for LCM Nursery are fi xed, and other costs are variable. Photo 
courtesy of USDA.
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At $1 million of sales, fi xed costs drop to 20 percent of sales. This fi xed cost percentage 
continues to drop as long as volume is increased in the same physical plant (Figure  12.2  ). 
The fact that fi xed costs as a percentage of sales falls rapidly as sales increase is extremely 
important to operating effi ciency in any agribusiness. Firms often make expansion decisions 
based upon this economy of scale effi ciency. As long as no additional assets are required to 
farm an additional 80 acres, the farmer expands and is able to lower average fi xed cost. Of 
course, this can’t go on forever — at some point limits to resources force additional incre-
ments of capacity to be added, and total fi xed costs increase.   

 Variable costs 

 Variable costs, on the other hand, behave quite differently. Assume that the variable cost per 
unit of sales for LCM, Inc., averages 60 percent of each dollar of sales; that is, every time a 
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    Figure 12.1      Total fi xed costs, LCM Nursery, Inc.   
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dollar’s worth of product is sold, a 60-cent cost is incurred (including the cost of goods). At 
zero sales, LCM, Inc. incurs no variable cost, so the initial total variable cost is zero. If sales 
are $200,000 and each dollar of sales incurs 60 cents in variable costs, total variable costs 
would be $120,000 for the period (0.60 × $200,000). At $400,000 sales, total variable cost 
is $240,000 (0.60 × $400,000) (Figure  12.3  ). 

 Now, looking at variable costs per dollar of sales, if LCM, Inc. sells $200,000, its variable 
cost per dollar is 60 percent. If its sales are $400,000, its variable cost per dollar is 60 per-
cent. In fact, no matter what the volume of sales, the variable cost per dollar sales remains 
essentially at 60 percent, or, in other words, constant (Figure  12.4  ) when calculated as a 
percentage of sales. 

 The key ideas presented in these graphs can be summarized as follows: (1) as sales 
increase,  total fi xed costs  remain constant but fi xed cost as a percentage of sales falls; and 

    Figure 12.3      Total variable costs, LCM Nursery, Inc.   
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    Figure 12.4      Average variable costs, LCM Nursery, Inc.   
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(2) as sales increase,  total variable costs  increase but variable cost as a percentage of sales 
remains constant.   

 Semi-variable costs 

  Semi-variable costs  are a third type of cost. This is a cost that is partly fi xed and partly 
variable, such as the electricity costs. There is a fi xed, or minimum, charge per month, and 
then the usage charges increase with business activity and most likely with sales. These 
types of cost behavior can and should be considered in volume–cost relationships. A simple 
way of handling semi-variable costs is to carefully estimate the fi xed portion; the amount 
that is part of the cost of just being open for business, and then estimates the portion that is 
incremental with each additional sale. With this allocation of semi-variable costs, volume–
cost analysis can proceed.   

 Special problems in cost classifi cation 

 There are certain situations that create special problems in classifying costs as fi xed or 
variable. These are examined in the discussion below.  

 Incremental costs not constant 

 One diffi culty can be variable costs that increase incrementally with sales, but not along a 
straight line. That is, as sales increase to higher levels, the additional cost for each unit 
becomes increasingly smaller, or greater. This situation can be handled nicely, so long as the 
exact relationships are known. The graphical or mathematical analysis becomes more com-
plicated, but the analysis can be performed and used in the same way. For example, consider 
what a fi rm can do to reduce per unit variable costs. One way to do this is for the agribusiness 
to secure volume discounts from suppliers. For LCM, Inc. this may mean their cost per 1,000 
plant containers is reduced by 1 cent per container if the fi rm purchases over 5,000 contain-
ers from their supplier. As additional containers are used, variable costs go up, but not as 
much as before the volume discount. This would result in the curvilinear relationship between 
volume and variable cost depicted in Figure  12.5  .   

 Lumpiness 

 Some costs are lumpy, that is, they are fi xed within certain sales volume ranges, but then 
once a certain point is reached, a whole new set of fi xed costs are incurred. For example, 
when a delivery truck reaches its maximum capacity, sales cannot be increased further unless 
another truck is purchased. Purchasing an additional truck suddenly increases fi xed costs, 
such as depreciation, insurance, and licenses for the new truck (Figure  12.6  ). This lumpiness 
can also be included in graphical or mathematical volume–cost analysis. Again, it just 
becomes more complicated, the principles do not change.   

 Allocating costs 

 With the calculation of breakeven for the entire fi rm completed, many agribusiness manag-
ers desire to take this analysis one step further. If they run a diversifi ed fi rm selling 
many products, they may want information about breakeven for each of these product lines 
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or divisions of the company. Although it is clear where many costs will fi t, i.e., what division 
will be responsible for a particular cost, there are several expenses that must be allocated 
among several divisions. 

 As one can imagine, it may at times be quite diffi cult to allocate these costs. For example, 
in a diversifi ed agribusiness operation like BF&G, some of the manager’s salary should be 
allocated to the grain division, some to the feed division, seed, etc. The question is, “How 
much?” Some managers simply allocate costs based upon sales of the different divisions. 
Thus, if grain represented 61 percent of fi rm sales, the grain division would be “billed” for 
61 percent of the manager’s salary. This allocation scheme is often the worst method of 
dividing costs among divisions of the fi rm. The grain volume for the fi rm may be great, 
but upon further investigation we may fi nd that the manager only spends about 25 percent of 

    Figure 12.5      Total variable costs with supplier discounts, LCM Nursery, Inc.   
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    Figure 12.6      Changes in total fi xed cost, LCM Nursery, Inc.   
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his/her time in this area. Thus, in deciding upon a proper cost allocation system, it is often 
important to ask many questions and make sure the scheme selected is the fairest allocation 
method.   

 Length of time period 

 The length of the time period under consideration has a great deal to do with whether a cost 
is classifi ed as fi xed or variable. In the very long run, all costs become variable with 
sales volume. Even depreciation, often considered the classic fi xed cost, can vary with the 
volume of business if the time period is suffi ciently long that new facilities can be built and 
equipment purchased. For example, over a fi ve-year period, if the business grows, an entire 
new set of facilities may be constructed as a direct result of the increased volume of busi-
ness. But in the very short run, say one day, all but the most direct costs associated with 
the cost of the product and the actual cost of the sale are fi xed and cannot be changed within 
that period. 

 Therefore, it is important to defi ne the time period that is under consideration. The time 
period selected depends entirely on the problems that are of concern and the decisions to be 
made. In attempting to utilize volume–cost analysis, time periods considered are usually 
reasonably short, such as a season or a quarter or, most commonly, a year. 

 In practice, the fi ne points of separating fi xed and variable costs are not that critical to 
making rough approximations of the volume–cost relationships. The analysis, of course, can 
be no better than the information used in making the analysis. But experience shows that so 
long as reasonable care is taken in classifying costs as fi xed and variable, and a realistic time 
period is assumed, close approximations of fi xed and variable costs may be made without 
regard to semi-variable costs allocations, non-linear variable costs, or lumpiness. Volume–
cost analysis can then proceed, providing highly useful insights into important management 
questions. Of course, if major violations of the simple assumptions are known to exist, cau-
tion should be used, and one should attempt to take these special situations into account in 
the analysis.    

 Volume–cost analysis procedure 

 Let’s take a typical operating statement from BF&G (Chapter 9) and analyze the volume–
cost relationships. There are four distinct steps in determining the breakeven point from the 
fi rm’s income statement:           

 Step 1: classify fi xed and variable costs 

 The actual classifi cation of expense items from a fi rm’s income statement depends on the 
makeup of each. Thus, it is necessary to be familiar with the operation and its accounting 
system in order to be accurate with the classifi cations. For example, rent for one fi rm may be 
strictly a fi xed monthly amount, while another fi rm may have a rental contract that ties rent 
to the level of sales, making it a variable cost. 

 Take a look at BF&G (Table  12.1  ) and classify its fi xed and variable costs for the year. 
BF&G is an actual agribusiness fi rm operating in the Midwest; the determination of its fi xed 
and variable costs is based on the actual situation as interpreted by its manager. Note that 
in most cases fi xed costs are tracked in total dollars, and variable costs are calculated as a 
percentage of sales. 
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   Cost of goods sold — variable . For most production-oriented agribusinesses this is the largest 
single variable cost. It, in fact, is a perfect example of what was depicted in the graphs 
shown earlier in this chapter for variable cost. No charge is made under cost of goods 
sold until the product is actually sold. If product is purchased from a supplier but not 
sold by period’s end, there is no charge against cost of goods sold, thus no variable 
cost.  

   Salaries and benefi ts — fi xed . BF&G pays its manager a set salary. This represents a fi xed 
cost to the fi rm. Some weeks the manager may only put in 40 hours, but during the busy 
season BF&G’s manager works in excess of 60 hours. The manager is paid a fi xed 
amount monthly.  

   Full-time wages — fi xed . Although these people are paid by the hour, this is still considered 
a fi xed cost. If BF&G had paid any overtime, this part of wages should be considered a 
variable cost. Since it is hard to attract and retain good employees, BF&G pays workers 
a minimum of 40 hours per week, even though in slow times the manager must “fi nd 
work” for them to do.  

   Part-time wages — semi-variable, half fi xed, half variable . BF&G employs some “perma-
nent” part-time people. They are paid a lower wage than their full-time counterparts and 
receive fewer benefi ts. They also do not work a 40-hour week. As sales increase, part-
time hours tend to increase, thus the equal split between fi xed and variable costs.  

 Plate 12.3    Grain elevator
The breakeven point for Brookstone Feed and Grain, Inc. is that point where sales revenue just 
covers total cost. Photo courtesy of USDA Natural Resources Conservation Service.
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 Table 12.1      Income statement for Brookstone Feed and Grain, year ending December 31, 
2009  

 Income/Expenses Dollars Percent

Gross Sales:
 Grain and Soybeans 8,146,000
 Fertilizer and Chemicals 2,213,000
 Feed 1,810,000
 Seed 670,500
 Miscellaneous Supplies 402,300
  Service Income  268,200 
Gross Sales 13,510,000
Less Returns, Allowances, and Discounts 100,000

(a) Net Sales 13,410,000 100.00

(b) Cost of Goods Sold:
 Grain and Soybeans 7,556,900
 Fertilizer and Chemicals 1,791,420
 Feed 1,534,380
 Seed 511,650
 Miscellaneous Supplies 330,650
 Service Expense 0
 Total Cost of Goods Sold  11,725,000  87.43 

(c) Gross Profi t (Margin) 1,685,000  12.57 
(d) Operating Expenses:  
(e)  Salaries and Benefi ts 210,000   1.57 
(f)  Full-time Wages 166,000   1.24 
(g)  Part-time Wages 10,400   0.08 
(h)  Commissions 42,740   0.32 
(i)  Depreciation 290,000   2.16 
(j)  Maintenance and Repairs 58,000   0.43 
(k)  Utilities 56,990   0.42 
(l)  Insurance 71,200   0.53 
(m)  Offi ce Supplies/Expense 26,820   0.20 
(n)  Advertising/Promotion 6,400   0.05 
(o)  Gas and Oil 48,600   0.36 
(p)  Delivery and Freight 156,710   1.17 
(q)  Rent 6,300   0.05 
(r)  Taxes, Licenses, Fees 48,160   0.36 
(s)  Miscellaneous 3,300   0.02 
(t)  Payroll Tax 10,900   0.08 
(u)  Bad Debt 3,290   0.02 
(v)  Total Operating Expenses 1,215,810   9.07 

(w) Net Operating Income 469,190   3.50 
(x)  Other Revenue 18,200   0.14 
(y)   Interest Expense 230,840   1.72 

(z) Net Income Before Taxes 256,550   1.91 
(aa)   Taxes  59,900   0.45 

(bb) Net Income After Taxes 196,650   1.47   
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   Commissions — variable . BF&G pays a commission to its salespeople as part of their 
compensation. Since commissions aren’t paid until a sale is made, this represents a 
variable cost.  

   Depreciation — fi xed . These costs are not a function of sales. Even with depreciation sched-
ules that do not have the same depreciation charge each year, this amount is not tied to 
sales.  

   Maintenance and repair — semi-variable, half fi xed, half variable . Since equipment is on a 
scheduled maintenance program regardless of use, the manager has split this cost equally 
between fi xed and variable. The fi xed portion captures the regularly scheduled mainte-
nance, and the variable portion captures those repair costs that are related to volume, or 
use of the facility and equipment.  

   Utilities — semi-variable, two-thirds fi xed, one-third variable . Since extra utility costs in the 
fall are caused by higher grain sales, the manager felt some of this expense should be 
classifi ed as variable.  

   Insurance — fi xed . This cost is not dependent upon sales.  
   Offi ce supplies/expense — semi-variable, half fi xed, half variable . Since more sales result in 

higher supply costs, some of these costs are variable. Yet, some offi ce expenses are 
borne by the fi rm regardless of sales. Hence, this cost is split between variable and 
fi xed.  

   Advertising/promotion — fi xed . These are expenses intended to create sales, they are not 
caused by sales. Only promotional programs like trading stamps, incentive gifts, and 
double coupons would be a variable cost.  

   Gas and oil — semi-variable, half fi xed, half variable . Since more sales result in higher gas 
and oil expenses, part of this cost is variable. But, some gas and oil expenses are borne 
by the fi rm regardless of sales.  

   Delivery and freight — variable . Here, there is no expense unless there is a sale.  
   Rent — fi xed . BF&G makes a fl at monthly payment to the owners for rent. Thus, this expense 

is not related to sales.  
   Taxes, licenses, fees — fi xed . These are typically a fl at fee and not related to sales.  
   Miscellaneous — variable . The manager of BF&G estimated that the majority of these costs 

did, in fact, vary with sales. This expense category represents the aggregation of several 
small expenses that do not need to be listed separately on the income statement.  

   Payroll tax — fi xed . This cost is tied primarily to salaries and benefi ts and is not a function of 
sales.  

   Bad debt — variable . This expense tends to increase as sales increase. Firms often develop 
guidelines for bad debt costs. These benchmarks tend to be expressed as a percent of 
sales.  

   Interest — fi xed . This expense varies with the amount of money borrowed, not sales volume. 
Interest on long-term loans is clearly a fi xed cost. The status of interest on short-term, 
in-season loans is less clear. However, borrowing to fi nance inventory is not caused by 
the sale. It is to enable an anticipated sale. Only in circumstances where borrowing is 
caused by a sale would this part of total interest be classifi ed as variable.      

 Step 2: summarize fi xed and variable costs 

 The next step in the procedure to calculate breakeven is to summarize fi xed and variable 
costs. Total dollar fi xed costs are summed fi rst. Then variable costs as a percent of sales 
are added together. Variable costs may be tracked in dollars/unit, i.e., dollars per ton or 
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dollars per bushel or as a percent of sales. The physical unit measure is acceptable for a fi rm 
that sells product in one physical size — a fertilizer fi rm sells only fertilizer and prices it by 
the ton. However, most agribusinesses sell a variety of products in several different physical 
units. Thus, tracking variable cost as a percent of sales is usually the best option. Totals for 
BF&G example are included in Table  12.2  . 

 The fi xed-variable cost summary shows that BF&G committed itself to a cost of $1,149,722 
the day it opened its doors for business. Additionally, every time it sold a dollar’s worth 
of product, it incurred, on average, an incremental or additional cost of 89.64 cents.   

 Step 3: calculate the contribution to overhead 

  CTO (contribution to overhead)  is the heart of volume–cost analysis and an important 
fi gure for many management decisions. It shows the portion of each unit of sales that remains 
after variable costs are covered and that can be applied toward paying or covering fi xed or 
overhead costs. Each time a unit of product is sold, the variable costs must be covered fi rst. 
Anything that remains makes a contribution to overhead. 

 In this example, $1 of sales, of course, generates $1 of revenue. Of this $1 of revenue, 
89.64 cents must go to cover variable costs. This leaves $1.00 – $0.8964 = $0.1036 as a 
contribution to overhead for each $1 of sales. 

  Revenue (Sales) $1.000  
   Less: Variable Cost   –   0.8964   
  Contribution to Overhead $0.1036    

 Table 12.2      Classifi cation of fi xed and variable costs for Brookstone Feed 
and Grain company  

 Expense Fixed Cost 
(dollars)

Variable Cost
(percent of sales)

Cost of Goods Sold 87.43
Salaries and Benefi ts  210,000
Full-time Wages   166,000
Part-time Wages     5,200 0.04
Commissions 0.32
Depreciation   290,000
Maintenance and Repairs    29,000 0.22
Utilities    38,012 0.14
Insurance    71,200
Offi ce Supplies/Expense    13,410 0.10
Advertising/Promotion      6,400
Gas and Oil    24,300 0.18
Delivery and Freight 1.17
Rent     6,300
Taxes, Licenses, Fees    48,160
Miscellaneous 0.02
Payroll Tax     10,900
Bad Debt 0.02
Interest    230,840 

TOTAL 1,149,722 89.64   
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 Thus, for every dollar generated in sales, BF&G has 10.36 cents left to contribute to the 
fi rm’s overhead after variable costs have been paid. Thus, BF&G’s contribution to overhead 
or CTO is 10.36 cents or 10.36 percent. 

 The breakeven relationships essentially answer the question of how many unit 
contributions at 10.36 cents per unit BF&G has to make before its overhead is paid. One 
can think of overhead as a tank that must be fi lled over the operating period before 
any profi ts are made. In our example, this fi xed cost tank has a constant capacity of 
$1,149,722.   

 Step 4: calculate the breakeven point 

 The question is: How many units (dollars) of sales must there be, with each unit 
contributing 10.36 cents toward the $1,149,722 overhead, to completely cover all 
costs? 

 If BF&G opens its doors but sells nothing during the period, it incurs its fi xed costs of 
$1,149,722, but has no revenue, so the entire $1,149,722 is a net loss. If they manage to sell 
one unit ($100 per unit) of product, they incur the fi xed cost of $1,149,722 and the variable 
cost of $89.64 for that unit. The total cost is $1,149,811.64 against an income of $100.00. 
The loss is $1,149,711.64 — pretty bad, but this loss is not as great as if they sold nothing. 
The loss is reduced by $10.36 or 10.36 cents per dollar of sales. This represents BF&G’s 
 contribution margin.  

 Conversely ,  if the selling price does not cover the variable cost of $89.64 per unit (i.e., the 
selling price is $79.00), the loss per unit of sales would be $10.64 and the total loss from the 
sale of one unit would be $1,149,732.64, which is greater than if they sold nothing. Hence, 
the fi rm wants to produce as long as the selling price per unit is greater than the variable cost 
per unit, which results in a positive contribution to overhead. If the selling price per unit does 
not exceed the variable cost per unit, then the least-cost level of production for the fi rm is 
zero units, and the amount of the loss is limited to the amount of the fi xed costs, 
$1,149,722. 

 The obvious and critical question then is: How many times does this process need to be 
repeated before the fi rm reaches the zero-loss point? Or, stated differently: What is the fi rm’s 
breakeven point? Each time another $100 unit is sold, its revenue is used fi rst to cover the 
variable cost of $89.64. The remaining $10.36 is used to cover the fi xed cost or “overhead” 
burden. 

 The CTO in any breakeven example may also be calculated as a percent of sales or in 
dollars (cents) per unit. In these examples, CTO is assumed to be SP – VC (selling price 
minus variable costs), in percent or dollars/unit. CTO may also be calculated as GM – VC 
(gross margin minus variable costs), again, as a percent or in dollars per unit. Either approach 
produces the same result since sales minus cost of goods sold equals gross margin. If varia-
ble costs are measured as a percent of sales, the breakeven amount is in sales dollars and is 
calculated as shown below:

        

Breakeven in Sales Dollars
Fixed Costs

1.0 Variable Costs a
=

– ss a proportion of Net Sales
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 If variable costs are measured in dollars (cents) per unit, then breakeven volume is in units 
and is calculated as shown below:

        

Breakeven in Units
Fixed Costs

Selling Price Per Unit Varia
=

– bble Costs Per Unit

 In our example, BF&G tracked variable costs as a percent of sales, so CTO is:

        CTO SP VC 1 89 64 1 36= − = − =00 0% . % . %

 Since we are using percentages, in this format SP or selling price is always 100 percent of 
selling price or it equals 1.0. So, CTO can be calculated as shown below:

        CTO SP VC 1 8964 1 36= − = − =. . .0 0 0 0

 For BF&G, the breakeven sales volume in dollars is:

        

$ , ,

.
$ , , .

1 149 722

0 1036
11 097 702 70=

 For BF&G, breakeven has been calculated to be sales of $11,097,703. If BF&G generates 
sales greater than this amount over the operating period, the fi rm will make a profi t. With 
sales above the breakeven level, the contribution margin continues to be generated, but the 
fi xed costs have already been covered. Thus, CTO now becomes  CTP (contribution to 
profi t) . The number is the same — 10.36 cents — but now this “margin” contributes to profi t 
for BF&G. 

 BF&G’s actual sales were $13,410,000. Since actual sales are higher than the calculated 
level of breakeven sales, BF&G made a profi t. Given our calculation of CTO, we should be 
able to estimate the net operating profi t (including the interest expense as an operating 
expense) for BF&G that is illustrated in Table  12.1 .

        

Actual Sales 13 41

Breakeven sales 11 97 7 3

Sales 

$ , ,

$ , ,

0 000

0 0−

aabove Breakeven 2 312 297

CTP 1 36

239 554

$ , ,

.

$ ,

× 0 0

 The estimate of net income before taxes can be calculated by adding other revenue, $18,200 
(Table  12.1 ), to $239,554, which yields $257,754. The estimated amount is close to the 
amount reported on the income statement for the year ending December 31, 2009, $256,550. 
Rounding some of the variable cost percent fi gures calculated in Table  12.2  causes the dif-
ference of $1,204. The important concept here is to understand that as the fi rm generates sales 
above the breakeven level, variable costs continue to be paid—these go on forever. Regardless 
of the level of sales, BF&G pays 89.64 percent of each sales dollar to variable cost.    
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 Assumptions of volume–cost analysis 

 As the manager begins to utilize the breakeven calculation, it is important to understand the 
assumptions made for the breakeven procedure. These assumptions are: 

  1.   Fixed costs are constant  
  2.   Effi ciency is unchanged  
  3.   Input prices are fi xed  
  4.   Product mix is constant  
  5.   Selling price is unchanged    

 The fi rst assumption listed above relates to Figure  12.1 . By defi nition, fi xed costs are con-
stant over the operating period. Any decision made, such as the purchase of a new piece of 
equipment, will change fi xed costs and, thus, the breakeven level. The second assumption 
relates both to fi xed and variable costs. The manager assumes the fi rm is at a specifi c point 
on the average fi xed-cost curve, Figure  12.2 , and the fi rm cannot reduce per unit variable 
costs, for example, by taking advantage of volume discounts from suppliers. If effi ciency 
can be increased in some way, a new breakeven level must be calculated. 

 The third assumption relates to Figure  12.4  where the variable costs of inputs are shown 
to be a constant percentage of sales. If suppliers or the fi rm does anything to alter input costs, 
breakeven changes. The fourth assumption is one that is often overlooked. In a diversifi ed 
fi rm there are revenues and costs from several different product categories. Some of these 
product divisions may have signifi cantly higher percentages of variable costs. Thus, as the 
fi rm sells relatively more of this product, the total variable costs for the fi rm shift. Hence, 
one makes the assumption of a constant product mix, which means the percentage of sales 
from each division or department is fi xed. The fi nal breakeven assumption is straightfor-
ward. Basically, anytime a fi rm changes selling price, it also changes the contribution margin. 
Thus, if prices change, breakeven must be recalculated.   

 Uses of volume–cost analysis  

 Profi t planning 

 Volume–cost relationships are useful for much more than just calculating the breakeven 
point. They can also be used to determine the volume of business necessary to generate cer-
tain levels of profi t, which is an essential part of profi t planning. 

 Since revenue above variable costs is profi t once the overhead has been covered, a similar 
calculation can be used to determine the additional sales necessary to reach a given profi t 
level. If BF&G has a net operating income (after interest) goal of $250,000, it will take an 
additional $2,413,127 sales above their breakeven volume of $11,097,703 to achieve the 
profi t goal. The additional sales needed to accomplish that goal is calculated as shown 
below:

        

Additional Sales to Reach Profit Goal
Profit Goal

CTP
=

$ ,250 0000

0 1036
2 413 127

.
$ , ,=
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 Thus, to reach this profi t goal BF&G must generate sales of:

        

Breakeven Sales                                      11$ ,0997 7 3

Additional Sales to Reach Profit Goal        2 413

,

$ ,

0

,,

$

127

New Total Sales Goal                              13,, ,51 830 0

 Management now must follow through with a marketing and sales program that will allow 
BF&G to reach its profi t goal.   

 Changes in costs 

 Volume–cost analysis also helps answer questions about how changes in the cost structure 
will affect profi t levels. Suppose, for example, that BF&G is considering the purchase of an 
additional truck that costs $50,000. The truck would be depreciated over a fi ve-year period. 
The annual fi xed costs for this additional truck, including depreciation, are projected to be 
$10,000. Variable operating costs for the new truck should be about the same as the current 
truck. With this information, BF&G management can examine the impact that purchasing 
this new truck will have on breakeven and profi t. 

 The breakeven calculation with this new cost information shows that BF&G must 
generate additional sales of $96,525 before it is in any better fi nancial position. The truck 
purchase, with depreciation over fi ve years, would obligate the fi rm to increase sales by 
$96,525 each of the next fi ve years before profi ts improve. The calculation to determine the 
additional sales volume needed is:

        

Additional Sales to Cover New Fixed Costs
Additional Fixed

=
  Cost

CTO
$ ,

.
$ ,

10 000

0 1036
96 525=

 It is important to note that breakeven does not tell management “what to do.” The breakeven 
relationship simply begins to identify how changes (in this case, the addition of a new truck) have 
an impact upon the fi rm. To insure good management decision-making when using this tool, it is 
imperative that the manager is able to identify the cost changes caused by the new action, in this 
case, buying a truck. (We will take a closer look at investment decisions in Chapter 13.) 

 Another use of breakeven analysis is to determine the effect of changes in variable costs. 
For example, suppose that BF&G’s supplier increased the prices paid by BF&G for prod-
ucts, so that the cost of goods sold increased by 1 percentage point, but competition in the 
area was so keen that BF&G’s management felt it could not increase the selling price of its 
products. The result is the CTO is lowered.

         

FC 1 149 722

VC 89 64  of Sales or 8964

Old CTO 1 896

=
=

= −

$ , ,

. % .

. .

0

0 0 44 1 36

Old Breakeven 11 97 7 3

New CTO 1 8964 1

=
=

= − +(

0 0

0 0

0 0 0 0

.

$ , ,

. . . )) =
=

0 0.

$ , ,

936

New Breakeven 12 283 355



 

Tools for evaluating operating decisions 293

 This increase in variable costs causes breakeven sales to increase: 

    New Breakeven    $12,283,355  

    Old Breakeven      $11,097,703   

    Additional Sales     $1,185,652    

 This result shows that if BF&G absorbs the cost increase rather than increasing the selling 
prices of their products, the breakeven point will increase by $1,185,652. 

 Similarly, shrewd purchasing of products or a reduction in manufacturing costs reduces 
the cost of goods sold and variable costs. In BF&G’s case, an improvement in purchasing 
practices which lowered the cost of goods sold by 1 percent would increase the CTO to 
11.36 cents, and reduce the breakeven point by $976,911.

            

FC 1 149 722

VC 89 64  of Sales or 8964

Old CTO 1 896

=
=

= −

$ , ,

. % .

. .

0

0 0 44 1 36

Old Breakeven 11 97 7 3

New CTO 1 8964 1

=
=

= − −(

0 0

0 0

0 0 0 0

.

$ , ,

. . . )) =
=

0 1136.

$ , ,New Breakeven 10 120 792

 As variable costs fall, the breakeven sales also fall: 

    Old Breakeven      $11,097,703  

    New Breakeven     $10,120,792   

    Decreased Sales         $976,911    

 The impact of any cost change can be anticipated using these techniques. Managers who are 
skillful in the application of volume–cost analysis fi nd it very useful in projecting the prob-
able results of various alternatives before making fi nal decisions. Also, the level of CTO 
magnifi es the cost changes dramatically. With a great deal of grain business, BF&G has a 
relatively high variable cost and, thus, a small CTO. A little change in costs will make a 
dramatic difference in BF&G’s breakeven level. For example, when BF&G’s variable cost 
increased one percent, the breakeven sales level increased about 10.7 percent.   

 Changes in price 

 Volume–cost analysis is also very useful in analyzing the impact of changing prices. Since 
CTO is selling price per unit less variable cost per unit, then any change in selling price 
directly impacts the CTO. Let’s assume management of BF&G wants to evaluate a 2 percent 
price reduction in an attempt to increase sales. The new breakeven is:

             

Old CTO 1 8964 1 36

New CTO 98 8964 836

= − =
= − =

. . .

. . .

0 0 0 0

0 0 0 0

 As prices fall, CTO falls and breakeven sales increase: 
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   New Breakeven     $13,752,656  

   Old Breakeven       $11,097,703   

   Additional Sales    $2,654,953    

 In this scenario, if  BF&G decided to reduce selling price by 2 percentage points, its breakeven 
would increase by $2,654,953 or roughly 24 percent. Again, volume–cost analysis does not 
answer the question of what should be done — this is still the manager’s decision. What 
volume–cost analysis does, in this case, is to show the manager that if BF&G cuts price by 
two percentage points, BF&G must increase sales by $2,654,953 to be in the same fi nancial 
position as they were before the price cut. It is the manager’s job to decide whether or not 
this move makes sense in the BF&G market area. 

 One word of caution about price changes: lowering the price may increase sales only 
temporarily. For many food and agribusiness fi rms, total demand may well be reasonably 
constant in a market area and/or during a season. Competitors may react to a fi rm’s price 
reduction with a similar price cut. The net effect may be to lower price and CTO for all fi rms 
in the market without any appreciable increase in sales. The obvious result is much lower 
profi ts (or higher losses). 

 In only the most unusual circumstances can a fi rm afford to sell any product at a price 
lower than its variable cost. The variable cost for a product represents, for all practical pur-
poses, the lowest possible price for that product. To sell when variable cost is not being 
covered, means that some of the variable costs are not covered, and none of the overhead can 
be covered. Losses will be less if the sale is not made at all, because in this case only fi xed 
costs are lost at zero sales volume. 

 So, when would a fi rm sell product below its variable cost? Two possibilities exist 
where this decision may make economic sense. First, recall the pricing strategies outlined in 
Chapter 7. One of these strategies was identifi ed as “loss leader” pricing. In this case, the 
product is priced below its total cost, and sometimes even below its variable cost. For 
example, in order to gain additional customers, a supermarket may price milk below the sup-
plier cost. The low price would be advertised in the store’s weekly fl yer for customers to see. 
The strategy used by the store, in this case, is to get customers into the store by advertising 
a product at a very attractive price. The store makes money on the other items customers 
purchase on their trip to the store. This strategy may backfi re, however, if the store has a lot 
of customers who come in only to shop for specials. 

 The second scenario, where selling below variable cost makes sense, is related to the 
demand factor of tastes and preferences. Suppose a fi rm has an inventory of a specifi c type of 
farm equipment. The fi rm is notifi ed that the manufacturer is planning to introduce a new 
model that has many new features and will sell at the same price. As potential customers 
become aware of this new model, they have little use for the fi rm’s inventory of the old model. 
Hence, if the fi rm is to generate any revenue from this inventory, it will most likely have to cut 
the selling price — probably signifi cantly. This strategy may make more sense than having to 
write-off obsolete inventory, or sell the equipment later at an even higher level of discount.    

 Graphical analysis 

 Graphical illustration of volume–cost relationships is quite useful for many managers 
as a means of visualizing how changes in price, various costs, or volume impacts profi t. 
Figure  12.7   illustrates BF&G’s breakeven point and graphically shows its profi t at the cur-
rent $13.410 million sales volume. (Note that profi t is the difference between total revenue 
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and total costs at a specifi c volume level.) The impact of almost any cost or price change can 
be shown by simply including the change and observing the resulting effect on profi ts. 

 One of the best features of volume–cost analysis is its simplicity and its applicability 
to real-world situations. Any manager with an income statement and an understanding 
of fi xed and variable cost concepts can estimate the impact of various decision alternatives 
on profi t levels. Although the categorizing of fi xed and variable costs may not be perfect, 
experience has shown that a good approximation can be made and will be useful. And the 
conclusions are fairly accurate, so long as the proper defi nitions of fi xed and variable costs 
are used.    

 Summary 

 Decision-making is one of the primary responsibilities of agribusiness managers. Professional 
managers approach this activity in a systematic way — identifying the problem, summarizing 
facts, identifying and analyzing alternatives, taking action, and evaluating results. Their 
analysis often uses a wide variety of analytic tools to facilitate this entire process. 

 Volume–cost analysis is one of the more powerful tools used by agribusiness managers. 
By separating fi xed costs (those not related to volume of business) from variable costs (those 
directly related to volume), managers can study the impact of a variety of cost and price 
changes on their profi t and determine the amount of business necessary to break even. They 
can even project the amount of business necessary to reach a certain profi t level. 

 Volume–cost analysis helps managers and owners of agribusiness fi rms determine the 
impact of a variety of important decisions to the fi rm. Should a salesperson be added, can we 
afford to cut selling price, and what happens if we can reduce our input costs? Those inter-
ested in applying volume–cost analysis to a particular fi rm should note that variable costs for 
agribusinesses can vary dramatically — from less than 50 percent to 90 percent or more. The 
BF&G example provides an example with a relatively low contribution to overhead (CTO). 
There is a good reason for this. About 61 percent of BF&G’s volume is from grain sales. 

    Figure 12.7      Volume–cost relationships for Brookstone Feed and Grain company   
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This is a business that operates with very thin margins and makes money on turnover. 
Alternatively, if our example fi rm had been a seed business, CTO would have been higher. 
It is important to know the nature of the business you evaluate. 

 Finally, volume–cost analysis is an important planning tool for making operating 
decisions. This fi nancial management tool is used to help make and/or evaluate decisions 
for the next operating period. Other fi nancial tools, specifi cally those related to capital 
investment analysis, take a longer-term planning horizon. These tools will be discussed in 
the next chapter.   

 Discussion questions 

    1.   What are the major steps in the decision-making process? What are some of the prob-
lems decision-makers encounter when trying to use this process?  

  2.   Is volume–cost analysis better used as a short-term or long-term planning tool? Why?  
  3.   Explain the difference between variable costs and controllable costs. Give an example 

of each of these types of costs.  
  4.   A particular cost can be variable under some circumstances but fi xed in others. Given 

the following expense items, what conditions might make each fi xed and what might 
make each variable? Into which category do you think each generally is assigned, fi xed 
or variable? Why? 
  a   Part-time labor expense  
  b   Sales compensation  
  c   Truck maintenance expense  
  d   Truck rental expense  
  e   Cost of goods sold     

  5.   What are the major assumptions made in determining the breakeven point? Which of 
these assumptions do you feel is likely the most restrictive in practice? Why?  

  6.   The manager of a fi rm wants his assistant to “take action to lower our breakeven.” 
Describe at least two ways to accomplish this goal. Are these choices good ones for a 
typical fi rm? Why or why not?  

  7.   Consider the actions below. How would you examine the impact these changes would 
have on the fi rm’s breakeven level? Be specifi c. How would each of these actions affect 
the fi rm’s breakeven point? 
  a   Hire a new salesperson  
  b   Pay additional overtime help  
  c   Increase advertising expense  
  d   Fire one of three assistant managers         

 Case study: True Red Greenhouse 

 Bob Collins works as an engineer and his wife, Julie, teaches middle school. About fi ve 
years ago they built a 30 ́   × 120 ́   greenhouse to grow tomatoes to sell at a farmers’ market 
and to local grocery stores. The project started as a hobby, but business has grown and now 
Bob and Julie want to evaluate several changes in the business to improve their return on 
equity, because Bob is considering retiring and working full-time in the greenhouse. They 
have decided to use volume–cost analysis to evaluate the changes. 

 Bob, with the help of his accountant, has determined that True Red’s fi xed costs or 
overhead for the coming year will be $5,032. They produce about 17,600 pounds of 
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tomatoes per year and their average selling price is about $1.50/lb. Their cost of goods 
sold equals about $0.73/lb and their additional costs that seem to vary with sales amount 
to about $0.23/lb.  

 Questions 

    1.   Calculate the breakeven point for True Red Greenhouse in dollars and in pounds.  
  2.   The owners, Bob and Julie Collins, have about $100,000 invested in the business. Their 

desired rate of return on this investment is 10 percent. What volume of business (again, 
in dollars and in pounds) must be generated to reach this ROE goal?  

  3.   Bob expects to eliminate his part-time labor, because he will work in the greenhouse full 
time, which amounts to a reduction in variable costs of $0.17/lb. With no other changes 
to the base situation, what impact would this have on the business? Show your answer 
in dollars and in pounds.  

  4.   Bob and Julie are considering an upgrade to some of their watering equipment and they 
expect the capital investment to cost about $10,000, including installation. Bob assumes 
this new equipment can be depreciated over a fi ve-year period. If the depreciation for 
the equipment is equal each year and there is no salvage value, what additional sales will 
True Red need for this to be a profi table decision? Assume no other changes will be 
made to the base situation. Answer this question in both pounds and in dollars.  

  5.   Bob and Julie are interested in ways for True Red to increase sales. One change they are 
considering is to reduce the selling price for their tomatoes. They hope this change will 
increase sales in the near term and help them maintain sales later if a competitor should 
enter the market. What would the impact of a 10 percent price reduction have on the 
business? Assume no other changes are made to the base situation in Question 1. Answer 
this question in dollars and pounds.         



 

    13   Tools for evaluating capital 
investment decisions     

 Objectives   

   •    Describe the role of capital investment decisions in an agribusiness  
   •    Examine and learn to apply basic tools for analyzing capital investment decisions in 

agribusiness  
   •    Discuss the payback, simple rate of return, net present value, and internal rate of return 

methods for evaluating capital investment decisions  
   •    Examine the data needs when using the net present value and internal rate of return 

methods for evaluating capital investments  
   •    Describe the decision criteria for making and rejecting capital investments when using 

the net present value and internal rate of return methods      

 Introduction 

 An area of major consequence for agribusiness managers is making capital investment 
decisions.  Capital investment  refers to the addition of durable assets to an agribusiness, 
which usually require relatively large fi nancial outlays and will last over a long period of 
time. Typical capital investments might include trucks, manufacturing equipment, or storage 
facilities. Even relatively small fi rms can spend millions each year on capital investments. 
These investments tie up funds for long periods and release them slowly as the investment 
produces revenue. The impact of these investment decisions may affect the business for 
years to come. In addition to deciding whether or not to make a specifi c investment, the 
agribusiness manager must also decide how to fi nance the investment. Capital investments 
can be fi nanced through cash purchase, borrowing, or leasing. 

 This chapter will explore tools for evaluating capital investment decisions. Both rela-
tively simple tools and more sophisticated tools will be covered. Given the very large 
amounts of funds involved, and the long-term nature of the investments, careful analysis of 
capital investment decisions is another important skill of the effective manager.   

 Capital budgeting 

 There are many investment decisions that Brookstone Feed and Grain (BF&G) might face in 
the normal course of business activity. Some of these include: 

  1.    Expansion projects : Would it be profi table to expand the grain storage and handling 
facility now?  
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  2.    Replacement projects : Should the custom application fertilizer applicator be replaced 
now, or should it be kept for another year?  

  3.    Alternative investment projects : Which would be more profi table, stainless steel or mild 
steel storage tanks?    

 The procedure for evaluating the effects of an agribusiness manager’s investment choices on 
the profi tability, risk, and liquidity of a business is called  capital budgeting  or investment 
analysis. Capital budgeting is an orderly sequence of steps that produces information rele-
vant to an investment choice. These steps are: 

  1.   Identifi cation of investment alternatives  
  2.   Selection of an appropriate capital budgeting evaluation method  
  3.   Collection of relevant data  
  4.   Analysis of the data  
  5.   Interpretation of the results    

 These fi ve steps are developed and explained in the following sections. 

 Plate 13.1    Irrigation equipment
Capital budgeting focuses on the longer-term decisions of an agribusiness. Photo courtesy of 
USDA Natural Resources Conservation Service.
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          Identifi cation of investment alternatives 

 An important function of management is to identify profi table investment alternatives. This 
is an essential function because even though an investment may be of high value and be 
profi table today, capital obsolescence and even price declines may reduce the value of the 
investment in the not too distant future. Consequently, management must continuously 
search for investment alternatives. 

 When money is tied up in a capital investment, management expects to get more 
back than was invested in the project. The excess of revenue over cost is referred to as the 
return. The return should be higher than that which could be earned by putting the same 
money in a “safe” place, such as savings accounts or government bonds. In addition to 
making a return for the use of the capital that is comparable to other investment alternatives, 
the return should also compensate owners of capital for any additional risk associated with 
the investment. 

 The idea here is a relatively straightforward one. If a person could earn 2 percent per 
year on an investment in a bank certifi cate of deposit (CD), how much more than a 2 percent 
return would that person require to invest in a food or agribusiness fi rm? The return for 
the CD is relatively low, but so is the risk. The person will get their principal back plus the 
2 percent interest at the end of the year. The investment in the agribusiness is more 
risky. The general market, the competition, the management, and a host of other factors will 
infl uence the investor’s return from the agribusiness. This added risk means that investors 
will want a lot more than 2 percent return to put their money into a food or agribusiness 
fi rm. 

 Some people think that if their business borrows the money to purchase a new piece of 
equipment, they have transferred the risk to the lender. In reality, this is not true because the 
bank is almost sure to be repaid, except in the extreme case of bankruptcy. If the manager 
makes a bad decision, the total business will suffer the loss because the loan will be repaid 
from other, more successful ventures. So managers must have a systematic approach for 
identifying investment alternatives. They must also understand that using fi nancial leverage 
or debt to acquire investments can change the fi rm’s risk and liquidity positions. (Financing 
the agribusiness was discussed in Chapter 11.) 

 The identifi cation of investment opportunities falls into one of the four categories listed 
below: 

  1.   Maintenance and replacement of depreciable capital items  
  2.   Cost-reducing investments  
  3.   Income-increasing investments  
  4.   A combination of the preceding categories    

 For example, consider a swine fi nishing operation that is very labor-intensive. The manager 
is evaluating the changes needed to replace worn out facilities. One investment alternative to 
consider is a mechanized feeding system. However, the size of the operation needs to increase 
to fully use the mechanized system. This investment should cut labor costs, but the manager 
needs to better understand the cost of operating the mechanized system. In addition, the 
system may allow for better control of the nutrition program, which may allow the producer 
to do a better job of managing carcass quality. This could potentially increase returns if the 
producer sells the hogs on a carcass-merit (quality) basis. Given the complexity of the deci-
sion, the manager in this situation needs a systematic procedure to evaluate the investment 
alternative.   
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 Concepts of the time value of money 

 Two of the four methods used to evaluate capital investments, net present value and internal 
rate of return, are based on the time value of money. So an introduction to the concepts of 
time value of money is needed prior to discussing the evaluation methods. This section 
develops the basic ideas underlying the time value of money. The fi rst of those ideas is that 
an interest rate serves as the pricing mechanism for the time value of money. The  interest 
rate  refl ects investors’ time preferences for money and serves as the exchange price between 
money received today versus money received at some point in the future. In essence, a dollar 
received today can be exchanged for a dollar plus an amount of interest (1  +  i) received one 
period in the future. The value for the dollar invested for multiple periods, with the interest 
added to the principal to earn interest, would be calculated by multiplying the amount of the 
investment by (1  +  i) n , in which n is the number of periods. So, the formula used to calculate 
the future value is:

        

Future Value of the Investment Present Value of the Invest= mentttmmtttt 1 i

Where i Interest Rate

n Number of Periods

n( ) +1× ( )

 Alternatively, one dollar received one period in the future exchanges for 1  ÷  (1  +  i), or the 
amount of the investment multiplied by (1  +  i) –n . The amount in today’s dollars is normally 
referred to as the present value. The formula used to calculate present value is:

        

Present Value of Investment Future Value of Investment 1= ( ) / ++( )
= ( ) × ( )−

i o) r

Future Value of Investment 1 i+
Where i I

n

n

: t=i  Interest Rattt e

n Number of Periods

 For example, $1,000 invested today for one year at 10 percent will be worth $1,100 at the 
end of the year. So, the present value of $1,100 received in one year, at a 10 percent discount 
rate would equal $1,000. The $1,100 investment has been “discounted” to its present value 
of $1,000. 

 So for our example:

        
Future Value 1 1 1

1= +1( )$ ,11 $
1

.1 ) ,000 0.1 00

 and

        
Present Value 1 1 1 1

1
1 ( ) 11$ ,11 / .1+1( $ ,1$11 / .1/11 $ ,100 0 01. 00 0 000

 or

Present Value 1 1
1

1 +( )−
$ ,11 00 0 01.
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 Hence, there are two aspects of the time value of money. One is to take a present amount and 
determine what that amount would equal at some point in the future, if invested at a given 
interest rate, or compounding. The second is to take an amount in the future and determine 
what that amount would equal in present dollars at a given interest or discount rate, or dis-
counting. Both aspects are discussed in the following sections.  

 Compounding 

  Compounding  is a method of calculating interest earned periodically, when that interest is 
added to the principal and becomes part of the principal base on which future interest is 
earned. A simple example is used to illustrate this method. Suppose the relative of a high 
school graduate invests $1,000 at the time of graduation and plans to leave that money 
invested during the next four years, while the graduate attends college. The relative plans to 
give the college graduate the $1,000, plus the interest earned after four years, as a graduation 
present. How much will the $1,000 be worth at the end of four years, if interest is 5 percent 
and it is compounded annually? 

 Compounded annually means that interest earned during the fi rst year of our example 
($1,000.00 × 0.05 = $50.00) will be added to the original investment ( principal ) ($1,000.00 
 +  $50.00 = $1,050.00), so that in year two, the entire principal investment ($1,050.00) will 
earn interest at the 5 percent rate. Each year additional interest earned is added to the invest-
ment, and it too earns interest. When the formula discussed above is used the result would 
be as follows:

        
$ , . $ , .1, 1$ 215 5

4
000 0. 0+( )

 To make calculations simpler, managers often use tables of future values (Table  13.1  ) or use 
fi nancial calculators or spreadsheets to quickly calculate the future value of an investment. 
The factors presented in the tables are simply the factor calculations using the respective 
interest rates and number of periods. 

 For our example, the factor from Table  13.1  for 5 percent interest and 4 periods would be 
1.2155. So, the calculation would be:

          
$ , . $ , .1, 1 215 5000 0( )

 Discounting 

  Discounting  is a method of converting a future value to a  present value  by adjusting the 
future value by its discount rate. Suppose in this example, a relative gives a new high school 
graduate a note promising him or her $1,000 upon graduation from college four years later. 
Assuming that the time value of money is 5 percent (interest rate), what is the present value 
of that gift? Although the formula is the same as before, this is more diffi cult to calculate.

        

Present Value 5

1 5 1 5

4( )
= 5(

$ ,11 / .11(
$ ,1 / . .

000

000 0 0 05 1 5 1××1 5 1. ..5 1 5 1××1 5 1 0 ))
= =2155 7$ ,1 / .1 $ .822000 0
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 Again, to make things simpler, tables of present values (Table  13.2  ) can be used or one can 
use a fi nancial calculator or spreadsheet to quickly calculate the present value of the invest-
ment. In this example, the present value of $1 four years from now at 5 percent is given in 
the present value table as 0.8227, so the present value of $1,000 would be:

        Present Value ×$ ,11 . $000 0822 70. $8227 = .

 Table 13.1      Future value of $1 (compounded annually)  

 Year (1  +  i) n 
(N) 1 % 3 %     5 % 6 % 7 %  

 1 1.0100 1.0300 1.0500 1.0600 1.0700 

 2 1.0201 1.0609 1.1025 1.1236 1.1449 

 3 1.0303 1.0927 1.1576 1.1910 1.2250 

 4 1.0406 1.1255 1.2155 1.2625 1.3108 

 5 1.0510 1.1593 1.2763 1.3382 1.4026 

 6 1.0615 1.1941 1.3401 1.4185 1.5007 

 7 1.0721 1.2299 1.4071 1.5036 1.6058 

 8 1.0829 1.2668 1.4775 1.5938 1.7182 

 9 1.0937 1.3048 1.5513 1.6895 1.8385 

10 1.1046 1.3439 1.5259 1.7908 1.9672 

15 1.1610 1.5580 2.0789 2.3966 2.7590 

20 1.2202 1.8061 2.6533 3.2071 3.8697 

25 1.2824 2.0938 3.3864 4.2919 5.4274 

Year (1  +  i) n 
(N) 8 % 9 %     10 % 12 % 14 %  

 1 1.0800 1.0900 1.1000 1.1200 1.1400 

 2 1.1664 1.1881 1.2100 1.2544 1.2996 

 3 1.2597 1.2950 1.3310 1.4049 1.4815 

 4 1.3605 1.4116 1.4641 1.5735 1.6890 

 5 1.4693 1.5386 1.6105 1.7623 1.9254 

 6 1.5869 1.6771 1.7716 1.9738 2.1950 

 7 1.7138 1.8280 1.9487 2.2107 2.5023 

 8 1.8509 1.9926 2.1436 2.4760 2.8526 

 9 1.9990 2.1719 2.3579 2.7731 3.2519 

10 2.1589 2.3674 2.5937 3.1058 3.7072 

15 3.1722 3.6425 4.1772 5.4736 7.1379 

20 4.6610 5.6044 6.7275 9.6463 13.7430 

25 6.8485 8.6231 10.8340 17.0000 26.4610 
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 In other words, if the relative invests $822.70 today at 5 percent interest, compounded annu-
ally, that investment will be worth $1,000 in four years.       

 Annuities 

  Annuities  are a stream of incomes and/or costs that are equal amounts for each of the number 
of periods evaluated. The time value of money concept can then be used to determine the 

 Table 13.2      Present value of $1 (compounded annually)  

 Year (1  +  i)–n

(N) 1 % 3 %     5 % 6 % 7 %  

 1 0.9901 0.9709 0.9524 0.9434 0.9346 

 2 0.9803 0.9426 0.9070 0.8900 0.8734 

 3 0.9706 0.9152 0.8638 0.8396 0.8163 

 4 0.9610 0.8885 0.8227 0.7921 0.7629 

 5 0.9515 0.8626 0.7835 0.7473 0.7130 

 6 0.9420 0.8375 0.7462 0.7050 0.6663 

 7 0.9327 0.8131 0.7107 0.6651 0.6228 

 8 0.9235 0.7894 0.6768 0.6274 0.5820 

 9 0.9143 0.7664 0.6446 0.5919 0.5439 

10 0.9053 0.7441 0.6139 0.5584 0.5083 

15 0.8613 0.6419 0.4810 0.4173 0.3624 

20 0.8195 0.5537 0.3769 0.3118 0.2584 

25 0.7798 0.4776 0.2953 0.2330 0.1842 

Year (1  +  i)–n

(N) 8 % 9 %     10 % 12 % 14 %  

 1 0.9259 0.9174 0.9091 0.8929 0.8772 

 2 0.8573 0.8417 0.8264 0.7972 0.7695 

 3 0.7938 0.7722 0.7513 0.7118 0.6750 

 4 0.7350 0.7084 0.6830 0.6355 0.5921 

 5 0.6806 0.6499 0.6209 0.5674 0.5194 

 6 0.6302 0.5963 0.5645 0.5066 0.4556 

 7 0.5835 0.5470 0.5132 0.4523 0.3996 

 8 0.5403 0.5019 0.4665 0.4039 0.3506 

 9 0.5002 0.4604 0.4241 0.3606 0.3075 

10 0.4632 0.4224 0.3855 0.3223 0.2697 

15 0.3152 0.2745 0.2394 0.1827 0.1401 

20 0.2145 0.1784 0.1486 0.1037 0.0728 

25 0.1460 0.1160 0.0923 0.0588 0.0378 
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amount of the stream at some point in the future or to calculate the present value of a future 
stream. 

 There are numerous examples in which the future value of a stream of income is 
useful; including the amount needed to save in order to accumulate a suffi cient amount to 
retire, the amount needed to save each period to fund a child’s education, and the amount 
needed to save in order to save enough for a down payment to purchase a house or a business. 
The factors for compounding a series of payments for selected interest rates are provided in 
Table  13.3  . 

 Table 13.3      Future value of $1 at compounded interest for an equal series of payments  

 Year(N)   1 %    3 %   5 %     6 %     7 %  

 1 1.0000 1.0000 1.0000 1.0000 1.0000 

 2 2.0100 2.0300 2.0500 2.0600 2.0700 

 3 3.0301 3.0909 3.1525 3.1836 3.2149 

 4 4.0604 4.1836 4.3101 4.3746 4.4399 

 5 5.1010 5.3091 5.5256 5.6371 5.7507 

 6 6.1520 6.4684 6.8019 6.9753 7.1533 

 7 7.2135 7.6625 8.1420 8.3938 8.6540 

 8 8.2857 8.8923 9.5491 9.8975 10.260 

 9 9.3685 10.159 11.027 11.491 11.978 

10 10.462 11.464 12.578 13.181 13.816 

15 16.097 18.599 21.578 23.276 25.129 

20 22.019 26.870 33.066 36.785 40.995 

25 28.243 36.459 47.726 54.864 63.248 

Year(N)   8 %   9 %    10 %     12 %     14 %  

 1 1.0000 1.0000 1.0000 1.0000 1.0000 

 2 2.0800 2.0900 2.1000 2.1200 2.1400 

 3 3.2464 3.2781 3.3100 3.3744 3.4396 

 4 4.5061 4.5731 4.6410 4.7793 4.9211 

 5 5.8666 5.9847 6.1051 6.3528 6.6101 

 6 7.3359 7.5233 7.7156 8.1152 8.5355 

 7 8.9229 9.2004 9.4872 10.089 10.730 

 8 10.637 11.028 11.436 12.300 13.233 

 9 12.488 13.021 13.579 14.776 16.085 

10 14.487 15.193 15.937 17.549 19.337 

15 27.152 29.361 31.772 37.280 43.842 

20 45.762 51.159 57.274 72.052 91.024 

25 73.105 84.699 98.346 133.333 181.867 
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 For example, if someone saved $1,000 each year for the next 25 years and invested that 
amount at 6 percent and the interest earned each year remained invested the amount at the 
end of 25 years would be:

        

Future Value

864.

= ( )54 864

=

$ ,1

$ ,54

000

 The factor, 54.864, is the factor for 25 years and 6 percent. Also, if an individual wanted to 
accumulate $1,000,000 over a 25-year career in order to retire and the interest rate was 
assumed to be 5 percent, the amount could be calculated as shown below:

$ , , .

$ ,

A, , mount Needed to Invest Each Year 47 726

9,

000 ( )
5355 Amount Needed to Invest Each Year= .         

 The factor, 47.726 was taken form Table  13.3  and is the factor for 25 years and 
5 percent. 

 Of course, one approach to determine the present value of the entire stream is to 
fi nd the present value of the income or cost each year and then sum the present values 
for each of the years. Alternatively, in situations in which there are equal periodic 
amounts with a constant discount factor the computational procedure can be simplifi ed 
by using discount factors for an annuity. Again, there are situations in which a future 
series of cash payments would need to be discounted to the present value. This includes a 
series of equal loan payments over a repayment schedule or to determine the value of a 
series of payments that will be paid from an annuity that is being considered for 
retirement. Discount factors for selected interest rates and periods are provided in 
Table  13.4  . 

 For example, if an individual borrowed $100,000 to purchase a house and the repayment 
period was 25 years and the interest was 5 percent, the amount of the annual payment could 
be calculated as follows:

        

$ , .

$ ,

A, nnual Payment 14 939

9, 5 2. 7 Annual Payment

000 0( )

 Again, the factor, 14.0939, was taken from Table  13.4  and is the discount factor for a uni-
form series of 25 years and for 5 percent.   

 Non-annual periods 

 Non-annual periods can also occur when compounding and discounting and should also 
be discussed. Up until now, all of the compounding and discounting examples have involved 
annual periods. However, institutions can compound quarterly, monthly, and even daily. Likewise, 
many payments are scheduled to be due monthly rather than annually. Fortunately, the 
compounding for a period shorter than a year can be handled the same as for annual compound-
ing and discounting, except the period and the interest rate must match. For example, if a person 
invests money for fi ve years with quarterly compounding at a 4 percent annual rate, the number 
of periods increases from fi ve years to 20 quarters. Likewise, the rate is no longer 4 percent per 
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year but 1 percent per quarter. This adjustment process can be generalized using the following 
formula:

        

Future Value P esent Value 1 i m

Where  n N mber of Yea

mn+1= Present Value ( )/

: r n Number of Yeaars Compounding Occursarraaaa

i Annual Interest Discount Rate

m N

( )
umber of Times Compounding Occurs during the Yearuu

 Table 13.4      Present value of $1 at compounded interest for an equal series of payments  

 Year(N) 1 % 3 % 5 % 6 % 7 %  

 1 0.9901 0.9709 0.9524 0.9434 0.9346 

 2 1.9704 1.9135 1.8594 1.8334 1.8080 

 3 2.9410 2.8286 2.7232 2.6730 2.6243 

 4 3.9020 3.7171 3.5460 3.4651 3.3872 

 5 4.8534 4.5797 4.3295 4.2124 4.1002 

 6 5.7955 5.4172 5.0757 4.9173 4.7665 

 7 6.7282 6.2303 5.7864 5.5824 5.3893 

 8 7.5517 7.0197 6.4632 6.2098 5.9713 

 9 8.5660 7.7851 7.1078 6.8017 6.5152 

10 9.4713 8.5302 7.7217 7.3601 7.0236 

15 13.8651 11.9379 10.3797 9.7122 9.1079 

20 18.0456 14.8775 12.4662 11.4699 10.5940 

25 22.0232 17.4131 14.0939 12.7834 11.6536 

Year(N) 8 % 9 % 10 % 12 % 14 %  

 1 0.9259 0.9174 0.9091 0.8929 0.8772 

 2 1.7833 1.7591 1.7355 1.6901 1.6467 

 3 2.5771 2.5313 2.4869 2.4018 2.3216 

 4 3.3121 3.2397 3.1699 3.0373 2.9137 

 5 3.9927 3.8897 3.7908 3.5048 3.4331 

 6 4.6229 4.4859 4.3553 4.1114 3.8887 

 7 5.2064 5.0330 4.8684 4.5638 4.2883 

 8 5.7466 5.5348 5.3349 4.9676 4.6389 

 9 6.2469 5.9952 5.7590 5.3292 4.9464 

10 6.7101 6.4177 6.1446 5.6502 5.2161 

15 8.5595 8.0607 7.6061 6.8109 6.1422 

20 9.8181 9.1285 8.5136 7.4694 6.6231 

25 10.6748 9.8226 9.0770 7.8431 6.8729 
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 Hence, the number of periods and the interest rate per period must be adjusted to match as 
determined by the problem being solved. 

 With this background on the time value of money, compounding and discounting, and non-
annual periods, some of the tools for evaluating capital investments can now be discussed.    

 Capital budgeting evaluation methods 

 The next step is to choose an evaluation method that can be used to rank, accept, or reject 
investment alternatives. There are several methods for evaluating capital investment deci-
sions. Some of them are simple, while others are quite complex, requiring sophisticated math-
ematical analysis. Four methods will be discussed here. Listed in order of complexity they 
are: payback period, simple rate of return, net present value, and internal rate of return. 

 Two investment alternatives for BF&G are used to illustrate the capital budgeting evalu-
ation methods discussed in the following sections. The two alternatives are to purchase a 
self-propelled fertilizer applicator and to expand the grain storage and handling facility by 
250,000 bushels. The applicator costs $300,000 and the grain facility expansion costs 
$312,500. Both alternatives would be income-increasing investments and have initial cost 
outlays that are about equal. However, the net cash fl ows for the two alternatives are very 
different and are used to illustrate differences in the four capital budgeting methods.  

 Payback period 

 The length of time it will take an investment to generate suffi cient additional cash fl ows to 
pay for it is called the  payback period . This simple tool allows the agribusiness manager to 
compare investment alternatives and determine which will recoup its initial investment in 
the shortest period of time. Consequently, that alternative would be the most desirable. The 
formula to calculate payback period is simple:

        
Payback Period Investment Average Annual Net Cash Flow( ) ( )/

      The accept–reject criterion centers on whether the project’s payback period is less than or equal 
to a fi rm’s maximum desired payback period. If two projects have payback periods that are less 
than the maximum desired period, then the one with the shorter period is accepted. 

 For example, the new self-propelled fertilizer applicator BF&G is considering, which 
costs $300,000, has fl oatation tires, a GPS system, would reduce soil compaction, allow for 
site-specifi c application, and upgrade the services provided to producers. The fi rm plans to 
charge customers for the full cost of these applications plus a profi t margin. Estimated aver-
age annual net cash fl ows to the business before depreciation is estimated to be $149,200. 
(Note that since depreciation is a method of offsetting initial cost, it must be omitted in the 
calculation of the payback period.) A second investment alternative being considered is 
250,000 bushels of additional grain storage and grain handling equipment at a cost of 
$312,500. Estimated annual net cash fl ow before depreciation is $70,000.

        

Applicator Payback Period Investment g Annual Net Cas( ) / .Avg h Flohh w

149 2 year 2  years

Grain Storage

( )
= ( ) =$ ,3 / $( , /2 .0

PaPP yback Period Investment g  Annual Net Cash Flow( ) ( )
=

.Avg/ (
$3133 2 7 y 5 years, /5 $ ,7 .4/ year000( )
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 Generally, the shorter the payback period, the better the investment is rated. So it would 
appear from this simple method that the fertilizer applicator is the better alternative because 
it will pay for itself in two years, compared to 4.5 years for the additional grain storage. 

 The payback method only indirectly considers risk in the decision process. The payback prin-
ciple suggests that by accepting the project with the lowest payback, that project has the lowest 
risk. This is based on the investor desiring the cash fl ow as soon as possible due to the uncertainty 
involved in receiving the cash and the opportunity to reinvest that cash sooner with a shorter pay-
back period. Here, the manager is assumed to be comparing similar investment options and time 
is the primary risk factor under consideration. Thus, an investment that is repaid by cash fl ows in 
two years involves less risk than a project that pays back its original investment in 4.5 years. 

 The payback period method is widely used, partly because of its simplicity. But it ignores the 
length of life of the investment. In this example, the additional grain storage lasts for 20 years, 
while the applicator lasts only fi ve years with regular cash fl ows. Now, the decision is more com-
plicated and the payback period does not capture the difference in the life expectancy of the two 
investments. In such a case, a more sophisticated investment evaluation method is needed. Although 
this limitation is a serious drawback, when cash fl ow is critical, the payback method is useful. 

 In a somewhat similar limitation, the payback method ignores cash fl ows generated after 
the payback period. Hence, payback gives more weight to those investment alternatives that 
have the majority of cash fl ows generated early in the life of the project or investment 
alternative. Some investments may generate small cash fl ows early due to various startup 
costs, but the cash fl ow may increase over certain periods of the lives of alternative invest-
ments. These cash fl ows would be ignored when compared to an investment that generates 
the majority of its cash fl ow in the fi rst few years. 

 Plate 13.2    Extended hands
The payback period is the length of time it takes an investment to pay for itself. Photo courtesy of 
USDA Natural Resources Conservation Service.
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 Another weakness of the payback method is a failure to account for the time value of 
money. Thus, $1 of cash fl ow received three years from today is given the same “weight” in 
payback analysis as $1 received today. As discussed in the section on time value of money, 
cash fl ows received after one period need to be discounted. So if all the cash fl ows have 
equal value regardless of when they are received, the cash fl ows received in three years are 
overvalued relative to those received in one year. Other methods for evaluating investments 
have been developed to help address these limitations of the payback period.   

 Simple rate of return 

 The  simple rate of return  method refers to the profi t generated by the investment as a percent-
age of the investment. The most common variation of this method uses the average return and the 
average investment to give a more accurate analysis. The simple rate of return calculation is:

        
Simple Rate of Return ( )Average Annual Return ve age ves/ mAverage Investmentmm

 Simple rate of return is perhaps the most commonly used method of capital budgeting. This 
method considers net earnings over the entire expected life of the investment. It is easy to 
understand and is consistent with ROE goals imposed by management. In fact, many fi rms 
have estimated ROE standards that serve as a cutoff point for investment projects. Unless an 
investment proposal exceeds these minimal standards, it will not be seriously considered. A 
standard of 15 to 25 percent is common for many food and agribusiness fi rms. 

 To illustrate the calculations of the simple rate of return, the two investment alternatives 
BF&G is considering will be used. The net returns expected from this $300,000 applicator 
investment decline over its life because of increasing maintenance and repair costs. BF&G 
estimates that average net profi t after depreciation for the new applicator equals $89,200 and 
the calculations are shown in Table  13.5  . The average rate of return would be:

        

Simple Rate of Return Average Annual Return ve age ves/ mAverage Investmentmm

2 15

( )
= ( )$ ,89 / $ %59, )00 0

              BF&G would rank this investment alternative higher than those with returns under 59 percent.     
 Next, the cash fl ows from the additional grain storage and handling equipment are 

presented and the simple rate of return is calculated.      
 So, the simple rate of return for the fertilizer applicator is higher (59 percent) than the rate 

of return for the additional grain storage (35 percent). Consequently, if the simple rate of 
return is used to analyze the two investment alternatives, then the fertilizer applicator would 
be selected over the additional grain storage. However, the simple rate of return has limita-
tions much like the payback period method. 

 The chief limitation of the simple rate of return method is that it fails to consider the 
timing of cash fl ows. When the initial net cash fl ow is high, but falls off quickly, the situation 
is far different than when the initial net cash fl ow is low, but increases over time. A conse-
quence of this problem is that incorrect conclusions may be drawn because the method fails 
to consider that a dollar returned now is signifi cantly more valuable than a dollar of cash 
fl ow received several years later. Also, the simple rate of return is a rate and is infl uenced by 
the size of the investment. So, an investment project may be very small, but have a very high 
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 Plate 13.3    Applicator
Capital equipment, like this applicator, generates profi t for the agribusiness over time. Photo 
courtesy of USDA Natural Resources Conservation Service.

 Table 13.5      Self-propelled fertilizer applicator simple rate of return 
calculations  

 Year Net Cash Flow Before 
Depreciation (dollars)

Depreciation (dollars) 

1 150,000  60,000 

2 148,000  60,000 

3 146,000  60,000 

4 144,000  60,000 

5 158,000  60,000 

Total 746,000 300,000 

Average 149,200  60,000 

                       

Average Investment

Simple Rate of Return

=

=

$ $= ,,

Av

150 000

eragee e Net Cash Flow Average Depreciation−

=

Average Investment

$1499 60 000

000
59

, $200 ,

$ ,150
%=   
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simple rate of return. At the same time, a much larger project may have a lower simple rate 
of return, but generate far more dollars for the agribusiness.   

 Net present value 

  Net present value (NPV)  is the current, net value of an investment, taking the time value of 
money into consideration when evaluating costs and returns. As discussed earlier, the time 
value of money captures the fact that a dollar received now is worth more than a dollar 
received at some future date. In essence, net present value provides a measurement of the net 
value of a multi-year investment in today’s dollars. The net present value method uses the 
discounting formula discussed previously to value the projected cash fl ows for each invest-
ment alternative. The net present value model is set up as presented below:

         

NPV INV
P

1 i

P

(1 i

P V

Where:

NPV n

1 2P
= + +

+
+ + +

) ((1 i)+ )2
… NP

N
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et present value of the investment alternativee evv

INV intial investmentii

Pi net cash flows attributed to the investment

V

=
N tNNVVVV erminal or salvage value of the investment

N length of the planning horizontt

i interest rate or required rate of return, also called the cost of captial or discount ratreerrrr e

 Table 13.6      Expansion of the grain storage simple rate of return 
calculations  

 Year Net Cash Flow Before 
Depreciation (dollars)

Depreciation 
(dollars) 

 1 70,000  15,625 

 2 70,000  15,625 

 3 70,000  15,625 

 4 70,000  15,625 

 5 70,000  15,625 

 . . . 

 . . . 

 . . . 

20 70,000  15,625 

Total 1,400,000 312,500 

Average 70,000  15,625 

        

Average Investment ,

Av

=

=

$ $312,500 ÷312,500 = ,156 250
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 Initial investment 

 The  initial investment  refers to the initial amount the investor commits to the investment. 
It is important to ensure all the costs necessary to make the investment operational 
are included (i.e., freight, installation, sales taxes, modifi cations to buildings, etc.) as well 
as the cost of the asset. All of these costs may not occur in the initial period, so outlays 
that occur later must be refl ected in the periods in which they occur. Also, the trade-in or 
salvage value of a replaced asset should be subtracted from the purchase price of the new 
asset.   

 Net cash fl ows 

 For the net present value method, net cash fl ow from the business rather than 
accounting profi ts is used as the measure of returns.  Net cash fl ows  include all the cash 
infl ows and all the cash outfl ows for operating expenses and any other capital expenditures. 
In essence, net cash fl ow is the stream of cash the owner can withdraw from the 
investment. 

 Note that net cash fl ows are not the same as net income as reported on an income 
statement, because the accrual accounting method differs from the cash basis of 
accounting. And, a difference between net income reported on the income statement 
using the accrual accounting method and the net cash fl ow will very likely occur. 
This difference occurs because revenues and expenses reported on the income statement 
are assigned to the fi scal year in which they are earned or are incurred rather than when 
they are received or paid in cash. Annual depreciation and inventory changes are 
examples of income statement items that do not directly impact the cash fl ow. Only 
future net cash fl ows are relevant for inclusion in the net present value calculation. (Note 
that income taxes complicate the analysis a bit. While we will not address this topic 
here, the normal rule is to use after-tax cash fl ow fi gures and an after-tax discount 
rate.)   

 Terminal value 

 The  terminal value  for the investment is the residual value the investment is 
expected to have at the end of the planning horizon. For depreciable assets such as machin-
ery, this value is often called the salvage value. There could also be some appreciation in the 
value of the investment, which would result in capital gains at the end of the planning 
period.   

 Discount rate 

 The  discount rate  or cost of capital is the interest rate used in capital budgeting, which is the 
fi rm’s required rate of return on its equity capital. This was referred to earlier in this text as 
the opportunity cost (Chapter 3). The discount rate (i) used in capital budgeting consists of 
three components: 

   •    A risk-free interest rate  
   •    A risk premium  
   •    An infl ation premium    
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 The risk premium refl ects the riskiness associated with the expected net cash fl ow. The infl a-
tion premium refl ects the anticipated rate of infl ation. This rate should refl ect the rate of 
return that the fi rm expects to earn on its equity capital.   

 Planning horizon 

 A multi-year planning horizon is used for the investment in capital assets, because the assets 
generate cash fl ows for the fi rm for more than one year. A major factor that infl uences the 
length of the planning horizon is the productive life of the asset that is being purchased. 

 The acceptability of an investment depends on whether the net present value is positive 
or negative. The criteria used for decision-making are: 

   •    If the net present value exceeds zero, accept the investment  
   •    If the net present value equals zero, be indifferent  
   •    If the net present value is less than zero, reject the investment    

 Keep in mind that when the net present value exceeds zero the method implies that the 
investment is profi table; however, it is profi table relative to the required rate of return implied 
by the discount rate. Rejection of an investment, which is based on a negative net present 
value, implies that an alternative investment with the rate of return (discount) used in the 
analysis is more profi table than the investment being evaluated. 

 When several investments are being considered, all are income generating, and all have 
positive net present values, the size of the net present value is used as part of the decision 
criteria. In this situation, the investment with the largest net present value is most favored, 
with the next largest net present value second, etc. If the investment under consideration is 
cost reducing, then the projected cash fl ows would refl ect cash outlays (i.e., expenses). When 
cost-reducing investments are compared, the decision criteria are based on the minimum net 
present value of cash outlays. 

 Again, assume BF&G is considering two investment alternatives: the addition of the self-
propelled fertilizer applicator costing $300,000 and the expansion of the grain storage and 
handling facility costing $312,500. However, this time the net present value method will be 
used to perform the analysis. BF&G’s owners insist that additional investment alternatives 
return a minimum of 14 percent. Based on internal records from operating costs of current 
application equipment and the best estimates of customer response to additional service 
equipment, the net cash infl ows shown in Table  13.7   are expected from the new custom 
applicator. 

 The net cash infl ow generally declines each year because of increased maintenance and 
repair costs as the equipment gets older. Taking this pattern of cash fl ows and the time value 
of money into consideration, there is a different present value associated with each year. The 
net present value of the investment is shown in Table  13.8  . 

 The present value of the cash fl ows for this investment using a 14 percent discount rate is 
$305,351.60, which is considerably more than the $300,000 cost of the investment, so the 
NPV is positive. This means that the investment will meet the owners’ 14 percent cost of 
capital criterion, since the NPV is $5,351.60. 

 The present value of the cash fl ows for the additional grain storage ($54,375) using a 14 
percent discount rate is $360,131. This amount is calculated by multiplying the annual net 
cash fl ow series of $54,375 by the discount factor from Table  13.4  for 14 percent and 20 
years, which equals 6.6231. Since the net present value of the annual series of net cash fl ows 
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is more than the investment cost ($312,500), the NPV is positive for the grain storage invest-
ment alternative as well. This means the grain storage expansion investment also meets the 
owners’ 14 percent criterion, since the NPV is $47,631. 

 The net present value method of investment analysis has several advantages. First, it 
deals with cash fl ows rather than accounting profi ts. Second, the method is sensitive to the 
actual timing of the cash fl ows resulting from the investment. Third, the time value of money 
enables the user to compare benefi ts and costs in today’s dollars. Finally, because invest-
ments are accepted if a positive net present value is calculated, the acceptance of an invest-
ment will increase the value of the fi rm. That is consistent with the goal of managers to 
maximize shareholders’ wealth. 

 One disadvantage of the net present value method results from the need for detailed, long-
term forecasts of cash fl ows. These forecasts over long time periods are just that, forecasts. 
So, there is considerable pressure on the manager to forecast cash infl ows and outfl ows as 
accurately as possible.    

 Table 13.7      Net cash infl ows for the self-propelled 
applicator investment  

 Year Net Cash Infl ow (dollars) *  

1 90,000 

2 88,000 

3 86,000 

4 84,000 

5 98,000  *  *   

  Notes:  *  The net cash infl ow is the excess of cash revenue 
over cash expenses attributed directly to the investment. 
Depreciation and other noncash expenses are excluded.   
  *  *  Includes $16,000 from sale of the applicator when 
scrapped.  

 Table 13.8      Net present value for applicator investment with 14 per cent 
discount factor  

 Year Net Cash Infl ow 
(dollars)

14 Percent Discount 
Factor (dollars)  * 

Present Value 

1 90,000 0.8772 = $78,948.00 

2 88,000 0.7695 = 67,716.00 

3 86,000 0.6750 = 58,050.00 

4 84,000 0.5921 = 49,736.40 

5 98,000 0.5194 = 50,901.20 

Total Present Value $305,351.60 

Initial Investment in 
Applicator

$300,000.00 

Net Present Value  $5,351.60 

  Note:  *  see Table  13.2 .  
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 Internal rate of return 

 The same equation used to calculate the net present value of an investment can be used to 
determine the  internal rate of return (IRR)  for the investment. The internal rate of return 
is called by various names: discounted rate of return, marginal effi ciency of capital, yield, 
etc. However, it is essentially the discount rate that equates the net present value of the pro-
jected net cash fl ows to zero. 

 To calculate the internal rate of return for an investment, set up the net present value 
model as outlined above. Determine the projected cash fl ows and set the net present value to 
zero, then solve for  i  as shown below:
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 The discount rate that satisfi es this equation is the internal rate of return. 
 To illustrate this method, let’s fi nd the internal rate of return for an investment that 

requires a $1,000 initial investment and yields a $1,200 cash payment one year in the future. 
The IRR model is set up as shown below:
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 So, the IRR for this investment is 20 percent. 
 When the planning horizon exceeds one year, the procedure is essentially a trial-and-error 

approach to determine the discount rate that will yield a zero net present value. Today, 
spreadsheets are used to determine the IRR given the complexity of the calculation. 

 Investments can be ranked and accepted or rejected on the basis of their internal rates of 
return. The ranking is based on the relative sizes of the internal rates of returns, with the 
largest being the most favored. The acceptance of each investment depends upon the com-
parison of its internal rate of return with the investor’s required rate of return. Acceptability 
is based on the following decision rules: 

   •    If the internal rate of return exceeds the required rate of return, accept the investment.  
   •    If the internal rate of return equals the required rate of return, be indifferent.  
   •    If the internal rate of return is less than the required rate of return, reject the 

investment.    

 Since the net present value of the applicator is positive using the 14 percent rate of return, the 
project is acceptable. However, in order to compare the project to other projects being con-
sidered, the internal rate of return is needed. The trial-and-error approach is used to calculate 
the net present value for the self-propelled fertilizer applicator for BF&G. A discount factor 
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of 15 percent is used and the net present value is calculated to be – $1,897.40 (Table  13.9  ), 
which is negative, but closer to 0 than the net present value for 14 percent. Hence, the internal 
rate of return is slightly below 15 percent. In fact, the exact IRR for the fertilizer applicator 
is calculated using a fi nancial calculator and is determined to be 14.7336 percent. 

 So, the applicator project is an acceptable project, but to determine if the applicator 
project should be selected by management, the IRRs for other projects being considered by 
BF&G would need to be calculated and compared to that of the applicator. The project that 
satisfi es the required rate of return criterion and has the highest IRR should be selected. 

 Using a fi nancial calculator, the calculated IRR for the grain storage expansion alterna-
tive is 16.5925 percent. So, the additional grain storage would be selected over the self-
propelled fertilizer applicator investment alternative when the IRR method is used. However, 
recall the opposite was the case when the payback and simple rate of return methods were 
used to analyze the investment alternatives.   

 Comparing net present value and internal rate of return 

 The net present value and internal rate of return methods are closely linked because each 
uses the same discounting procedure. However, the net present value method requires a 
specifi ed discount rate, while the internal rate of return method solves for the discount rate 
that yields a zero net present value. 

 The IRR method gives the same ranking of investments as the NPV method under most 
circumstances. Although both methods account for differences in the time pattern of cash 
fl ows, occasional differences in ranking can arise because of different assumptions about 
the rate of return on reinvested net cash fl ows. The IRR method implicitly assumes that net 
cash infl ows from an investment are reinvested at the same rate as the internal rate of return 
of the investment under consideration. The NPV method, on the other hand, assumes 
that these funds can be reinvested to earn a rate of return that is the same as the fi rm’s 
discount rate. 

 Which reinvestment is more realistic? The NPV rate has the advantage of being consist-
ently applied to all investment proposals. Also, the NPV rate may be more realistic if the 

 Table 13.9      Net present value for applicator investment with 15 per 
cent discount factor  

 Year Net Cash Infl ow 
(dollars)

15 Percent 
Discount Factor

Present Value 
(dollars) 

1 90,000 0.8696 = 78,264.00 

2 88,000 0.7561 = 66,536.80 

3 86,000 0.6575 = 56,545.00 

4 84,000 0.5718 = 48,031.20 

5 98,000 0.4972 = 48,725.60 

Total Present Value 298,102.60 

Initial Investment in 
Applicator

300,000.00 

Net Present Value –1,897.40 
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discount rate is determined by the opportunity cost of capital. On the other hand, the internal 
rate of return from each investment alternative can be compared against a common required 
rate of return. The internal rate of return also represents profi tability in percentage terms, 
which is often preferred by business managers, even though the increases in wealth measured 
by the net present values more directly refl ect the objectives sought by the fi rm. In the end, 
both approaches provide useful insights into the evaluation of capital investment decisions.    

 Summary 

 Capital investment decisions are among the most important decisions made by management. 
Their impact is long range and greatly impacts the fl exibility of the business. Professional 
managers approach these decisions in a systematic way by fi rst identifying the problem, then 
summarizing the facts, analyzing the alternatives, taking action, and evaluating results. The 
procedure for evaluating investment choices is called capital budgeting. 

 Four methods for evaluating capital investment decisions are discussed in this chapter. 
Listed in order of complexity, the four methods are the payback period, simple rate of return, 
net present value, and internal rate of return. 

 Simplistic approaches such as the payback period and simple rate of return are widely 
used methods for making investment decisions. However, the methods may lead to incom-
plete or even inconsistent conclusions. By recognizing the time value of money and using 
the net present value method or the internal rate of return method, managers can get a more 
realistic assessment of investment alternatives.   

 Discussion questions 

    1.   Why are capital investment choices so important to the agribusiness manager? Why are 
these decisions more complex than most operating decisions?  

  2.   What are the advantages and the disadvantages of the payback period method of evalu-
ating capital investments?  

  3.   What information is needed to calculate the simple rate of return? What are the advan-
tages and disadvantages of this method of evaluating capital investments?  

  4.   Why is net cash fl ow used in the net present value method rather than net income from 
a pro forma income statement prepared using accrual accounting?  

  5.   Which type of business would likely have a higher cost of capital, a small biotechnology 
company, or a large food retailer? Why?  

  6.   What are the advantages and disadvantages of NPV and IRR for evaluating capital 
investments? Why are these approaches superior to the payback period and simple rate 
of return approaches?  

  7.   What are the similarities and the differences between the net present value method and 
the internal rate of return method?      

 Case study: Perfect Choice packing plant 

 Perfect Choice packing plant packs and ships apples and stores fruit for area growers. John 
Bradley, Perfect Choice’s new manager, was being pressured by the owners to evaluate 
several possible changes in the business, including a major upgradng of the packing line. 
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Perhaps you can help John by applying some of the decision tools discussed in this chapter 
to the decisions he faces. 

 Perfect Choice has the option of signifi cantly upgrading their plant by adding electronic 
sizing and sorting equipment. The cost of this equipment is $400,000, with an expected life 
of fi ve years. Equipment of this nature is not expected to have an appreciable salvage. There 
will be signifi cant labor savings involved. Initially, the new equipment will require little 
maintenance and repair, but as it gets older, the cost of maintenance will go up sharply. 
Generally, Perfect Choice’s owners and management feel that a 12 percent return should be 
expected from any new investment project before it can be undertaken. Expected net returns 
before depreciation resulting from the investment and estimated depreciation expenses are 
shown in Table  13.10  .  

 Questions 

    1.   Initially, before any calculations, what is your general reaction? Should Perfect Choice 
invest in the new equipment?  

  2.   What is the payback period for this investment?  
  3.   What is the simple rate of return for this investment?  
  4.   What is the net present value of this investment, using the 12 percent minimum return 

required by the owners?  
  5.   What are the limitations of each of these approaches?  
  6.   In the fi nal analysis, do you believe this investment project would be good for Perfect 

Choice? Why or why not?  
  7.   Using a fi nancial calculator or spreadsheet, determine the internal rate of return for the 

investment.         

 Table 13.10      Estimated net profi t and depreciation expense for new 
sizing equipment  

    Net Profi t         

  Year    Before Depreciation (dollars)    *    Depreciation (dollars)  

1 250,000 80,000 

2 225,000 80,000 

3 200,000 80,000 

4 150,000 80,000 

5 135,000 80,000 

   * Net Profi t here includes only cash infl ows and outfl ows.   
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Plate Part V Production Process
Operations and logistics: this section explores plans and processes for getting products and serv-
ices developed, produced, and delivered. Photo courtesy of USDA Natural Resources Conservation 
Service.



 

 14   Production planning and 
management     

 Objectives 

     •    Develop an understanding of operations management, including the defi nition, back-
ground, and current issues in the area  

   •    Discuss some of the unique characteristics of agricultural commodities and products as 
they impact operations management and production planning  

   •    Summarize the key elements involved in plant and facility location decisions  
   •    Identify some of the factors to consider in determining the capacity of a plant or 

facility  
   •    Differentiate between process, product, hybrid, and fi xed-position facility layouts  
   •    Understand the key elements of job design      

 Introduction 

  Operations management  refers to the direction and control of the processes used by food 
and agribusiness fi rms to produce goods and services. In the past, operations management 
was concerned primarily with manufacturing in factories. Today we recognize that service 
managers in supermarkets, fi nancial institutions, web-based industries, and agribusiness 
consulting fi rms have the same questions and considerations of job design, location choice, 
facility design, purchasing, transportation, and scheduling as does the manufacturing sector. 
Operations management for food and agribusiness fi rms can be broken into two distinct 
areas: (1)  production planning  and (2)  supply chain management . Chapter 14 is devoted 
to production planning as it pertains to both agribusiness service and manufacturing fi rms, 
while in Chapter 15 we look at the related area of supply chain management in the food and 
agribusiness industries. 

 Modern operations management begins with the work of Frederick W. Taylor, who intro-
duced the concept of  scientifi c management  in the early 1900s. Taylor observed and stud-
ied production focusing on workers, the methods of work, and the wages paid for increased 
output. From these observations, Taylor developed a basic set of tenets for scientifi c man-
agement, using his scientifi c or analytical approach. Taylor believed in the following: 

  1.   A standardized set of procedures that were to be used for a job each time it was 
performed  

  2.   Determination of the most effi cient procedures for each job through scientifi c compari-
son tests  
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  3.   Careful screening, hiring, and training of workers to match them with the most appro-
priate job  

  4.   A functional division of labor that would allow each person to perform the most suitable 
task in the production process, with management and workers jointly devising the best 
system for the division of labor    

 A period of extensive research on operations management followed Taylor’s early work. 
The development of modern computers in the 1940s further advanced operations manage-
ment. Although the fi rst machines were both expensive and diffi cult to use, they greatly 
magnifi ed the scope of numerical computations and quantitative models. George Dantzig 
introduced linear programming in the 1940s, a mathematical technique that determines the 
most profi table allocation of resources in situations such as transportation, least cost feed 
rations, and crop acreage allocations. Production scheduling models and critical path meth-
ods were developed in the 1950s. During the 1960s, computer simulations were developed, 
and the 1970s saw the introduction of a powerful materials management system called  mate-
rials requirement planning (MRP).  The 1980s and 1990s saw the incorporation of robot-
ics, fl exible-manufacturing systems, and computer integrated manufacturing systems into 
the operations management arena. More recently, information technology has further 
advanced in operations management, and is now known as  enterprise requirement plan-
ning (ERP) . ERP systems connect a fi rm’s manufacturing systems with other areas such as 
fi nance, customer relationship management, human resources, and supply chain manage-
ment, integrating internal and external information across the entire organization. 

 The  production planning  aspect of operations management includes a wide range of 
decisions and activities including: 

   •    Devising a quality program  
   •    Locating a plant  
   •    Choosing the appropriate level of capacity  
   •    Designing the layout of the operation  
   •    Deciding on the process design  
   •    Specifying job tasks and responsibilities    

 The  supply chain management  function of operations management is discussed at length 
in the next chapter. Since both production planning and supply chain management are inte-
gral parts of operations management, they must be considered in tandem. Supply chain man-
agement in operations management consists of an equally wide range of decisions and 
activities including: 

   •    Aggregate production planning  
   •    Production scheduling  
   •    Purchasing of materials for production  
   •    Management of the various types of inventories  
   •    Transportation management  
   •    Distributing the fi nished goods or services    

 Operations management involves a system of interrelated activities and players as shown in 
Figure  14.1  .  Suppliers  provide the inputs to the system. Timely delivery of high-quality 
inputs infl uences all activities in the system.  Inputs  consist of the human resources (skilled 
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workers and managers), capital (equipment), materials, information, and energy required to 
produce the desired  outputs . The conversion or  transformation  of inputs into outputs 
involves the system of facilities, processes, and procedures by which goods and services are 
produced.  Customers  purchase the outputs from the system, and their feedback to the rest 
of the system is essential in generating and designing new products and services. Finally, 
managers make decisions and obtain feedback on those decisions to make the total 
production system fl ow smoothly. One key distinction is that production management 
focuses on optimizing the management of the fi rm’s conversion process, while supply chain 
management seeks to optimize activities among the value chain, from the suppliers to the 
customers. 

 For example, a dairy begins with raw milk and can produce a variety of milk, cheeses, ice 
cream, and other products. The technology in a dairy is quite different from the technology 
used to sell crop protection chemicals and provide agronomic services, yet the problems of 
scheduling, controlling, storing, shipping, and general management of the two processes are 
quite similar. Other examples are shown in Table 14.1.   

    Figure 14.1      Operations management system   

Suppliers Customers

Inputs
Materials
Capital
Equipment
Personnel
Information
Energy

Outputs
Finished goods

and services

Operating managers

D
ec

is
io

ns

F
ee

db
ac

kFeedback

D
ecisions D

ec
is

io
ns

Fe
ed

ba
ck

Conversion
Manufacturing
  operations
Service
  operations

 Table 14.1      Examples of production systems and components  

 Manager Suppliers Inputs Conversion Outputs Customers 

Restaurant 
Manager

Food Distributors
Meat Suppliers
Equipment Mfrs
Packaging

Meats
Vegetables
Food Servers
Utensils
Equipment

Cooking Meal 
Preparation
Serving

Prepared
Foods
Satisfi ed
  Customers

Hungry Diners 

Crop Farm 
Producer

Equipment Dealer
Seed Firms
Chemical Mfrs

Land
Labor
Equipment
Seed
Chemicals
Fertilizer

Tilling
Planting Spraying
Harvesting

Fruits
Vegetables
Grains

Food Processors
Ethanol Plants
Livestock Farms
Exporters 
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 Issues in operations management 

 Whereas cost and effi ciency were once the main issues of operations managers, fi ve issues 
concern operations management for the food and agribusiness sectors: 

  1.   The growing service sector  
  2.   Time-based competition  
  3.   Productivity improvement  
  4.   Global competition  
  5.   Quality     

 The growing service sector 

 Operations management was once simply known as production management because of its 
focus on the manufacturing sector. However, the service sector is now the fastest growing 
sector of the U.S. economy, comprising roughly 62 percent of U.S. GDP (U.S. Department 
of Commerce  2011 ). There are, of course, differences between manufacturing and service 
organizations, but the differences are shrinking as techniques for managing manufacturing 
fi rms fi nd their way to service fi rms and vice versa. Some characteristics that distinguish the 
two sectors are shown in Table 14.2. 

 Goods producers are distinguished from service producers because their products are 
physical, durable, and can be inventoried. Service fi rms produce intangibles — ideas, infor-
mation, performances, etc. Some service organizations like restaurants typically produce a 
good and a service — food and service. Many farm supply retailers not only provide quality 
products, but also services such as product information, delivery, product assembly, and 
credit. Service providers, unlike manufacturers, tend to have high levels of customer contact, 
and response time to customers is often measured in minutes, rather than days and weeks for 
goods producers. 

 Goods producers tend to serve regional or even international markets whereas services 
tend not to be able to be shipped. Rather, service producers tend to locate near the customer 
(although this is changing with web services like Amazon). Quality is more easily measured 

 Table 14.2      Characteristics of goods producers and service providers  

 More Like a Goods Producer More Like a Service Provider 

Physical, durable product Intangible, perishable product 

Output can be inventoried Output cannot be inventoried 

Low customer contact High customer contact 

Long response time Short response time 

Large facilities Small facilities 

Capital intensive Labor intensive 

Quality easily measured Quality not easily measured 
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with goods producers as it can be measured and tested. Quality in service producers is dif-
fi cult to measure because it is measured on intangibles such as customer perceptions, com-
munications, and time, each subjective in nature.   

 Time-based competition 

  Time-based competition  is competing for customers and market share using the dimension 
of time as a source of competitive advantage. Quicker response to changing customer needs 
is one example of time-based competition. Technological innovations, especially with the 
Internet, have enabled fi rms to compete on the basis of time. Global competition and higher 
expectations by consumers are other reasons. Agribusinesses are reducing the time it takes 
to develop and introduce new products or services. As well, they are responding faster to 
customer orders, deliveries, service needs, and problems.   

 Productivity 

  Productivity  can be defi ned as the dollars (or quantity) of output (goods and services) pro-
duced divided by the dollars (or quantity) of resources (materials, wages, equipment cost) 
used. Productivity is the prime determinant of a nation’s standard of living because employee 
wages are generally determined by the productivity of human resources. Part of the concern 
over productivity has arisen because of the shift to a service-oriented economy. Many econ-
omists believe that it is more diffi cult to achieve the same improvements in productivity for 
the service sector as can be achieved in the manufacturing sector. 

 From 1948 to 2008, agricultural productivity has been about half of the productivity of 
the non-farm sector (Ball  2010 ). Between 1948 and 2008, U.S. agricultural output grew at 
the average annual rate of 1.6 percent compared to 3.6 percent for the non-farm sector. 
Moreover, the growth rate of productivity in agriculture has varied tremendously. Some 
speculate that U.S. agriculture is losing its competitive advantage. Reasons cited include the 
increasing use of marginal land, real increases in prices for water and energy, increased 
regulations for pesticide and chemical use, increased regulations for confi ned animal feeding 
operations, and the lagged effects of decreasing real investment in agricultural research as a 
public good. 

 Labor productivity in the retail food industry has increased moderately, but erratically, 
because of extensive mechanization and technological improvements. Technological 
improvements in supermarkets include computer-assisted checkouts and data processing. 
New store concepts (i.e., food warehouses) that provide fewer services (and less labor inputs) 
have also increased productivity. But productivity has also declined with some food retailers 
because they have implemented expanded services, such as salad bars, delicatessens, and 
in-store bakeries that require more labor. Some eating and drinking establishments have also 
experienced declining productivity rates because of enhanced customer service and longer 
store hours (generating revenues that are marginally higher than input rates).   

 Global competition 

  Globalization  is affecting the operations management of agribusiness. As noted in Chapter 
5, trade is critical to this nation’s agricultural economy. About 34 percent of U.S. agricul-
tural production is exported and imports account for a varied, but growing share of U.S. 
consumption of agricultural products (World Agricultural Outlook Board  2011 ). Exports of 
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U.S. agricultural products (including foods, feeds, and beverages) were roughly $108 billion 
in fi scal 2010. Operations managers must factor the effects of globalization into their deci-
sion-making. Decisions such as determining where to place a new production plant are more 
complex as countries with promising markets and/or low cost inputs should be considered. 
As well, decisions on the size or capacity of a plant must factor in the potential rapid growth 
of exports. Exported products may require modifi cation to fi t the needs of a different con-
sumer; therefore, plant layouts and equipment must be fl exible. Also, domestic markets no 
longer imply domestic competitors. For example, seven of the top 30 food retailers in the 
U.S. are affi liates of foreign-owned retailers. Operations managers in retail food operations 
must determine how to positively respond to these new competitors from abroad.

            Quality 

 High-quality products and services at reasonable prices have been the source of success for 
many food and agribusiness fi rms, but the importance of  quality  has escalated with increased 
competition. The results of poor quality are often increased costs of production and lost 
market share. Furthermore with food products, quality is also associated with expectations 
of food safety. Concerns over an e-coli breakout can affect sales for entire industries as the 
UDSA and FDA try to identify the source. 

 For today’s operations managers, a key challenge is to provide top-quality products or 
services effi ciently. But “quality” without reference is a nebulous term. Like “comfort” and 

 Plate 14.1    Fresh produce
Timeliness in the delivery of seasonal products requires effi cient production, foreman processing, 
and delivery. Photo courtesy of USDA Natural Resources. Conservation Service.
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“beauty,” everyone has his or her own idea of what “quality” is. It becomes the manager’s 
job to understand what type or level of quality their customers expect, want, and need. 
Quality is a factor that must be present to market any product, but the issues include what 
kind of quality and how much quality. From a planning perspective, managing that quality 
is a critical element in any successful food and agribusiness operation. 

 These types of issues, including a new defi nition of convenience, the number of choices 
available, and an overriding demand for value in purchases has placed unprecedented 
demands on operations managers. The challenge for the operations manager is to ensure that 
quality is effectively delivered consistently, at a price buyers are willing to pay. 

 The defi nition of quality may differ depending upon to whom one is talking. Consumers 
typically defi ne quality as  fi tness for use . Currently, many companies have come to interpret 
fi tness for use as “meeting or exceeding customer expectations.” Consumers also tend to talk 
about  value , or how well the product or service meets its intended purpose at the price the 
consumer is willing to pay. On the other hand, manufacturing managers offer a different 
quality defi nition:  conformance to specifi cations . 

 Fitness for use and conformance to specifi cations provides the fundamental basis for 
managing operations to produce quality products. Marketing and design’s role is to under-
stand customer needs and then to translate those needs into appropriate specifi cations for 
goods and services. With these specifi cations, it is up to the manufacturing or service opera-
tion to ensure that the specifi cations are met or exceeded. Poor communication between 
marketing, design, or operations can result in inferior quality. 

 What are the implications of good-quality products and services? From a marketing 
standpoint, higher quality can increase profi ts and/or market share. One important aspect of 
market share is attracting and retaining customers. A recent study revealed that of the cus-
tomers who make complaints, more than half will give the fi rm a second chance if the com-
plaint is resolved. The fi gure jumps to 95 percent if the complaint is resolved in a timely 
manner. Higher profi ts are realized because high-quality products and services can typically 
be priced higher than comparable, but lower-quality products. 

 From a cost standpoint, defective products or services can increase the costs of produc-
tion. Production costs related to quality include the following: 

  1.   Prevention costs  
  2.   Appraisal costs  
  3.   Internal failure costs  
  4.   External failure costs    

  Prevention costs  are the costs associated with stopping defects before they happen. 
 Appraisal costs  are incurred in monitoring the quality level of products and services during 
the course of production.  Internal failure costs  are the costs that are generated during the 
production and/or rework of defective parts and services. Finally,  external failure costs  are 
incurred when the product or service fails once it is in the consumer hands. 

 Since the 1980s, food and agribusiness fi rms have made signifi cant improvements in their 
product and service quality, which have enabled many to gain a signifi cant advantage over 
competitors. Today’s emphasis on Six Sigma programs to identify defects can be traced to 
the total quality management movement of the 1980s. 

 In the food industry,  hazard analysis critical control point (HACCP)  has become an 
important, recognized food safety program. It has gained rapid acceptance as the result of the 
public and legislative demands for increased food safety protection. Also, the increased 
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global sourcing of raw materials and distribution of food products has also driven the need 
for a standard food safety program that is acceptable by the international community. 

 HACCP’s basic premise is focused on the prevention of food safety problems rather than 
controlling them. Although HACCP is primarily helpful in the processing of safe food, it is 
also applicable to raw materials suppliers. The benefi ts of HACCP include reducing the risk 
of manufacturing and selling unsafe products, an increased awareness of hazards in the 
workplace, and better product quality. The HACCP system consists of seven principles, 
which describe how to establish, implement, and maintain the system in an operation. The 
principles are outlined below: 

  1.   Conduct a hazard analysis. Prepare a list of steps in the process where signifi cant haz-
ards occur and describe the preventative measures.  

  2.   Identify the Critical Control Points in the process.  
  3.   Establish Critical Limits for preventative measures associated with each identifi ed 

Critical Control Point.  
  4.   Establish Critical Control Point monitoring requirements. Establish procedures from the 

results of monitoring to adjust the process and maintain control.  
  5.   Establish corrective actions to be taken when monitoring indicates a deviation from an 

established critical limit.  

 Plate 14.2    Strawberries
Seasonality and perishability of agricultural products present real challenges for operations and 
logistics managers in the food and agribusiness markets. Photo courtesy of USDA Natural 
Resources Conservation Service.
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  6.   Establish effective record-keeping procedures that document the HACCP system.  
  7.   Establish procedures for verifi cation that the HACCP System is working correctly.       

 Unique issues with agricultural products 

 Special problems inherent in the production of agricultural products infl uence many of the 
decisions involved in operations management including the choice of plant location, method 
of transportation, and scheduling. Two such problems are  seasonality  and  perishability . (A 
more complete list of these factors was presented in Chapter 1.) 

 Agribusiness supply fi rms are engaged in highly seasonal production processes. 
During the peak planting and harvesting seasons, facilities are often strained to the utmost to 
produce the services and products producers need to utilize in a very short period of time. 
While the manufacture and processing of farm supplies is scheduled as evenly as possible 
throughout the year to maximize effi ciency, lack of suffi cient storage to accommodate 
peak season needs places tremendous pressure on production facilities as they struggle to 
keep up. 

 Perishability is in some ways related to the problem of seasonality. Of course, fruits and 
vegetables are highly perishable and must be processed quickly to prevent spoilage. At the 
same time, some of these products are so highly seasonal that processors, canners, freezers, 
and packers are left with virtually idle facilities after a peak season. Some industries have 
evolved successful ways of counteracting this dual problem and the tomato industry is one. 
Storing tomatoes in aseptic, non-refrigerated, stainless steel vats effectively eliminates prob-
lems of deterioration. Operations that produce tomato products are now able to run consist-
ently for 12 months of the year without fear of spoilage, thus reducing costs during the peak 
season and increasing productivity in the off-season. Fresh tomatoes can be shipped across 
the country in aseptic railroad cars, which produces signifi cant savings in transportation 
costs. 

 Yet another typical problem of agricultural products is  bulk ; the costs for shipping bulky 
loads of oranges from Florida to the Pacifi c Northwest can be extremely high. Handlers must 
also wrestle with the physical problems of storing bulky products as they await processing 
or shipping. As with most such problems, this diffi culty is also refl ected in costs. 

  Variability in quality and quantity  must still be managed in the agricultural industry 
although consumer demand for consistency has had signifi cant impacts in this area. 
Processors, canners, and freezers of lobster and shrimp, for example, must weigh and dif-
ferentiate among fi sh of unequal quality. Apples and other fruits are sorted using near infra-
red technology on the basis of size, shape, and color. Eggs and milk must be graded, as are 
many other products. In some cases, product weights must be standardized to fi t certain-size 
packages or selling weights; this can sometimes produce waste. 

 A fi nal diffi culty experienced in the production of agricultural products is  variation in 
value . Price effi ciency demands that production managers manufacture outputs with the 
highest possible value consistent with the costs of production. A dairy processor may fi nd 
that cheese has a higher market value than milk for table consumption; but if its value is only 
one-third more than that of milk, and it requires twice the production cost, then price effi -
ciency tends to favor producing the milk. Because there is such a wide variety of value in 
agricultural products (in different cuts of beef, for example) this is an important area 
for agribusinesses to explore. This infl uences decisions related to product mix, which were 
discussed earlier in Chapter 7.   
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 Location 

 Manufacturing fi rms in the U.S. typically build more than 3,000 new plants each year and 
expand 7,500 others. The decision to locate a plant is a strategic decision that will have a 
lasting impact on issues such as operating costs, the price at which goods and services can 
be offered, and a company’s ability to compete in the marketplace. A classic example is the 
beef meat packing industry. In the 1960s, meat packers were located in major railway cities 
where live cattle were shipped and high wages were paid. As well, the packing plants were 
old, multi-story buildings that did not operate at full capacity because of inconsistent supply. 
Meat packers new to the industry saw the opportunity to reduce costs and increase produc-
tivity by locating processing plants near cattle production feedlots and employing low-skilled 
operators in highly mechanized plants. 

 Another example — have you ever wondered why White Castle locates its eating estab-
lishments near manufacturing plants? White Castle’s strategy is to segment the market and 
cater specifi cally to a target population of blue-collar workers and away from other com-
petitors such as McDonald’s. These two examples illustrate how important inputs (cattle and 
labor) and customers are to the success of a fi rm. Thus, location of the plant is a strategic 
choice, and many factors that infl uence choice of location should be considered when making 
these decisions. The following sections outline current location trends in the U.S. followed 
by factors that affect location decisions.  

 Signifi cant U.S. trends 

 Geographic diversity, locating plants in nonunion states, and the competition among states 
to develop industries are three of the more important trends currently affecting plant loca-
tion. Industries were once concentrated in certain geographic regions. For example, most 
automobile manufacturing was once in Michigan. Today, geography and distance are becom-
ing less relevant for many location decisions. Why? Both transportation and communication 
technologies have improved dramatically. Telecommunications (voice and data) are ena-
bling business fi rms to conduct business across the globe. Also, wage differentials between 
regions of the United States are gradually disappearing; e.g., in 2010, production workers in 
the south earned around 80 percent of what workers in the northeast. 

 A second trend is that more service and manufacturing fi rms are relocating to the nonun-
ion states, many of which are in the south. Many fi rms are moving operations to the south, 
because of lower relative labor costs, less unionism, and a perceived stronger work ethic. Of 
course, a milder climate is also a factor, as is a population shift towards the south (as baby 
boomers are retiring); e.g., dairy farming has shifted to the Sunbelt states of Texas, New 
Mexico, Idaho, and California. Today, more milk is produced in California than in 
Wisconsin. 

 The third U.S. trend is that state and local governments are enticing fi rms to locate in their 
areas by offering generous  tax and incentive packages . These economic development 
packages may include items such as special loans for machinery and equipment, state match-
ing funds, state-sponsored employee hiring and training programs, and tax exemptions on 
corporate property, or excise taxes. Governments offer these incentives since bringing busi-
ness to the town, county or state may help boost the economy in the long run. However, there 
is a concern that the state incentives promote wasteful competition among units of govern-
ment, as they later struggle to provide for infrastructure, schools, etc. to support the new 
plants and their employees.   
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 Factors affecting location decisions 

 When food and agribusiness managers choose a site for their facilities, they consider many 
factors. Of course, the relative importance of any factor is dependent on the type of product 
or service produced, plant size, plant type, environmental restrictions, and geographic loca-
tion. Six of the more important factors in fi rm location include: 

  1.   Proximity to raw materials and suppliers  
  2.   Location of markets  
  3.   Labor climate  
  4.   Agglomeration  
  5.   Taxes and incentives  
  6.   Proximity to other company facilities      

 Proximity to raw materials and suppliers 

 Agribusinesses may wish to have  proximity to raw materials and suppliers  — especially if 
one major raw material input is needed and that input is costly to ship in its raw state. 
Examples of food and agribusinesses very dependent on sources of supplies include canning 
industries, corn processors, and meat packers. In the beef meat packing industry for exam-
ple, cattle would be bulky and costly to ship from Nebraska to New York, so they are slaugh-
tered near fi nishing feedlots and shipped long-distance in the more manageable form of 
boxed beef. By locating near cattle feedlots and lower-wage markets, meat packers have 
seen industry cattle kill-costs cut by 50 percent and plant utilization rates increased to about 
90 percent compared to the 60 percent industry average of that time. 

 Agricultural industries that transport large volumes of material, often perishable, must 
also consider locating where bulk transportation resources are available. Most of the large 
grain elevators are located on either large water or rail systems. Thus, fi rm location attempts 
to minimize both the costs of production and transportation of raw materials and suppliers.   

 Location of markets 

 There is an old real estate adage that states the three most important factors in real estate are 
location, location, and location.  Location of markets  is especially important to retailers 
because customers will often not travel long distances to buy from a retailer. Agricultural 
goods that are bulky, perishable, or heavy can receive higher prices if they are located near 
markets because of higher quality, better service, and lower transportation costs. 
Agribusinesses that produce inputs for other fi rms often locate facilities near these buyers to 
minimize distribution costs and to provide better service. 

 Locating near markets is very important for service fi rms. Equipment manufacturers have 
found that aftermarket (replacement) parts sales and service requires relatively close loca-
tions to markets because producers will only drive limited distances for parts and services. 
Rather than maintaining full dealerships, manufacturers are locating satellite service facili-
ties near these markets to provide for aftermarket parts, sales, and service.   

 Labor climate 

 In a survey and interview of fi rms on factors considered in locating a new manufacturing 
plant in the United States, 76 percent of the respondents indicated that a favorable labor 
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climate was a dominant factor (Schmenner  1993 ). Labor factors such as wage rates, worker 
productivity, training requirements, attitudes toward work, and union strength are also 
important considerations. One other such factor is the availability of qualifi ed labor. Food 
and agricultural companies that require a great deal of research may fi nd it advantageous to 
locate near a large land-grant university where highly skilled, technical resources are con-
centrated. In the meat packing industry example, meat packers located in unfavorable labor 
climates and agreements were at a competitive disadvantage because wages and benefi ts 
could be as much as 40 percent higher than a competitor’s.   

 Agglomeration 

  Agglomeration , another factor in facility location decisions, is the accumulation of business 
activity around a specifi c location. Firms often locate in close proximity to one another 
because they can increase the effi ciency of services both at the business, household, and 
social level. For example, a fi rm may locate near a group of existing fi rms because they can 
share in the existing infrastructure such as transportation, water, or sewage systems. The 
amenities of the agglomeration of restaurants, theaters, and/or professional sports teams can 
also produce social benefi ts for the employees and management of agribusinesses.   

 Taxes and incentives 

 As mentioned, states are using tax and incentive packages as part of an economic develop-
ment package to attract industries. The fast and vast expansion in the North Carolina hog 
industry provides an example of just how a thriving business sector can help give back to the 
economy. In 1986, North Carolina hog farmers raised 2.4 million hogs and pigs on about 
15,000 hog operations. Of those, only about 800 farms had more than 500 head of hogs. By 
2009, the number of hog farmers in North Carolina had shrunk to about 2,800 while the 
state’s total hog production climbed to 9.6 million head. Ninety-nine percent of those hogs 
were raised on about 1,600 farms, each handling 1,000 head or more. Overall North Carolina 
pork production including growing, packing, and processing, and their associated industries 
were responsible for an estimated 46,660 full-time jobs in 2007, with $7.2 billion in sales.   

 Proximity to other company facilities 

 Food and agribusinesses may also locate new facilities considering their  proximity to other 
company facilities . For example, agribusinesses may opt to open a new service facility in a 
region that is not adequately serving its customers currently with existing company facilities. 
Agribusinesses affected by climatic conditions may pursue a risk management strategy of 
having facilities spread out across a variety of geographic, temperature, and soil conditions. 
Seed fi rms locate production facilities in different areas (even countries) to assure them-
selves of seed production and to minimize the uncertainty of poor weather. Some agribusi-
nesses may locate new facilities in relative proximity to other company facilities because 
they supply parts to one another or share management and staff. Also, proximity to providers 
of packaging, software, etc. can lead fi rms to choose a location.   

 Location decisions for service businesses 

 Location decisions in service businesses can be even more important than in manufacturing 
businesses. Factors such as convenience to customers, traffi c volumes, income levels, and 
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residential density are important sales indicators and thus infl uence location decisions. For 
example, most people shop at the supermarkets located on the way home from work or at 
grocery stores within two miles of their homes. 

 Location of competitor stores can also be an important consideration for service fi rms — a 
new supermarket located near a new housing development and away from competitors may 
provide a distinct competitive advantage for that fi rm. In contrast, it is interesting to note that 
locating near competitors can sometimes be advantageous as well. A greater number of total 
customers (or a  critical mass ) may be attracted to a group of stores clustered in one location 
versus the total number of customers who would stop at the same stores at scattered loca-
tions. A cluster of fast food restaurants off an interstate exit typically produces a critical 
mass. 

 A restaurant chain with operations in North America and Japan considers six primary 
factors when determining the location of a quick service (fast food) restaurant: 

  1.   Area employment  
  2.   Retail activity  
  3.   Proximity to successful competitors  
  4.   Traffi c fl ow  
  5.   Residential density  
  6.   Accessibility and visibility    

  Area employment  is important because the chain is targeting 20- to 45-year-old workers on 
lunch breaks. The chain also confi rms that area fi rms allow workers to take lunch breaks off 
premises.  Retail activity , the second factor, is important because a lot of quick service eating 
is done on impulse by shoppers. Being near successful competitors is seen as an advantage 
because they signal that the area is a good market.  Traffi c fl ows  are also important because 
most business is from people in cars. In fact, traffi c fl ow of 16,000 cars every 24 hours is 
considered good. A  residential population  of about 20,000 upper-middle-class residents 
within a two-mile radius is considered to be adequate to ensure weekend and evening 
business. Finally,  accessibility and visibility  are also important factors in considering loca-
tion. Specifi cally, traffi c direction, intersections, traffi c backups during rush hour, and sur-
rounding buildings and signs are important accessibility and visibility factors that are 
considered.    

 Capacity planning 

  Capacity planning  includes the activities that are undertaken to determine what the appro-
priate size of a manufacturing plant or service location should be, so that a certain quantity 
can be produced over a specifi c time-period. A food or agribusiness fi rm must balance the 
cost of having excess capacity against the potential of lost sales due to too little capacity. If 
not anticipated correctly, lost sales and disappointed customers may have serious effects on 
a fi rm’s short-term and long-term profi tability. Accurate forecasts of present and future 
demand are critical in capacity planning. Thus, an understanding of the product life cycle 
can assist in forecasting overall demand product (Chapter 7). Many factors should be con-
sidered in determining the appropriate capacity, fi ve of which are detailed here: 

  1.   Economies of scale  
  2.   Flexibility  
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  3.   Seasonality and other patterns of production  
  4.   Fluctuating demand  
  5.   Multiple versus single shifts     

 Economies of scale 

 According to the  economies of scale  principle, larger plants usually result in lower per unit 
costs because fi xed costs may be spread out over a larger quantity of output. Volume–cost 
analysis can be used to determine how much volume is needed to cover fi xed costs (Chapter 
12). Economies of scale are often associated with fi rms utilizing large quantities of expen-
sive processing equipment (such as large breweries) where large, bulk quantities are pro-
duced. Construction costs are also reduced when a facility producing 10,000 units is built 
versus two separate facilities producing 5,000 units each. In addition, larger plants enjoy 
specialization of labor, management, and byproduct utilization.   

 Flexibility 

 An alternative view to economies-of-scale is fl exibility. One concept of bringing fl exibility 
to production processes is the  focused factory,  fi rst proposed by Skinner in the early 1970s. 
Several factors brought about this alternative view to plant size and capacity; including 
shorter product life cycles, the importance of quality, and needed fl exibility. The focused 
factory concept holds that several smaller factories will improve individual plant perform-
ance because the operations manager can concentrate on fewer tasks and can more easily 
motivate a smaller workforce toward one goal. There are also fewer layers of management, 
the plants are more fl exible in introducing new products, and a team approach can be taken 
to problem solving. Furthermore, smaller fi rms may offer fl exibility in terms of proximity to 
sources of raw materials and proximity to market destinations, which in turn could result in 
lower transportation costs.   

 Seasonality 

 Highly seasonal agricultural products can produce special headaches for an operations man-
ager. Manufacturers of farm inputs such as seed, fertilizers, and chemicals see heavy demand 
for their products in the spring. Grain elevators experience peak demand in the fall. On the 
food side, holiday items such as whole turkeys and cranberries see their demand peak in the 
weeks preceding Thanksgiving. 

 In some cases, peripheral operations can be done or other products can be produced in the 
off-season to balance the resource needs of the food or agribusiness. Where this is not pos-
sible, a plant large enough to handle peak productivity levels becomes a costly operation 
when output is signifi cantly reduced in the off-season. In such cases, it may actually be more 
economical to run several smaller plants and to close down plants that are not needed during 
the off-season. This does not reduce the overhead costs associated with an unused facility, 
but it does limit the day-to-day expenditures of running an unnecessary part of a larger 
operation.   

 Fluctuating demand 

  Fluctuating demand  in manufacturing can be solved by building up inventory during 
slow demand periods. However, the perishability and bulkiness associated with agricultural 
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products may prevent this option. A distinct difference between manufacturing and service 
is that services are typically produced and consumed simultaneously. Thus, service fi rms 
must build enough capacity into their facilities to meet peak periods of demand. For exam-
ple, a supermarket must have enough checkout counters to meet not only average demand 
but also for peak demand periods (such as the week before Thanksgiving). Of course, service 
fi rms can shift or smooth out demand by altering consumer behavior. Offering discounts or 
other incentives during off-peak hours are some ways that are used to shift consumer 
demand.   

 Multiple shifts vs. single shifts 

  Multiple shifts  may be an alternative to operating a facility at maximum capacity — if the 
labor is available. Theoretically, it is possible to produce twice as much in a plant with 
double shifts, while limiting the need for space by spreading out the working hours. 
Agricultural-chemical companies require multiple shifts because of the chemical nature of 
their products and large investments in equipment. Likewise, corn and soybean processing 
facilities typically run 24 hours a day, seven days a week — stopping only for emergencies or 
routine maintenance. In plants where this is not the case, managers must carefully evaluate 
the costs of a larger facility versus the increased costs of sometimes less productive and 
possibly more accident-prone labor.    

 Layout planning 

  Layout planning  refers to the specifi c design of the physical arrangement within a facility. 
When planning the physical layout of a plant, consideration must be given to utilize space 
and labor effectively, minimize material handling, and maintain fl exibility for future changes 
in product or demand. The goal of layout planning is to allow both the workers and equip-
ment to run the operation in the most effi cient and effective manner. There are four basic 
categories of facility layout: 

  1.   Process  
  2.   Product  
  3.   Hybrid  
  4.   Fixed position     

 Process layout 

 A  process layout  arranges activities by function. Thus in a process layout, regardless of 
the product being created or assembled, all like functions are grouped in the same 
place — that is, canning equipment with canning equipment, inspectors with inspectors, 
etc. The process layout is common where different goods or services are produced 
intermittently to serve different customers (Figure  14.2  ). As a result, general resources 
and equipment are utilized to make the process layout more fl exible to changes in 
product mix or marketing strategies. Disadvantages of the process layout include slower 
overall processing rates (because of the switching between products), higher levels of 
inventory, increased time lags between specifi c operations, and higher costs for material 
handling.   
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 Product layout 

 A  product layout  is geared specifi cally to the continuous production process because it 
produces one product at a time, step by step, with one function following another in sequence 
as the product is assembled, and with much fewer variations in product (Figure  14.3  ). 
Workers grading and packing peaches on a conveyor belt, for example, are operating in a 
product layout framework. One person may remove debris, the next may be responsible for 
sorting, while another oversees packing into crates, and so forth. 

 Advantages of product layouts include faster processing rates, lower inventories, less 
skilled labor required, less time lost to product changeovers, and less materials handling. 
One signifi cant disadvantage is that less fl exible and more capital-intensive resources are 

    Figure 14.2      Process layout — farm implement manufacturing facility   
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dedicated to specifi c products that may have uncertain life cycles. In addition, a line can 
work only as fast as its slowest operation and downtime can be expensive when one machine 
on the production line breaks down.       

 Hybrid layout 

 A  hybrid layout  combines the process and product layouts to balance the advantages of 
each (Figure  14.4  ). Managers may choose this form of layout when introducing fl exible 
manufacturing systems. In group technology applications, different machines are brought 
together to produce a group (or family) of similar parts in an assembly-like fashion. Some 
manufacturing fi rms have decreased work-in-process inventories by up to 90 percent using 
such systems. The hybrid layout form is very popular in operations such as plastics molding 
and even supermarkets. In a supermarket for example, the manager may place similar mer-
chandise in the same location to aid customers in fi nding the desired items (a process layout). 
However, the supermarket layout is designed to  lead  customers through the entire store (up 
and down aisles) maximizing their exposure to the full line of goods (a product layout).   

 Fixed position layout 

 A  fi xed position layout  is used in the construction of large items such as farm buildings and 
silos (Figure  14.5  ). This layout is used in situations where the item being constructed is too 

    Figure 14.4      Hybrid layout — supermarket   

Customer 1

Milk and
milk products

Meats Deli

Desserts

Check-out

Fresh fruits and vegetables

Sale items

Check cashing

Entry

B
ak

er
y

C
er

ea
ls

R
ef

rig
er

at
ed

 it
em

s

R
ef

rig
er

at
ed

 it
em

s

B
ak

er
y 

in
gr

ed
ie

nt
s

F
ru

it 
dr

in
ks

E
th

ni
c 

fo
od

s

B
ee

r/
W

in
e

H
ea

lth
 fo

od
s

C
an

ne
d 

fr
ui

ts
 &

ve
ge

ta
bl

es
 

B
re

ad
s

S
na

ck
 fo

od
s/

dr
in

ks

M
is

ce
lla

ne
ou

s 
ho

us
eh

ol
d



 

340 Operations management for agribusiness

large or bulky to move easily or where the item is to be built fi xed in place. Construction is 
accomplished in one place, and tools and materials are brought to the assembly location. A 
fi xed-position layout eliminates or minimizes the number of times that a product must be 
moved, and it is often the only feasible layout solution.    

 Process design 

  Process design  is selecting the specifi c inputs, operations, and methods that are to be used 
to produce the good or service. Decisions concerning process design are very important 
because of their implications for cost of production, level of personalized customer service, 
convenience, and fl exibility. The fi rst step in process design is outlining a step-by-step 
description of each operation that is to be completed. Four general aspects are considered in 
process design: 

  1.   Capital intensity  
  2.   Resource fl exibility  
  3.   Vertical integration  
  4.   Customer involvement     

 Capital intensity 

 The determination of  capital intensity  is simply choosing which tasks humans will perform 
and which tasks machines will perform. Many levels of capital intensity are available today 
with the advent of new technology and computer-assisted equipment. Hazardous or diffi cult 
operations in meat packing companies have been automated reducing the risk of injury 

    Figure 14.5      Fixed position layout — farm building   

Build and attach wood framing

Cut, assemble
and install rafters

Install
galvanized metal
roof

Dig holes,
install poles

Attach
metal siding

Construct
and install
sliding doors



 

Production planning and management 341

to employees. The level of capital intensity signifi cantly impacts production costs. Customer 
interaction is also impacted. For example, Wal-Mart and other retailers are shifting to self-
checkout by customers. These systems allow one employee to oversee as many as eight cash 
registers at once. Although increased computer sophistication, labor shortages, and costs 
drove the change, customer acceptance and ease of use were critical success factors.   

 Resource fl exibility 

  Resource fl exibility  can be defi ned as the ease with which employees and equipment can 
operate a wide variety of products, functions, and levels of output. Shorter product life cycles 
require more general equipment and a broader range of employee skills. Thus, more job 
training may be required for employees. However, the benefi ts of a fl exible workforce are 
real: improved productivity, higher morale, and a wider product offering to customers.   

 Vertical integration 

  Vertical integration  is associated with owning some or all of the various steps that are taken 
to produce a product from start to fi nish (i.e., from raw materials to the delivery of the fi n-
ished product). The more processes a fi rm in the chain owns, the more vertically integrated 
the fi rm is said to be. Vertical integration can be advantageous to a fi rm if the fi rm has the 
relevant skills for each step it controls and if the company views the industry into which it is 
integrating as being important to its future success. One challenge with vertical integration 
is matching the capacity of your manufacturers with your retailers. If manufacturing plant 
size compared to retail demand is too large, you end up with excess capacity. This means 
that you either run your plant at less than full capacity or you sell the extra production to 
competitors. 

 For example, Kroger company, the largest food retail chain in the United States, has pur-
sued vertical integration aggressively. Kroger’s operations include 2,468 supermarkets, 777 
convenience stores, and 40 manufacturing plants producing store branded products from 
water to spaghetti sauce, dairy products to peanut butter.   

 Customer involvement 

  Customer involvement  is the degree with which the customer is allowed to interact with the 
process. Particularly in service industries, customer contact is critical to customer satisfac-
tion. Customer involvement can take the form of interaction with self-service options, prod-
uct selection, product design, time, and location of service. High levels of customer 
involvement tend to be found in processes that are less capital intensive and more fl exible. 

 Customer involvement in business management decisions has increased as more informa-
tion is provided on the Web. A good example of customer involvement is a farm equipment 
manufacturer’s web page that allows a farm producer to search and access parts inventory. 
When used in the evening, the producer can check stock, order the part, and pick it up the 
next morning. The system also allows the producer to cross-reference over 400,000 com-
petitive equipment parts that correspond to the manufacturer’s parts. This allows the pro-
ducer to consolidate parts runs into one stop. 

 The self-service level of customer involvement extends from the fuel pump (pay at the 
pump), to grocery store self-checkout. Automated teller machines (ATMs) involve the cus-
tomer interaction through the selection of menu items. Through technology advancements, 
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the customer has changed — and what they expect and what they are willing to do for the sake 
of convenience has continued to drive changes in this area.    

 Job design 

 Detailed job design follows process design and is distinguished by the focus on the indi-
vidual operator.  Job design  can be defi ned as the broad set of activities that determine the 
tasks and responsibilities of each employee’s job, the employee’s surrounding work envi-
ronment, and the detailed order of operations that will be used to complete the tasks required 
to meet production requirements. The objectives of job design are two-fold: (1) meet the 
production and quality goals of the organization; and (2) make jobs safe, satisfying, and 
motivating for the employees. 

 Traditional job design began with Frederick Taylor and his scientifi c management 
approach. Operations were divided into their individual components and studied to deter-
mine the most effi cient manner to perform an operation. Today, job design can be thought of 
as comprising two major categories: (1) the social or psychological environment; and (2) the 
physical environment.  

 The social environment 

 The non-physical or behavioral issues in the workplace are included in the  social  or  psycho-
logical environment . Items such as training, the proper level of supervision, job expectations 
and responsibilities, and performance feedback are all subsets of an employee’s social envi-
ronment. In particular, employee motivation to consistently perform at high levels is the 
result of a positive social environment. Many theories of work motivation have been devel-
oped over the past century. 

 Psychologists contend that highly repetitive jobs lead to boredom, injuries, and poor job 
performance. Declining job performance is often associated with absenteeism, high turno-
ver, grievances, and poor quality. New approaches to job design are an attempt to counter 
poor job performance. These approaches include job rotation, job enlargement, job enrich-
ment, and work teams. 

  Job rotation  allows operators to perform different jobs during their shifts. Rotation 
increases the overall skills of the employees and minimizes work-related injuries (as long as 
the jobs differ in the motions used).  Job enlargement  is simply increasing the number of 
tasks that each operator performs. Here,  job repetition  is reduced because the cycle time of 
each job has increased.  Job enrichment  expands the duties and responsibilities of the oper-
ator. For example, a technician at a brewery might be responsible for monitoring the fi ltering 
process. Job enrichment increases those responsibilities to include taking and analyzing 
quality measurements, inspecting the fi lters, and deciding when the fi ltering equipment 
needs maintenance. 

 Work teams are another method of giving employees more responsibility and decision-
making authority. Quality circles, used extensively in Japan, are teams that meet to work out 
solutions to quality issues. Other teams are often formed for special purposes. Issues such as 
new work policies, the details of an employee bonus plan, or a labor-management issue are 
examples of issues that these teams have attacked. Self-managing work teams are also 
common. Teams of three to 15 employees meet to organize and run a defi nable work area. 
Team members learn all job tasks, rotate among jobs, schedule vacations and overtime, 
order supplies, and make hiring decisions.   
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 The physical environment 

 The  physical environment  for employees can have substantial effects on employee morale, 
productivity, health, and safety. The physical environment in job design consists of items 
such as safe working conditions, lighting, noise, temperature, and ergonomics. Ergonomics, 
or human factors, is the study of the interaction between the person and their workstation, 
tools, and equipment. The objectives of ergonomics are to improve human performance by 
increasing speed and accuracy, reduce fatigue, reduce accidents due to human error, and 
improve user comfort and acceptance. 

 Examples of ergonomics in the food and agribusiness markets abound. Farm producers 
using tractors see the effects of ergonomics in their tractor cabs. Cabs are placed in a location 
where they can best view the operations of the tractor with comfortable but supportive seats, 
grips on the steering wheel, levers positioned for easy access, and dials that are easy to 
read.    

 Summary 

 Operations management involves a complex network of decisions that affects agribusinesses 
in the production of goods and services. In considering the production planning aspects of 
operations management, agribusiness managers must consider the uniqueness of agricultural 
production: seasonality, perishability, bulkiness, and variations in quantity, quality, or value. 
Operations management involves production planning and supply chain management, and 
must be viewed as a total system. 

 Production planning decisions entail quality management, location, capacity, layout, and 
process design of the plant or facility, and job design. Supply chain management decisions 
include purchasing, production scheduling, inventory control, and distribution. Many factors 
affect each of these sets of decisions, and food and agribusiness managers must consider all 
factors and their effect on the total system before making a decision.   

 Discussion questions 

    1.   List and describe some of the activities that an operations manager may be engaged in. 
How would you describe the agribusiness operations manager’s role? How does this 
role relate to the systems approach outlined in Figure  14.1 ?  

  2.   In your view, what are the most diffi cult operations management problems for the fol-
lowing types of fi rms: (a) a veterinary practice that serves both the farm and companion 
animal markets; (b) a large California dairy operation; and (c) a retail food store located 
in Minnesota?  

  3.   Why is Frederick Taylor called “the father of scientifi c management?”  
  4.   Differentiate between the four types of plant or facility layouts and give an example of 

a specifi c agribusiness that might employ each layout. Visit a food or agribusiness fi rm 
of your choice. Map the layout of the facility and identify the type of facility layout used 
by the food or agribusiness fi rm.  

  5.   What factors are involved in the choice of plant or facility location? Name some food 
and agribusiness companies whose locations refl ect consideration of these factors.  

  6.   What are some of the factors that may be considered in determining the optimal capacity 
for a food or agribusiness fi rm?  
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  7.   For either a job you have held, or for a job held by someone you know, carefully explore 
the design of the job. Evaluate both the social environment and the physical environ-
ment of the job you have selected.      

 Case study: BioAg — part I  1    

 BioAg’s company history 

 BioAg is a small Midwestern fi rm manufacturing agricultural chemicals that are environ-
mentally sensitive. Important patents help protect BioAg’s 60 percent market share in its 
market segment. Although still small, the niche market for environmentally sensitive agri-
cultural chemicals has been growing about 50 percent per year since 2004. 

 BioAg has experienced rapid growth in sales because of an increasing societal concern 
about environmental issues (see Table 14.3 for a summary of BioAg’s sales and marketing 
activities). In 2004, the company started with two products. By 2011, the BioAg product line 
included 36 different chemicals for use on wheat, barley, corn, soybeans, and specialty 
crops. BioAg has no retail outlets, but rather sells their products through farm input supply 
fi rms. As the number of products has grown, BioAg has sold its products through more and 
more supply fi rms. The company now sells their products through 420 supply fi rms in 24 
states, up from only eight supply fi rms in one state in 2004. They anticipate selling in inter-
national markets within three years.   

 Questions 

    1.   What are some of the production planning and management issues that BioAg has had 
to face as their product line has expanded and the fi rm has grown?  

  2.   Why would quality management be an important area for BioAg given the type of prod-
uct it produces? What are some of the characteristics of the fi rm’s products that would 
make quality management important?  

  3.   BioAg is considering an addition to its production capacity to support additional growth. 
The fi rm is considering adding to the current site, and building a new plant in West 
Texas. What are some of the issues the fi rm will need to consider as it explores these 
two options?  

 Table 14.3      Sales and marketing statistics for BioAg  

 Year

 Item 2004 2005 2006 2007 2008 2009 2010 2011 

Sales (million $) .50 .75 1.25 2.50 3.75 7.50 12.50 18.00 

Number of Products 2 4 5 7 8 12 20 36 

Number of Farm Supply Sellers 8 12 22 40 70 140 280 420 

Number of States Where Product Sold 1 2 3 6 8 12 16 24 
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  4.   BioAg management is also working to decide just how large the addition to capacity 
should be. What suggestions do you have for the fi rm’s management? What issues will 
they need to consider as they determine how much to expand?         

 Note   

 1 This case originally published as Frank Dooley and Jay Akridge, “Supply Chain Management: A 
Case Study of Issues for BioAg,”  International Food and Agribusiness Management Review , 1(3): 
435–441, 1998.     
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    15   Supply chain management
for agribusiness     

 Objectives   

   •    Outline the various objectives and functions of supply chain management  
   •    Understand the steps involved in the supply chain management process  
   •    Describe the role of, and activities involved in, purchasing/procurement in food and 

agribusiness fi rms  
   •    Distinguish between material requirements planning (MRP) and just-in-time (JIT) pro-

duction operations systems  
   •    Identify the role of inventory in the agribusiness and the different types of inventory 

fi rms hold  
   •    Describe the different types of inventory tracking systems used in agribusiness  
   •    Explore the role of physical distribution in the agribusiness  
   •    Consider how information technology, especially the Internet, impacts the supply chain 

management process      

 Introduction 

 The previous chapter provided an overview of the production planning aspects of operations 
management in the agribusiness. Production planning functions include determining the loca-
tion, layout, capacity, and specifi c processes to be used by the agribusiness in producing goods 
and services. A related critical aspect in running the agribusiness is managing the fl ow of mate-
rials, products, and information into and out of the fi rm — or  supply chain management . 

 Supply chain management considers the range of activities related to how inputs for the 
agribusiness are scheduled and procured, as well as how fi nished products are stored and 
distributed to customers. More specifi cally, supply chain management is defi ned by the 
Council of Supply Chain Management Professionals as “the planning and management of all 
activities involved in sourcing and procurement, conversion, and all logistics management 
activities.” Logistics management activities include “inbound and outbound transportation 
management, fl eet management, warehousing, materials handling, order fulfi llment, logis-
tics network design, inventory management, supply/demand planning, and management of 
third party logistics service providers.” Many see logistics management as the activities 
occurring within the fi rm, while supply chain management involves the coordination among 
fi rms. The essence of supply chain management is focused around shipping and storing 
inputs, fi nished products, and information.   
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 Importance of supply chain management 

 Some companies such as Wal-Mart have made supply chain management the cornerstone of 
their total business strategy. Its increasing importance has also motivated agribusiness fi rms 
to restructure their organizations creating supply chain management departments whose 
manager reports directly to the company CEO. But why is supply chain management so 
important? 

 Three examples show its importance to a company’s total profi tability and success. First, 
take the critical function of inventory control — just one part of supply chain management. 
Inventory typically represents 35 to 50 percent of the current assets in a company. With such 
a signifi cant share of assets, decisions about how to best manage inventory play a critical 
role in the total profi tability of the agribusiness. Other supply chain functions involve pur-
chasing inputs for use in production, coordinating the smooth production of goods and serv-
ices, determining the appropriate levels of inventory, and probably most importantly, serving 
as the linkage between the agribusiness, its suppliers, and its customers. This last set of func-
tions involves distribution of the agribusiness fi rm’s products and services. 

 Second, increasingly industry sectors have come to understand the importance of col-
laboration. One important food industry concept of supply chain management is a business 
strategy called  Effi cient Consumer Response (ECR)  (Food Marketing Institute). ECR is a 
responsive, accurate, information-based system that links food manufacturers and distribu-
tors with retail supermarkets. The four aspects of ECR include: 

   •    Replenishment of products as they are used  
   •    Providing the right assortment of products  
   •    Introducing new products  
   •    Developing effective promotion strategies    

 The benefi ts of ECR are increased sales, fresher products, less damage, reduced cycle time, 
more accurate invoicing, increased cash fl ow, and fewer instances of out-of-stock products. 

 For the production agriculture sector, AgGateway has similar aspirations. 
 A third reason logistics has become important is a concept called  cycle-time-to-market . 

Also called “quick response,” cycle-time-to-market has become a central strategic focus for 
many agribusinesses. The goal is to reduce the time it takes for a product to go from an idea 
to a fi nished product in the customer’s hands. To reduce cycle-time-to-market, a team of 
sales, logistics, marketing, design, and manufacturing employees work closely together to 
plan, design, produce, and market new products. Supply chain management plays a critical 
role in reducing cycle-time-to-market by integrating suppliers into new product develop-
ment, thereby minimizing time and supplier production issues. Supply chain management 
provides the equipment and information infrastructure beginning with suppliers and pur-
chasing, through production, and fi nally to the physical distribution systems. Many fi rms 
have developed integrated information systems to reduce cycle-time-to-market.   

 Supply chain management objectives 

 Supply chain management, as it is defi ned today, is a relatively new fi eld of study which has 
evolved dramatically in the past 40 years. In the past, agribusinesses narrowly focused their 
efforts on the physical distribution of their fi nished products, attempting to optimize inven-
tory levels and reduce transportation costs. 
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 In the past 20 years, fi rms have integrated their materials and distribution functions to 
operate and control the agribusiness. The result has been a joined system of purchasing, 
scheduling, production control, inventory, and distribution activities. Several of the more 
current, expanded supply chain management objectives include: 

   •    Improved information technology  
   •    Better customer service  
   •    Reduction of risk  
   •    Globalization of operations     

 Information technology 

 Fundamental to the increased attention of supply chain management are the improvements 
in  information technology . These improvements let the agribusiness link suppliers, dis-
tributors, and end customers. New information technology developments continue to trans-
form logistics capabilities. For example, RFID chips (radio frequency identifi cation) have 
begun to replace UPC codes on packages. Suppliers to large retailers can obtain daily down-
loads of product sales by retail store. In some cases, inventory systems have automated 
ordering, with electronic orders being sent to a supplier when the inventory in a store drops 
to a predetermined level.   

 Customer service 

  Customer service  has become another important objective for supply chain managers in 
agribusinesses. Customer service can be one tactical method of differentiating the goods or 
services of an agribusiness. For example, timely information about the status of a delivery or 
a speedy inventory replenishment system for effi cient and effective customer service is one 
way of differentiating a fi rm’s product or service. Increasingly, retailers monitor the per-
formance of suppliers in factors such as on-time delivery or damaged items.   

 Risk reduction 

 Agribusinesses are also collaborating more with other fi rms to achieve  risk reduction . 
Supply chain managers may establish contracts with suppliers or customers allowing for 
shared information and shared investments in transportation, facilities, new technologies, 
inventories, and product distribution. Agribusinesses can leverage their strengths and the 
strengths of partner fi rms to reduce risk as well. For example, one agribusiness may have 
expertise in distribution, while a supplier may have expertise in producing and servicing a 
certain component for that agribusiness. Sharing expertise allows agribusinesses to focus on 
their core competencies, while also benefi ting from the strengths of key partners.   

 Globalization 

  Globalization  is certainly on the minds of most agribusiness fi rms today as we saw in 
Chapter 5. Markets continue to expand abroad while competitors with foreign affi liation 
enter domestic markets. However, a global enterprise can be managed only if an effective 
logistics system is in place. On the input side, agribusinesses are increasingly going outside 
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the United States to source raw materials. Information, and methods of shipment, must be 
developed to guarantee timely arrival of inputs. On the output side, agribusinesses seeking 
to export their products or to expand their operations globally must develop their own market 
channels or form partnerships with foreign fi rms. To do so, agribusinesses must understand 
the special needs and wants of the foreign consumer. Relationships must be developed with 
new suppliers, distributors, and retailers that often operate under different regulatory and 
cultural environments.    

 Supply chain management functions 

 This chapter provides the framework for understanding the role of supply chain management 
in the agribusiness and its interrelationship with the other functions of an agribusiness. 
Figure  15.1   shows the different activities of the supply chain management process. As you 
view this fi gure, keep in mind that the unique features of agricultural products such as per-
ishability, seasonality, and bulkiness drive the way these functions are performed. 

 The supply chain management function begins where the marketing function of forecast-
ing demand ended.  Aggregate production planning  transforms the long-term demand fore-
casts into general production plans for the next quarter and year.  Master production 
scheduling  follows with a fi nal production schedule detailing the exact timing and specifi c 
quantities to be produced. Purchasing uses the master production schedule to perform the 

    Figure 15.1      Supply chain management process   
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primary function of procuring the necessary inputs for the production of the fi nished goods. 
With the right quantity of inputs available, production control directs the internal logistics 
function creating detailed internal scheduling of sub-assemblies, machines, and coordinating 
the overall production process. Production control is focused on any last minute changes 
in the quantities of products produced, and accounts for production lost through scrap or 
downtime. 

 Once the products have been produced, they are then shipped for distribution or put into 
inventory. Many factors determine inventory levels as will be seen later. Distribution can 
take on many facets in terms of how goods are channeled to the end customer. This brings 
us full circle to complete the supply chain management functions. Customers purchase the 
fi nished goods and they drive forecasted demand for additional products. This quick 
overview of the activities of supply chain management is followed now by more detailed 
descriptions of the various functions.   

 Forecasting demand 

  Forecasting demand , a marketing function, was described in Chapter 7 and is briefl y sum-
marized now to put its role into perspective with the supply chain functions that follow. 
Highly seasonal demand, unpredictable weather, volatile market prices, and an evolving 
market characterize the agricultural industry. These market characteristics require extensive 
planning on the part of fi rm management. As described earlier, the general economic, market, 
and sales forecasts provide the foundation for many management planning decisions includ-
ing supply chain management decisions. 

 General economic and market forecasts (i.e., long-range forecasts) drive decisions con-
cerning distribution facilities, warehouse size, transportation equipment, and long-term sup-
plier contracts. Market and sales forecasts (i.e., short-range forecasts) drive the short-term 
purchasing of raw materials for conversion into fi nished goods, inventory control decisions, 
and aggregate production planning.   

 Aggregate production planning 

  Aggregate production planning  is the process of developing the specifi c production quan-
tities and rates, and workforce sizes and rates, while balancing customer requirements and 
capacity limitations of plant and equipment. Monthly, quarterly, and annual aggregate pro-
duction plans are developed using the longer-term general economic and market forecasts. 
Besides maximizing customer service, aggregate production plans strive to minimize inven-
tories, minimize changes in workforce levels and production rates, and to maximize utiliza-
tion of the plant and equipment. 

 For example, a food company may be forecasting future demand of its packaged cereals 
and cereal bars. Examining the past quarter’s consumption of food products in the United 
States, the production planner notes the increased consumption of high-energy cereal bars. 
In addition, upcoming promotions and increasing interest by stores in stocking cereal bars 
provides valuable customer demand information. In aggregate production planning, these 
demand forecasts are combined with current production capacity limitations, inventories, 
and other information to plan how much ingredients, labor, and equipment are required for 
the next three to 12 months. Where aggregate planning shows a bottleneck in an item, such 
as a piece of equipment or a specifi c labor skill, plans can be put into place to alleviate the 
shortage temporarily or permanently. 
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 The aggregate production plan does not specify the exact quantities of specifi c fl avors or 
types of cereal bars that are going to be required. Rather, it estimates the rough quantities of 
total product types that are going to be needed, so that approximate quantities of raw materi-
als, labor, and equipment can be determined. The exact quantities of individual  stocking 
keeping units (SKUs)  demanded are determined from sales forecasts (provided by sales 
representatives) and actual orders. These two items form the basis for the next step, the 
detailed master production schedule.   

 Master production scheduling 

 The master production schedule (MPS) is created once specifi c orders for products have 
been received and/or short-range sales forecasts have been determined. The MPS details the 
fi nal quantities of SKUs that are to be made in specifi c blocks of time. The MPS typically 
provides weekly product requirements for a six-to-12-month time horizon. In the average 
production plant, the next six weeks of production are not changed to allow purchasing 
and production control time to fi nalize their purchases and plans (note this can vary dra-
matically with the product being produced). Beyond the approximate six-week time frame, 
the quantities of specifi c products have not been determined, but will fi rm up as the time 
span to production shortens. The  master scheduler  must consider the total demand on the 
resources and capacities of the agribusiness as well as the supplier’s capacities. Figure  15.2   
displays a simplifi ed MPS process. 

 There are three basic MPS strategies. A  make-to-stock strategy  means the fi rm is pro-
ducing for inventory, and the production occurs before the actual sale is made. Examples 
here would be the production of agricultural chemicals, seed, and many food products. 

    Figure 15.2      Simplifi ed master production schedule process   
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Under an  assemble-to-order  strategy, a fi rm assembles available components when an order 
is placed. Farm tractors and machinery would be a good example of this strategy. When 
employing a make-to-stock strategy, the fi rm actually builds to order. A good example here 
would be fi rms in the dairy equipment business who build sophisticated milking systems 
precisely to a producer’s specifi cations. Clearly, each of these strategies would employ the 
master production schedule idea in different ways.   

 Purchasing 

 With a realistic master production schedule completed,  purchasing  begins its tasks of pro-
curing the inputs necessary to meet the requirements of the production schedule. Purchasing 
is a common function for every organization. Although it varies by industry, the typical fi rm 
spends about 40 to 60 percent of its total sales on purchased materials and services. As a 
result, even a small percentage reduction in such a huge portion of the overall costs for an 
agribusiness fi rm can have a signifi cant effect on the fi rm’s bottom line. For example, if net 
profi ts in the agribusiness are 5 percent of sales, then a 1 percent reduction in purchasing 
costs will fall through to the bottom line, thus increasing profi ts by 20 percent over their 
previous level. This example illustrates the relationship between costs of production (pur-
chasing) and the fi rm’s profi ts. 

 Some agribusinesses have centralized buying where materials are purchased in large 
quantities, often at substantial discounts. Other fi rms have decentralized purchasing where 
each location purchases just the goods that are needed, when they are needed. Both have 
their advantages and most agribusinesses use a combination of both. An agribusiness typi-
cally purchases four kinds of products. 

   •    Products used for further processing  
   •    Products that are resold  
   •    Products used directly in the fi rm’s fi nal products  
   •    Products used to make the product but not used in the product itself    

 The purchasing function performs many activities, which include the following: 

   •     Receive a purchase requisition : purchasing examines these documents to determine if a 
less costly item can be substituted or eliminated entirely.  

   •     Select a qualifi ed supplier : purchasing selects suppliers based primarily on four
factors—price, quality, timeliness, and customer service.  

   •     Place the order : ordering procedures range from routine computer-based systems to 
very time-consuming manual systems, depending on the nature of the purchase and the 
buyer–supplier relationship.  

   •     Track the order : purchasing monitors deliveries and production schedules and expedites 
orders as necessary; follow-up is particularly important when a delay could disrupt pro-
duction, cause a loss of customer goodwill, and/or a potential loss of future sales.  

   •     Receive the order and approve payment : purchasing works with receiving and account-
ing at this point to ensure all goods are received satisfactorily before authorizing 
payment.    

 The purchasing activity of selecting suppliers is critical because of the impact of input prices 
on the agribusiness’s bottom line. As mentioned earlier, the four primary factors used in 
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selecting suppliers are quality, price, timeliness, and customer service.  Quality  is a very 
important consideration. An agribusiness that uses a purchased part only to fi nd out later that 
it is defective incurs numerous costs, including costs internal to the fi rm as well as potential 
loss of goodwill and future sales. 

 The price of purchased inputs is fundamentally important in selecting a supplier because 
the typical fi rm spends nearly half of its total sales on purchased items.  Timely delivery  of 
purchased inputs from suppliers is also very important. Parts priced at just pennies can cost 
the fi rm thousands of dollars for every minute that a production line is not running. The 
opportunity costs of such a problem can be enormous, as an agribusiness does not want to 
miss sales because they lack inventory of fi nished goods. On the other hand, having too 
many goods in inventory can be very costly. Carrying costs, physical storage space, record-
keeping expenses, taxes, insurance, and interest lost on capital tied up in inventory can eat 
up as much as 35 percent of the inventory’s purchase value. Consequently,  customer serv-
ice  is another critical, but often overlooked, item. Shorter lead times and on-time delivery of 
purchased items help the agribusiness to provide higher levels of customer service with 
fewer inventories.   

 Production control 

 With the materials for production ordered, the supply chain responsibility now shifts to  pro-
duction control . Control of production fl ow is one of the most important daily functions of 
the operations manager. The responsibilities of production control include: 

   •    Controlling raw materials inventory  
   •    Providing detailed production scheduling information  
   •    Controlling work-in-process inventory  
   •    Communicating changes to master production scheduling and purchasing  
   •    Controlling fi nished goods inventory    

 The tasks of production control are essential for a smooth, continuous fl ow of work through 
the agribusiness. Two production operations systems that can facilitate the smooth fl ow of 
production are material requirements planning (MRP) and just-in-time (JIT) systems. MRP 
is often referred to as a “push” system whereas JIT is a “pull” system. We will explore MRP 
and JIT to better understand why push and pull are very descriptive of these two types of 
production operations systems.  

 MRP production operations systems 

  Material requirements planning (MRP)  is a computerized information system for manag-
ing production operations. Its purpose is to ensure that the right materials, components, and 
sub-assemblies are available in the right quantities at the right time so that fi nished products 
can be produced according to the master production schedule. 

 MRP operates in the following manner. First, the fi nished product requirements from the 
master production schedule are broken down into the requirements for individual parts or 
subassemblies. These requirements are compared with on-hand inventory to determine the 
quantities of units that still need to be produced. Schedules are created, inputs are purchased 
and received, and production begins. Parts produced in-house are combined with purchased 
component parts to form the most basic sub-assemblies. These are then “pushed” to the next 
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level of sub-assemblies. These sub-assemblies receive further operations and are “pushed” 
to the next step of the manufacturing sequence to form larger sub-assemblies. The process of 
completing operations and pushing to the next operation continues until the fi nished product 
is completed. The entire production system is based on producing components and pushing 
them to their next stage of production.   

 JIT production operation systems 

 Another type of production operations systems is  just-in-time (JIT) . The goal of a JIT 
system is to produce or deliver goods just as they are needed, in effect, attempting to com-
pletely eliminate inventories. JIT is more of a philosophy than a production operations 
system. The goals here are to eliminate waste, ineffi ciencies, and unproductive time. In fact, 
JIT almost always requires changes in process design, scheduling, and inventory. When used 
effectively, JIT reduces inventory levels, reduces costs, improves quality, reduces setup 
times, and smoothes the fl ow of production. Suppliers also play a critical role in JIT systems. 
In JIT systems, suppliers make smaller deliveries on a frequent basis (sometimes several 
times each day), which has encouraged some suppliers to locate close to the agribusiness.    

 Inventory 

 Beginning with suppliers and moving through the production process to the end customer, 
some form and level of inventories are maintained. Furthermore, the activities of purchasing 
and inventory control are closely related. Operations managers keep their inventory counts 
current and accurate, so that they can alert the purchasing department when more product is 
needed and so that they can track inventory turnover. 

  Inventory  is important to an agribusiness fi rm from a fi nancial and operations standpoint. 
Recall that inventory is an asset and for the average company, it represents 35 to 50 percent 
of the current assets. Although inventories are an asset from an accounting perspective, they 
are really a cost of doing business. The dollar value of goods held in inventories could be 
invested in a bank note generating interest or in a productive piece of equipment. Thus, the 
interest or  opportunity costs  of inventory can be high. Storage and handling costs for hold-
ing inventory can also be high. Large physical storage spaces are often required to store 
inventory, preventing such space from being used for more productive purposes. 

 So why have inventories? One principal reason for maintaining inventories is to provide 
 customer service  because products are available immediately for consumption. Another 
reason is to minimize the effects of varying demand for fi nished goods — especially in agri-
cultural products. For example, it may be forecasted that 10,000 units of a short-season 
popcorn variety will be demanded for the spring planting season in Indiana. A late spring that 
delays planting forces producers to switch to this short-season variety, doubling demand to 
over 20,000 units. A shortage of the popcorn seed may force customers to wait for shipment 
from another location or to purchase seed from a competitor. Lost sales opportunities now or 
in the future may be the result (i.e., customers may switch to a more reliable supplier). 

 Inventories are maintained sometimes for other reasons (Table  15.1  ). Ordering costs can 
be minimized because larger quantities can be purchased less often. Costs to set up equip-
ment and run a second batch of product can sometimes make holding extra inventory advan-
tageous. Transportation costs per unit can be reduced if a truck is fi lled with product and 
delivered full versus a partial shipment. Finally, inventories are sometimes held to maximize 
equipment utilization. 
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 In recent years, many agribusiness fi rms have found that inventory levels can be reduced 
signifi cantly without reducing customer service because better information systems have 
reduced the time between placing an order and inventory replenishment. Smaller inventories 
can improve quality levels because the feedback loop between production and use is 
shorter. Not surprisingly, better quality and the fl exibility to produce smaller quantities of 
products have increased labor and equipment utilization. As a result, the savings combined 
from all of these improvements have offset higher ordering costs and loss of quantity dis-
counts. In addition, obsolescence costs and pilferage have been minimized with smaller 
levels of inventory. 

 Inventory can be broken down into three general categories used for accounting purposes. 
Inventory in the procurement or  raw material  phase comprises about 30 percent of total 
inventory. For example, various grains, vitamin supplements, by-products, and preventive 
health ingredients are all raw materials used to make hog feed. A second accounting cate-
gory of inventory is  work-in-process (WIP)  or inventories that are in the conversion phase. 
These inventories make up an additional 30 percent of total inventory on average. Examples 
of WIP are engine sub-assemblies awaiting fi nal assembly into a farm implement. The third 
category of inventory is  fi nished goods  inventory, the remaining 40 percent of inventory. 
Finished goods are the outputs from the conversion process, which are now ready for usage. 
Breaded veal cutlets in cold storage would be an example of fi nished goods inventory.  

 Types of inventory 

 Now, let’s give an example of different types of inventories. Rita Tyner is vice president in 
charge of production for a power equipment manufacturing company located in Indiana. 
Though the fi rm manufactures several products, one of its most profi table items is a garden 
tiller. Rita’s company sells garden tillers at an average rate of 25 per week. When the ware-
house stock of garden tillers reaches a certain, agreed-upon level of depletion, called the 
 reorder point , Mike Torres, the warehouse manager, sends Rita an order for more tillers. 
The total time for the order cycle takes two weeks (i.e., paperwork, receipt and fi lling of the 
order, transportation, and receipt at the warehouse). The amount of stock that Mike has on 
hand when he reaches that critical reorder point depends on the kind of inventory being 
used. 

  Pipeline inventories  are the minimum amount of inventory needed to cover the period of 
time between the warehouse’s reordering and its receipt of the additional stock, or lead-time. 

 Table 15.1      Reasons for different inventory levels  

 Reasons for Smaller Inventories Reasons for Larger Inventories 

Interest or opportunity costs Customer service and varying demand 

Storage and handling costs Ordering or set-up costs 

Improved quality Labor and facility utilization 

Property taxes and insurance premiums Transportation costs 

Shrinkage costs — obsolescence, pilferage Quantity discounts 
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Since the average demand for garden tillers is 25 per week, and it takes Mike two weeks to 
receive the order, he will need at least 50 garden tillers in stock to avoid running out during 
lead time. 

 Despite the fact that Mike and Rita’s lead-time is two weeks, it is not necessary for Mike 
to issue an order every two weeks. For example, suppose that each truck were capable of 
loading and delivering 100 garden tillers. In the pipeline inventory system, this would mean 
that a truck delivering every two weeks would go from factory to warehouse half-empty. 
Rather than use this costly method of operation and fi ll out double the paperwork, Mike 
would probably order 100 garden tillers every four weeks. Since  cycle  or  lot-size invento-
ries  may be considerably larger than pipeline inventories, it goes without saying that use of 
this method is subject to constraints of available storage space and transportation savings, 
and dependent on projected future sales. 

 We have been assuming that Mike and Rita are dealing with rock-steady weekly 
demands, constant lead times, and standard truck capacities. In the real world of agribusiness 
enterprise, this is never the case. Demand varies from week to week, as does the length 
of time it takes to get an order fi lled. These differences are taken into account by  safety 
stock  or  buffer inventories , which provide additional stock to offset potential 
variations. 

 As explained in Chapter 14, agribusiness products are often highly seasonal. Mike and 
Rita might sell as many as 200 garden tillers a week during peak season, or as few as two 
during the off-season. Rita has the choice of planning for much higher labor costs at peak 
season or for costly storage of extra garden tillers in off-season. Both these risks can be 
avoided by  anticipation  or  seasonal inventories . Under this system, storage space is pro-
vided for products whose demand is not constant so that more are available during peak 
seasons.   

 Inventory management systems 

 Supply chain management systems typically look at demand in two different ways — inde-
pendent demand and dependent demand. Retail merchandise, services, and fi nished goods 
are types of goods driven by independent demand. The demand for a combine is an example 
of independent demand — individual farmers demand combines. Dependent demand, on the 
other hand, is derived from the demand for another item or from production decisions. For 
example, the demand for tires for new combines is derived from production schedule deci-
sions and ultimately from the farmer demand for the combine. There are two basic inventory 
tracking systems for products with independent demand: periodic or continuous. Although 
most agribusinesses use a combination of both systems, fi rms are increasingly relying on 
continuous tracking systems that are automated. 

      Periodic inventory  is an actual physical count of stock on hand, conducted at regular 
intervals, perhaps each month (Figure  15.3  ). This kind of inventory has the disadvantage 
that, taken by itself, it leaves the day-to-day status of the inventory in doubt. However, 
record keeping is minimized and the periodic inventory is very reliable at that time. A good 
example of this system is the direct store-door delivery of soft drinks and salted snacks to 
supermarkets by suppliers. On a regular basis, weekly or more frequently, the inventory of 
these products is reviewed and orders placed. 

  Continuous inventory  is exactly what its name indicates, a constant monitoring of stock 
on hand (Figure  15.4  ). Whenever sales are made or inventories are replenished, the total 
amount is subtracted from or added to the previous inventory total. Usually, a count of 
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inventories to be received is also kept, to eliminate the dangers of ordering too much. Several 
forms of automated continuous inventory tracking systems exist. Bar-code scanners at super-
markets, for example, are a technology that enables inventories to be tracked continuously 
and product to be replenished as it is purchased. 

 One advantage of continuous systems is that the inventory count is always current. The 
disadvantage is that even with a sophisticated, computerized inventory system, the reliability 
of the inventory quantity on-hand is only as good as the people who update it. The integrity 
of the system will be lost if employees forget or by-pass the system. Theft and shrinkage also 
will affect the accuracy of the continuous inventory system.    

 Distribution 

 Customers, markets, and competitors are always changing. Manufacturers have numerous 
options and resources available to them to distribute their products to the ultimate end 
consumer. Therein lies the challenge of managing the distribution element of supply 
chain management.  Physical distribution systems (PDS)  are the series of marketing 
channels through which parts, products, and fi nished inventory are stored and moved from 
suppliers, among outlets, and ultimately, to consumers. PDS encompasses transportation, 
storage/warehousing, and delivery of the fi nished product to the ultimate consumer. 
PDS must be carefully managed and coordinated to meet delivery requirements of business 

Plate 15.1 Two men inspecting a watermelon
Because of the investment and cost of inventory, effective inventory management is a key 
factor driving profi tability for many agribusiness fi rms. Photo courtesy of USDA Natural 
Resources Conservation Service.
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    Figure 15.3      Periodic review inventory system   
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    Figure 15.4      Continuous review inventory system   
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customers successfully. Manufacturers, wholesalers, distributors, retailers, as well as 
the consumer are all affected by the adequate and accurate execution of successful 
distribution. 

 Physical distribution systems comprise a costly component of the overall business plan. 
In many U.S. industries, assets required by distribution can account for more than 30 percent 
of corporate assets. Physical distribution costs are often estimated to be as much as 30 to 40 
percent of total costs. “Doing the math” shows that PDS can exceed 25 percent of each sales 
dollar at the manufacturing level. 

 Today’s agribusiness manager will benefi t from an understanding of supply chain man-
agement of physical distribution systems even if they are not directly involved in the man-
agement of those resources. Effective PDS can mean opportunities for improving customer 
services and for reducing costs. For many businesses, making the product available to the 
customer is the road to customer satisfaction. While those opportunities for improvement 
and growth are true, so are the opportunities for failure or ineffi ciency. A repair part deliv-
ered a few hours late may cost a customer thousands of dollars in lost production time. The 
PDS will vary dramatically by product. The role of PDS for Hormel salami will differ from 
the role of PDS for Monsanto’s Roundup  ®   herbicide due to the nature of the product, the 
types of warehousing, transportation, and storage that can be used in delivering the product 
to the customers.  

 Distribution and marketing 

 Place, or  distribution , was one of the four critical marketing decisions (four Ps) examined 
in Chapter 7. We will briefl y summarize that chapter’s discussion in the context of the over-
all supply chain function. The choice of a marketing channel is very important to an agri-
business because a tradeoff must be made between providing the dual and competing 
objectives of customer service (product available wherever and whenever) and minimizing 
distribution costs. Distribution adds a time and place dimension to marketing that can pro-
vide an agribusiness with a competitive advantage. In addition, the special problems of bulk-
iness, seasonality, and perishability in agribusinesses can make the choices of where to store 
fi nished goods and how to transport them a diffi cult one. The choice of distribution system 
depends on the geographical distribution of customers, the amount of personal and special-
ized customer service that is required, and the need to control or infl uence the image or 
relationship with the customer. 

 Chapter 7 detailed the three basis distribution systems: 

   •    Manufacturer-direct distribution system  
   •    Dealer-distribution system  
   •    Distributor system    

 In supply chain management, physical distribution systems can be broken down into three 
basic categories. Each of these categories involves choices and decisions for the supply 
chain manager in making the optimum decisions for the operation. Three basic components 
of distribution are: 

   •    Warehousing — where fi nished goods will be stored  
   •    Transportation — how goods will be moved  
   •    Carrier — the scheduling, routing, and selection of the carrier     
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 Warehousing 

 Manufacturing plants, warehouses, distribution centers, and retail outlets all fall into 
this category of where goods are “warehoused” or stored before delivery.  Warehousing  
can represent a huge cost in terms of the operating costs and capital investment in 
buildings and facilities required to properly store a company’s products. Consideration 
must be given to the location, size, service levels, proposed new or additional 
facilities, etc. 

 Effi cient and effective handling and storing of inventory can also provide huge savings 
to a fi rm. Product movement may be affected by packaging. A change in either 
product movement or in the packaging can impact the type of warehousing necessary — and 
again, the bottom line. A new type of package for a meat product may mean easier shipment 
as well as easier warehousing. The container which can be moved by rail, highway, or by 
sea may provide managers with a delivery-ready, cost-effective means for warehousing 
products. 

 In considering warehousing, there are two basic choices in determining where 
fi nished goods are stored. Forward placement locates fi nished goods near customers at a 
warehouse, wholesaler, or retailer. The advantages of forward placement are faster 
delivery times after receipt of order and increased sales (demand is stimulated by product 
availability). For example, a farm equipment manufacturer may allow inventories of selected 
parts to be stocked directly on the farm in anticipation of a producer’s future 
needs. Periodically, the inventory will be checked and the producer will be invoiced for parts 
he/she has used. 

 Backward placement of fi nished goods holds goods at the production facility. The pri-
mary advantage of holding goods at the manufacturer location is that a centralized ware-
housing system can reduce the total number of goods held in inventory. However, a key 
disadvantage is a lower level of overall customer service.   

 Transportation 

 The mode of  transportation  must also be chosen. The fi ve basic modes of transporting 
goods are highway, rail, water, pipeline, and air. The advantages and disadvantages of each 
can be evaluated by considering their length of transit time, geographic and product fl exibil-
ity, cost, damages in transit, and the number of times goods are re-handled. For example, 
Monsanto initially chose to deliver BST to dairy farmers via an overnight delivery system 
because it allowed for fast delivery and a centralized warehousing system. On the other 
hand, a bulk commodity like oil is transported via pipeline. Barge and rail are the transport 
methods of choice for bulk commodities such as grain, where cost is a major factor. 

 Developing cost-effective transportation is essential for the physical distribution system 
to be complete and successful. Managers must carefully weigh the issues surrounding phys-
ical distribution of products in terms of getting the product delivered successfully and in a 
timely manner to the customer. Take, for example, a food processing equipment company, 
which made changes in the shipping method of some components from air transport to sea 
transport. This move saved over $15 million dollars in a single year in shipping costs. 
However, the slower delivery meant product parts were not available when needed, which 
meant dealers didn’t have parts they needed when or where they needed them, which eventu-
ally cost the company lost sales. The bottom line is the change in shipping was ineffective 
because it adversely affected sales.   
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 Carrier scheduling, routing, and selection 

 Finally, the  scheduling ,  routing  ,  and selection of the fi nished goods carrier can be a rather 
complex decision because of varying rate differentials, destinations, routing methods, and 
the mixing of shipments. As a result, sophisticated transportation models have been devel-
oped to enable fi rms to provide fi nished goods sooner, consolidate freight, take advantage of 
vendor discounts, and minimize administrative and warehouse labor costs. 

 Effective scheduling, routing, and selection require a network of information that tran-
scends the physical distribution system. Order processing, transportation, delivery status, 
inventory turnover, and system performance are each itemized and carefully calculated in 
the effi ciently run distribution system. Today’s information systems in the distribution net-
work often involve computerized tracking methods unimagined just 20 years ago. Compare 
how your grandparents ordered goods from the (no longer existent) Sears catalog with a 
pencil and a stamp, mailing in the order form. Today, the order can be placed online at Sears.
com at the customer’s convenience, and the appropriate distributor can get the product to the 
customer from the location nearest them for the most cost-effective distribution. 

 The scheduling, routing, and shipping of products must be coordinated with the inventory 
supply management of goods to meet demand. Needless to say, the information processing 
technology available today helps to effectively communicate timely and accurate information 

Plate 15.2 Grain loaded onto a ship
Whether by highway, water, or air, decisions about the transportation of products is an important 
area for logistics managers. Photo courtesy of USDA.
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about inventory levels, location, delivery status, etc. to the appropriate channels. Knowledge 
of delivery effi cacy can help with overall customer satisfaction. It can also help measure 
customer service outcomes. Information back-fl ow is an often overlooked, yet critical com-
ponent of the physical distribution system. Accurate tracking of distribution and inventory 
information can help the company accomplish distribution objectives, and measure cus-
tomer service quality, as well as examine, identify, and/or choose management alterna-
tives.     

 Technology and operations 

  Technology  is simply any manual, automated, or mental process used to transform inputs 
into products and services. Each operation within a food or agribusiness employs some tech-
nology, even if it is manual. Agribusiness managers invest in technologies to improve pro-
ductivity and quality. They also must consider how technology relates to their operations 
strategy. For example, if a fi rm wants to be the low-cost producer, it may possibly want to 
invest in automation and a product layout that can produce high volumes of parts at low 
costs. 

 Technology factors may also infl uence plant locations by altering the manufacturing 
process. For example, genetic technologies and new processing technologies that have 
extended the shelf life of food products without freezing or refrigeration have allowed some 
industries to move away from end-use markets. Tomatoes imported from Mexico are 
extended shelf life (ESL) tomato varieties. ESL varieties contain a gene that has been manip-
ulated to allow the tomato stay on the vine until 90 percent of the fruit is pink or red. ESL 
tomato varieties last longer — they can stay on the supermarket shelf a week longer than 
other varieties. 

 Technology is important for several reasons. New technological innovations and intense 
competition have necessitated continued improvements in productivity and higher levels of 
technology, especially information technology (IT). Shorter product life cycles and increased 
marketing pressure are requiring more fl exibility on the part of service and manufacturing 
operations — again, requiring better technology. Products and materials are also becoming 
increasingly complex to build, so new technologies for more challenging production proc-
esses are needed. Information technology advancements including speed of processing, data 
storage, data transmission, and improved software are changing how business is conducted. 

 Access and availability dramatically change the way business can be done thanks to the 
24/7 availability of information through the Internet. In many regards, the farmer located in 
an isolated rural location in central Kansas may no longer be limited to shopping at the single 
equipment store in the county. Agriculture’s seasonal nature means farmers (customers) are 
often not available to make purchases during daylight hours, when the rest of the business 
world is working. Availability of information on the Web means that issue will no longer 
prevent farmers from researching, shopping, and purchasing products and services. 
Classifi eds, bulletin boards, and chat rooms posted on the Web connect farmers who have 
never been exposed to one another before. These rapid changes in how business is done will 
no doubt impact agribusiness managers in the years to come, primarily because issues of 
access and availability will and do impact logistics strategies. For some companies or sup-
pliers, these changes will create opportunity. For others, such developments will bring 
intense challenges. 

 Despite all of these changes, it is important to remember that supply chain management 
is still important. UPS may now ship a particular animal health product directly from a 
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centralized warehouse to the farm, or groceries ordered online might be picked up at the 
supermarket by a consumer trying to save time. In both cases, supply chain management 
systems are involved throughout the process of moving the product from the manufacturer 
to the buyer. 

 Many other examples of advanced technologies impacting production and logistics can 
be found in the food industry. Electronic data interchange (EDI) is an old information tech-
nology that allows business interactions between fi rms to take place electronically using a 
standard language format. The standardization enables EDI to be used by any company and 
has improved accuracy, shortened response time, and has even cut inventory.   

 Summary 

 Understanding the functions of supply chain management is imperative to the agribusiness 
manager’s success. Supply chain management has become a key business function over the 
last few years, growing in both relevance and importance. More agribusinesses now fi nd 
greater effi ciencies through going outside their own operations and linking their materials 
and physical distribution systems directly with supplier and customer systems. 

 Inventory control, transportation management, and cycle-time-to-market illustrate how a 
company’s profi tability can be impacted through effective supply chain management. Other 
supply chain functions include purchasing the inputs for production, coordinating the pro-
duction of goals, determining the levels of inventory, and probably most importantly, serv-
ing as the linkage between the agribusiness, suppliers, and customers. 

 Agribusiness production managers who wish to maintain control of their operations will 
have to forecast trends, purchase in line with these trends, control the amount of inventory 
on hand, and employ sophisticated scheduling methods and quality controls. Purchasing is 
an activity that requires skill, knowledge, and honesty in dealing with bids and negotiations 
from suppliers. Such factors as quantity, quality, price, time, and customer service are ele-
ments of effi cient purchasing. 

 The amount of inventory and kind of inventory systems used depend upon an agribusi-
ness’s size, complexity, and management sophistication. Physical distribution systems 
(PDS) include warehousing, transporting and scheduling, routing, and selecting product 
delivery. The right technology applied at the right time and in the right place can help supply 
chain managers increase overall effi ciency while expediting the accurate and timely delivery 
of top quality products to the customer. The manager who is able to exercise control over 
these facets of supply chain management will have a tightly run operation that stands a good 
chance of maximizing profi ts.   

 Discussion questions 

    1. Why is supply chain management important in an agribusiness fi rm? Describe the vari-
ous functions and responsibilities of supply chain management.  

  2. What are some of the objectives of an effi cient supply chain management system? How 
have these objectives changed over time?  

  3. What are the principle activities of purchasing? Explain some of the factors to consider 
in selecting a supplier.  

  4. Why might inventory levels be minimized and why might some level of inventory be 
acceptable?  
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  5. What are the advantages and disadvantages of a MRP system? A JIT system? In your 
opinion, which would be better for a fast-food restaurant?  

  6. Pick a food or agribusiness of your choice. Describe its physical distribution system. 
Try to describe each of the components of a physical distribution system outlined in the 
chapter for the business you choose.      

 Case study: BioAg — part II  1    

 Supply chain management 

 The top management of BioAg consists of a microbiologist (Abe) and a cereal scientist 
(Ben). They are excellent research scientists and have shared leadership of the company. 
Abe and Ben recently attended the American Crop Protection Association (ACPA) annual 
meeting, which featured several sessions about supply chain management. 

 During one session, Farmco, a large regional input supply fi rm and BioAg’s major 
reseller, announced their intentions to move aggressively with supply chain management 
initiatives. In a pilot project with a seed company, Farmco lowered inventory stocks by 
10 percent and increased customer service (as measured by on-time deliveries) by 5 percent. 
Farmco feels there are three keys to building a successful supply chain relationship. First, the 
buyer and seller must move from an adversarial to a partnership-type relationship. Second, 
to manage inventory levels, the two fi rms must coordinate and streamline their logistics. 
Finally, information systems must allow them to share key information, thereby improving 
communication, allowing quicker action, and better decision-making. 

 Upon their return, Abe and Ben convene in a meeting with four key BioAg 
managers, Cindy, Dee, Ernie, and Fred. Cindy is the sales manager, Dee runs information 
technology (IT), Ernie heads research and development (R&D), and Fred leads 
logistics. Abe and Ben show the other four a graphic from the ACPA meeting and ask 
how BioAg should proceed to adopt this type of change with Farmco and other customers 
(Figure  15.5  ). 

    Figure 15.5      Changes in procurement with shift to supply chain management   
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 “I think this would be a huge mistake,” starts Cindy, the sales manager. “We have been 
aggressively expanding our supplier base. Look at how I’ve expanded the number of farm 
input supply fi rms we sell through in the past four years. It is the competition among the 
dealers that is leading to our growth. Besides, my job is to sell. Others are supposed to serv-
ice accounts.” 

 Ben replies, “I understand that, but Farmco has $500 million in sales. They account for 
35 percent of our sales and 20 percent of our 420 dealers. They are among our most impor-
tant customers.” 

 “I’m also skeptical”, adds Ernie. “We are a company living with proprietary technology. 
Your idea seems to imply that we share our R&D with our customers. How do I know that 
our ideas won’t end up in the hands of our competitors?” 

 Abe says, “That is an important question, Ernie. But we’re looking at our relationship 
with Farmco as a partner. Don’t we have to trust our partners?” 

 Dee from IT then offers, “I’m sure that we could eventually get there. However, most of 
our efforts are focusing on upgrading existing computer systems. I’m sure that Farmco and 
our competition won’t move for at least two years.” 

 Abe responds, “I think you may be wrong. According to Farmco people, they have made 
upgrading their information technology a priority for the next fi scal year.” 

 Abe and Ben then turn to Fred who has remained silent throughout the meeting. Fred 
frowns and says, “I don’t know how I can improve service while cutting inventory levels. 
Our forecasting ability has already diminished because of the number of products we now 
offer and markets we serve. Remember that we just built two new distribution centers. And 
don’t forget that we plan to expand to 1,000 dealers in the next two years. I guess I’m with 
the others. This is not a good fi t for BioAg.” 

 Ben answers, “Fred, are you suggesting that our distribution capabilities drive the future 
direction of the fi rm? I’d also like your appraisal of Farmco’s pilot study. They said they 
would share the results with us. How did they do it?” 

 After the meeting Abe and Ben are silent for a few moments. Ben says, “This seemed like 
such a good idea at the ACPA meeting.” Abe replies, “Yeah, and I overheard that Farmco 
plans to move forward with our competitors if we aren’t interested. Can we wait?” They 
decide to reconvene their team and consider the following questions.   

 Questions 

    1.   What are the potential risk and benefi ts to BioAg in pursuing the supply chain manage-
ment initiative with Farmco?  

  2.   Farmco cites three main factors in moving toward supply chain management. Which 
factor will be easiest to achieve in this case? Which factor will be the greatest obstacle? 
Does a successful supply chain relationship require all three factors?  

  3.   Assume that BioAg and Farmco move forward with their supply chain initiative. How 
might this effect BioAg’s relationship with its other farm input supply fi rms?         

 Note   

 1 This case originally published as Frank Dooley and Jay Akridge, “Supply Chain Management: 
A Case Study of Issues for BioAg,”  International Food and Agribusiness Management Review , 
1(3): 435–441, 1998. It may be useful to review BioAg — part I in Chapter 14 before working on 
this case.   
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 Plate Part VI    Man working in a lab
Human resources: this section develops some of the concepts behind the human element of man-
agement, and the management of the potential value and contributions individuals can make to an 
organization.  Photo courtesy of USDA Natural Resources Conservation Service.



 

 16   Managing organizational 
structure     

 Objectives   

   •    Differentiate between responsibility, authority, and accountability relationships in agri-
business  

   •    Describe formal organizational structures used in agribusiness  
   •    Understand organizational principles as they apply to the development of agribusiness 

organizational structures  
   •    Discuss the impact of informal organizational relationships on the success of the agri-

business  
   •    Identify various leadership styles employed by agribusiness managers  
   •    Review current theories of managing and motivating employees  
   •    Discuss the types of recognition and their role in motivating employees      

 Introduction 

 Food and agribusiness fi rms are made up of people working together toward a common 
purpose. As soon as an agribusiness involves more than one person, a variety of organiza-
tional, personnel, leadership, and motivational issues inevitably arise. The larger the organi-
zation, the more complex and critical these issues become. One of the fundamental 
responsibilities of management is to acquire, organize, motivate, lead, and manage its human 
resources to accomplish its business objectives as effectively as possible. Given this charge, 
management must address whatever complex issues may challenge or potentially disrupt 
that responsibility. 

 Managing the human resources in an agribusiness involves many dimensions. First, man-
agement must develop an organizational structure where the responsibilities, authority, and 
accountability of individuals are clearly defi ned. By  organizational structure , we mean the 
formal way that employee responsibilities are assigned in a fi rm — who reports to whom, 
who has responsibility for what, etc. Basically, we are talking about the fi rm’s organizational 
chart. Management must also concentrate on directing and supervising the day-to-day activ-
ities of employees. This involves the total personnel function — recruiting, hiring, training, 
evaluating, promoting, administering compensation and benefi ts, fi ring, and, in some agri-
businesses, working with organized labor (see Chapter 17). 

 This chapter will focus on issues of organization and leadership. The organizational 
structure may well determine whether or not an agribusiness succeeds or fails. There are 
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many important decisions to make when developing the organization’s formal reporting 
relationships. Creating a structure that is fl exible, responsive to the marketplace, affords 
employees growth opportunities, and manages accountability and responsibility, is a major 
challenge. Leadership is critical to business success as managers seek to motivate and 
manage human resources to maximize productivity. Managing people successfully requires 
more than a charismatic personality; it requires an understanding of the basic concepts of 
supervision and leadership. We will explore these issues in this chapter, and then turn our 
attention to the more focused area of personnel management in Chapter 17.   

 GreenThumb, Inc.: managing people in a growing business 

 Marie and Bob Jordan founded GreenThumb, Inc. six years ago. Capitalizing on Marie’s 
experience in managing a retail lawn and garden center, Bob’s experiences in a commercial 
greenhouse, and some funds from their extended family, Marie and Bob set out to make their 
dream a reality. Beginning modestly with a small greenhouse and an attached lawn and 
garden shop, they quickly established their business in the community. Marie’s creative ads 
in the local newspaper, her fl air for creative in-store displays and landscape ideas, and her 
outgoing personality really drove the sales and marketing side of the business. Bob’s natural 
talent with growing plants and his previous experience as a fi eld supervisor for a large cor-
porate greenhouse provided a steady supply of quality bedding plants and fl owers for sale in 
the store. 

 At fi rst, business was simple. During the fi rst two years, Marie and Bob did just about 
everything themselves, fi lling in labor needs with the part-time help of a retired hobby gar-
dener and several high school students. Things were going so well that in the third year they 
decided to purchase six adjoining acres and begin growing some of their own nursery stock. 
By the end of their third year, the business was growing so rapidly that Marie and Bob had 
to begin adding full-time help — they just could not take the long hours required to handle all 
the work that the expanded business required. First, GreenThumb hired three managers: one 
each for the nursery, the greenhouse, and the retail store. Several workers reported to each 
of these managers, the exact number depending on the season. Bob acted as General Manager 
and Marie assumed the role of Assistant General Manager. Marie handled everything when 
Bob was away on buying trips and kept the books and records. In addition, she kept her role 
as chief salesperson and marketer for the growing company. 

 Adjusting to this expanded operation was a genuine struggle for both Marie and Bob. It 
became harder and harder to stay in touch with the customers, and it had been so much fun 
in the business initially. They seemed to spend their time doing more administrative things —
 hiring people, meeting with the managers, working on the fi rm’s fi nances. Less and less time 
was spent in the greenhouses, or with customers. Yet the business was successful and profi ts 
were good, so they continued to expand and grow. 

 In their fi fth year, things began to go wrong. By this time GreenThumb employed about 
50 people during the peak season. Recently, a number of troubling problems had required a 
lot of attention from Bob and Marie. Some of these problems included: inventory damage in 
the cramped warehouse, high turnover among part-time help, and unexplained escalating 
costs. Most serious of all was an increase in insect and disease problems in the nursery and 
greenhouse. While none of these problems were huge, together they were most disturbing —
 especially since they were leading to some dissatisfi ed customers, and lagging sales. 

 Both Marie and Bob felt they had lost touch with the business. Bob simply could not be 
on top of the technical problems because he was tied up with management problems. In fact, 
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many of the disease problems they were encountering were beyond his experience and 
expertise. Similarly, Marie had no formal training in accounting, but she did realize that 
GreenThumb needed better fi nancial information to make good management decisions. She 
had spent a lot of time learning the computerized records program they used, but this was 
just not her area. This became extremely clear when fi nancial statements illustrated that 
higher costs and lower sales had signifi cantly reduced profi ts — and neither Bob nor Marie 
knew exactly why. To make matters worse, all the time with the books kept Marie from 
putting her marketing and sales skills to work. 

 After a careful deliberation of the problems faced by GreenThumb, Bob and Marie inter-
viewed and hired an aggressive young woman who had a degree in horticulture and had 
completed an internship with a larger grower. They also hired an accountant who had gradu-
ated from a business college fi ve years before and had worked as an offi ce manager in a local 
electronics store. Both Marie and Bob felt that these two new staff members, although rela-
tively costly additions to the payroll, would pay off in improved productivity and fi nancial 
control within GreenThumb. 

 This plan worked well for GreenThumb for about a year. But then, early in March of her 
second year, the horticulturalist walked into Bob’s offi ce and quit. She said she was fed up 
with the way things were done at GreenThumb. After a rather emotional discussion, it 
became clear that her frustrations resulted from a series of incidents where she had strongly 
recommended several cultural practices to the nursery manager, only to be ignored. Finally, 
after she discovered that some new stock had been planted too deep and was likely to die, 
she had taken matters into her own hands. The nursery manager had been away for the morn-
ing, and she felt it necessary to handle the problem immediately, so she told two part-timers 
to spend the morning resetting the stock. When the nursery manager returned and found that 
the horticulturalist had pulled the workers off the job he had assigned, he was livid and con-
fronted her. There had been quite a scene in the fi eld, and several workers seemed to enjoy 
the very heated argument. 

 GreenThumb has reached a point where it is truly riddled with people problems. The 
business has been profi table and has potential for considerably more growth. But, Bob and 
Marie are almost overwhelmed — how did the people side of their thriving business get so 
out of control? How should they structure the business to address these problems? 
GreenThumb provides a good example of issues which organizational structure and people 
can give agribusiness managers. These situations can often give managers their best 
successes and some of their biggest challenges.   

 The formal organization 

 Organizations depend on two kinds of structure to operate effi ciently. We fi rst look at the 
 formal structure  that serves as the foundation for all activities. Then, in the next section, we 
will look at the  informal interpersonal relationships  that also affect how work gets done. 

 In the U.S. business economy, the owners of a fi rm provide the fi rm with the fi nancial 
resources with which to operate. They also set the general direction for the organization 
either directly or through duly elected representatives (the board of directors). The owners in 
turn delegate authority to managers to make decisions, and management is held accountable 
for the success of the business. Management then develops an organizational structure spec-
ifying the various responsibilities, authority, and accountability of employees. Employees 
help develop and execute plans for accomplishing business objectives. It all sounds 
simple — but in practice things are rarely so.  
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 Responsibility, authority, and accountability 

  Responsibility  is the obligation to see a task through to completion. It may be a contractual 
obligation or it may be voluntarily assumed, but it cannot be given away. Responsibility can 
be shared with another person or group, but it can never be passed downward with no further 
obligation. The obligation remains undiluted with its originator. 

  Authority  is the right to command or force an action by another. Authority allows instruc-
tions to be given to another individual with the expectation that they will be carried out 
explicitly. Authority is a derivative of responsibility, since it must come from the ultimate 
source of responsibility. 

  Accountability  involves being answerable to another person for performance. Associated 
with accountability is the notion of a reward for acceptable behavior or penalty for unaccept-
able results. Accountability too is derived from responsibility. 

 The formal organizational structure of an agribusiness defi nes areas of responsibility and 
authority, and delineates who is accountable to whom and for what. Historically, the larger 
the agribusiness, the more formalized and structured its organization is likely to be. In fact, 
in very large businesses it is not uncommon for specialists in organizational development to 
constantly review the organizational structure, with an eye toward changes that may facili-
tate the total management process and improve productivity. Today’s trend, even among 
large agribusiness fi rms, is to fl atten this organizational chart in an attempt to facilitate com-
munication and responsibility from top to bottom, and to keep the costs of administration as 
low as possible.   

 Principles of organization 

 There is no shortage of books, articles, magazines, and websites on “how to be successful” 
in business management. Many factors can be cited, but perhaps the most far-reaching is the 
human element: culture, value systems, structures, communications, and personalities. 
Although organizations are always in a fl uid state because they are continually changing, 
there are several key  principles  that are useful in developing an effective organizational 
structure. 

 The  span-of-control principle  states that the number of people who can be supervised 
effectively by one individual is limited. The maximum number depends on many factors, 
including the frequency of contacts that must be made, the type of work, the level of subor-
dinates, and the skill of the supervisor. In military organizations, the number of individuals 
directly supervised is seldom more than four to seven, while on assembly lines where work 
is routine, a supervisor may oversee 30 to 40 people. Information technologies such as 
e-mail, cell phones, and the Internet have in general expanded the span of control, with man-
agers supervising more people than they did previously. 

 The  minimal layer principle  states the number of levels of management should be kept 
as low as possible, which is consistent with the goal of maintaining an effective span of 
control. As organizations grow, there is a tendency for the levels of management to prolifer-
ate, but each additional level increases the complexity of communications and the opportuni-
ties for breakdowns. More recent trends, consistent with a growing span of control, are for 
organizations to “fl atten,” taking out layers of management, and giving each layer more 
responsibility and authority. 

 The  delegation downward principle  states that authority should be delegated downward to 
the lowest level at which the decision can be made competently. This allows upper management 
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to concentrate on more important decisions. At the same time, delegation of authority never 
relieves the delegator of the original responsibility. The supervisor always remains responsible 
for everything that happens under their supervision. This principle has become extremely 
important as fi rms have grown, and markets have demanded local responsiveness. 

 The  parity of responsibility and authority principle  states that a person should have 
enough authority to carry out assigned responsibilities. It would be totally unfair to hold 
employees accountable for areas in which they have not been granted enough authority to 
make the decisions that affect an outcome. While this principle makes good common sense, 
it is not unusual to see it violated in practice. 

 The  fl exibility principle  states that an organization should maintain its structural fl exibil-
ity so that it can adjust to its changing internal and external environments. Organizations are 
always changing. Since the organizational structure involves people, changing the power 
structure can be a very delicate issue as people often feel threatened by change and tend to 
resist it. Periodic reviews and a mechanism for changing structure are necessary for healthy 
organizations. At the same time, changing the organizational structure is highly disruptive 
and takes people’s focus off day-to-day operations — just ask any food and agribusiness 
employee who has been through a major merger or acquisition.   

 Types of organizational structures 

 The foregoing organizational principles give rise to three primary types of organizational 
structure:  line, line and staff, and functional . There are actually many, many variations on 
these basic types, and a pure organizational type seldom occurs. Generally, the larger a busi-
ness becomes, the more complex its structure. But, most are designed around these three 
basic types.  

 Line organization 

 A  line organization  is a structure in which there is one simple, clear line of authority extend-
ing downward from top management to each person in the organization. Each subordinate 
reports to only one person, and everyone in the organization is directly involved in perform-
ing functions that are primary to the existence of the business. Figure  16.1   shows an early 
organizational chart for GreenThumb, an example of a line organization. 

 The line organization is ideal for smaller agribusinesses, such as GreenThumb, in their 
fi rst few years of doing business. In such cases, lines of authority and accountability are 
simple and cannot be easily confused, communication channels are clear and rapid with few 
people involved. Top management are often the owners of the business, who fi nd it easy to 
stay informed and make effective business decisions with good information. Marie and Bob 
Jordan, as the managers of GreenThumb, Inc., could react quickly and personally to a shop-
lifting problem in their retail store or a disease problem in the nursery, because of their rela-
tive proximity to the problem area. 

 But as a business grows, it becomes more complex. The more people there are and the 
more levels of management that are added, the less effective the pure line organization 
becomes. Lengthening the chain of command reduces the speed of important decisions and 
increases the probability of communication breakdowns. If an assistant nursery manager is 
hired and nursery workers are specialized into fi eld hands, delivery person, and mechanics, 
the owner/manager may not learn of a feud between two delivery people until one of them 
quits, unless the lines of communication are working exceptionally well. 
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 Furthermore, there is really no place in a line organization for specialists. As a business 
grows, it requires a more diversifi ed structure. As GreenThumb grew, it became obvious that 
an offi ce manager/accountant would be needed, as well as a professional horticulturist to 
advise on matters of disease control, plant propagation, and fi eld practices. In a line organi-
zation, such specialists should be in a position to offer advice, but typically are not directly 
involved in the line of authority over activities in the nursery or greenhouses.   

 Line and staff organization 

 The  line and staff organization  is a variation of the line organization. The difference is that 
it includes a place for specialists, sometimes known as staff (Figure  16.2  ). In this type of 
organization, staff personnel have direct accountability to key line managers and are respon-
sible for offering advice on problems or providing services in their area of specialization. 
Typically, these specialists or staffs have no authority except over assistants who may be 
assigned to them. Their advice can be accepted or rejected by line managers, who retain 
responsibility for all decisions. 

 GreenThumb management is likely to fi nd the advice of a staff horticulturalist 
and accountant invaluable in making technical decisions and analyzing operating costs. The 
highly trained horticulturalist can work with the nursery manager and the greenhouse man-
ager, advising them on disease problems in the nursery or propagation problems in the 
greenhouse, or assisting them with customer problems in the retail store. Under this struc-
ture, no one is required to accept all the specialists’ suggestions, but professional advice and 
services can be extremely benefi cial to the business. Staff specialists can be advisory, they 
can handle service problems, and/or they can provide control functions, as do 
quality inspectors in a processing plant. In any case, they typically do not have line authority 
over others in their organization, and this is one major drawback of the line and staff 
organization. 

 Staff specialists must be positioned to avoid undermining the authority of line manage-
ment. This is diffi cult, since their position and special knowledge often give them consider-
able status and prestige that can easily be misused. Line managers or workers may not 
welcome changes or policies that these staff specialists may legitimately suggest. Specialists 
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may feel so strongly about a particular issue that they may apply pressure or go around the 
normal chain of command. If GreenThumbs’s horticulturalist tells nursery workers to begin 
treating growing beds with insecticide, such a request may be in direct confl ict with the 
nursery manager’s established work schedule, creating much confusion among employees 
and ill feelings with management.   

 Functional organization 

 A  functional organizational structure  meets the problems of staff specialists’ authority 
head-on by granting them authority in the areas of their specialty (Figure  16.3  ). The horti-
culturalist that sees the need for an immediate insecticide treatment of bedding plants has the 
responsibility and the authority to command workers to make the application. 

 Of course, a functional organization offers an almost unlimited potential for confl ict and 
confusion. Who has the highest authority? From whom do workers really take orders? The 
key to making the functional structure work is coordination of staff and line management 
efforts. A cooperative attitude and good communication are absolutely essential for this 
organizational structure to work. While complex, this organizational structure, or a variant, 
is very common in agribusinesses, especially larger ones. Such businesses have found that 
the advantages of functional organization outweigh the disadvantages.    

 Communication: the key to success 

 No matter how well thought-out the organizational structure, there will be times when it 
breaks down. Agribusinesses, large and small, are complex operations that do not always 
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work the way management intends. No organizational structure is better than the people in 
it. Their understanding of the structure and the employee’s willingness to work within it are 
essential. Yet, even when people are trying to make it work, problems arise. People have 
emotions, misunderstandings, ego needs and family issues that sometimes get in the way. 
Effective organizations recognize the need for interpreting the formal structure in terms of 
the human element, by adjusting and working through misunderstandings when they occur. 
No organizational structure can be successful without a constant focus on honest but tactful 
communication at all levels. Some of the basic keys to communication are that it should be 
timely, consistent, and thorough. Management should attempt to make communications 
“transparent,” i.e., seek input and share some reasoning for decisions. Transparency tends to 
be a bit of a slippery slope — as it is often diffi cult to ascertain how much information to 
share with employees — they like to be “kept in the loop.” However, some issues and deci-
sions need to be left to management and managers need to realize that they will be held 
responsible for their decisions — both good and bad, and may often be blamed for decisions 
that seem to be capricious, but are actually well thought out.    

 The informal organization 

 The formal organization is concerned primarily with the activities of people as they perform 
their job functions. But the formal organizational structure cannot possibly control all of the 
personal relationships that exist in any agribusiness. Whenever people come together, infor-
mal relationships develop that may have signifi cant impact upon the effectiveness of the 
formal organization. The  informal organization  is primarily concerned with interpersonal 
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relationships among people; that is, their emotions, feelings, communications, and values. 
The informal organization is an important part of an organization’s culture. 

 The informal organization is crucial to the success of any fi rm, since it contributes greatly 
to the fulfi llment of individuals’ personal needs. A great many (if not most) professional 
people and workers spend as many or more hours on the job as they do at home or with their 
families. And for some, the hours spent on the job may be a primary source of ego fulfi llment 
and social relationships. Their role on the job, their status among peers, and their personal 
feelings about their job are critical to their well-being; therefore, all these factors directly 
affect how well the formal organization works. Personal lives of employees can affect an 
organization’s effi ciency positively or negatively. 

 Managers who cultivate a positive informal organization will discover a desirable fringe 
benefi t: the formal organization will be much more productive. Any gaps caused by unex-
pected situations can be handled far more easily. Communication will be facilitated through 
informal channels. The span of control can be lengthened because people will work together 
more effectively. The end result is that more and better quality work is completed as people 
feel a commitment to the common goal.        

 On the other hand, where the informal organization is ignored or when personal relation-
ships interfere, results are less predictable, people are less fl exible, and they may spend 
considerably more time on activities that are counterproductive to company goals. Managers 
who ignore the power of the informal organization, who dictate without regard to sensitive 

 Plate 16.1    Hands
A positive and vibrant informal organization helps insure that the formal organization is effective 
and profi table. Photo courtesy of USDA Natural Resources Conservation Service.



 

378 Human resource management for agribusiness

interpersonal factors, may even experience “malicious obedience” among employees, that 
is, a situation where an employee spitefully carries out a superior’s command to the nth 
degree, even when the employee knows that such literalism is not called for in the situation 
and may produce a negative result. 

 Informal organization begins with the primary group, or the people with whom an 
employee works most closely. Within this group, as in the larger organization, relationships 
develop as the result of status, power, and politics.  Status  is the social rank or position of a 
person in a group. Status and symbols of status exist in every group.  Symbols  include title, 
age, experience, physical characteristics, knowledge, physical possessions, authority, loca-
tion, privileges, acquaintances, and a host of other factors, depending on the situation. 

 At GreenThumb, Inc., who gets to drive the newest pickup truck and who has the fi rst 
locker in the clean-up room have become status symbols among workers. Insensitivity in 
assigning trucks to work crews could create problems in the organization. However, status 
is not necessarily bad, because it helps people fulfi ll ego needs and can serve as a method by 
which managers can motivate subordinates. 

  Power  is the ability to control another person’s behavior. Power may come from the 
formal authority issued through the chain of command, or its source may be less formal, 
arising out of respect, knowledge, status, proximity to a source of power, or control of a 
resource. Effective agribusiness managers recognize the importance of power — both their 
own power and that of others in the organization. They can use power productively to accom-
plish corporate objectives, or they can abuse their power to emphasize their own importance. 
Managers must recognize that by withholding full cooperation, employees can exert a great 
deal of unoffi cial power themselves. 

 Marie and Bob Jordan must recognize the power plays currently operating between the 
nursery manager and their staff horticulturalist. Both are struggling for power they believe is 
rightfully theirs. The nursery manager may feel threatened by the horticulturalist’s higher 
position and knowledge, or he may undervalue her because of her gender. The Jordans must 
deal with the informal aspects of the power struggle as well as the structure of the formal 
organization. And, they may well fi nd, as many agribusiness managers do, that managing the 
informal organization is much harder than structuring the formal organization. 

  Politics  is the manner in which power and status are used. Politics involves the manipula-
tion of people and situations to accomplish a particular goal. Everyone is at least superfi -
cially familiar with the formal political process of give-and-take, individual and group 
coalitions, and negotiating. The formal political process in the state or national sense is a 
complex but systematic application of power and persuasion. Within the agribusiness, how-
ever, politics is an intricate part of the informal organization. Although it is likely to be more 
obvious in larger organizations, politics is necessary for getting things done when one lacks 
total authority to dictate an action, and can be useful even when authority is present. 

 The greenhouse manager at GreenThumb understands the role of politics, so he will plan 
his request for an automatic overhead sprinkler system very carefully. He knows that invest-
ment funds are limited and that he will be in direct competition for these funds with the retail 
store manager and the nursery manager. If the offi ce political situation is such that the 
accountant can and does infl uence the Jordan’s investment decisions, the greenhouse man-
ager may well cultivate a relationship with the accountant and subtly look for ways of gain-
ing this individual’s support. 

 Politics has positive value: it encourages compromise and offers a way of solving 
problems without direct explosive confrontation. In larger organizations, politics offers 
a method for accomplishing things that would be cumbersome to handle through purely 
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formal channels. While politics may seem manipulative or even unethical to some, it is a fact 
of life and infl uential to some degree in all organizations. Effective managers recognize its 
existence and deal with it realistically.   

 Leadership 

 Managers are designated leaders, formally appointed by the chain of command that origi-
nates with ownership. But leadership is much more than issuing authoritarian commands. It 
requires working with personnel and motivating them to accomplish the fi rm’s objectives. 
 Leadership  is in part the ability to combine personal style and organizational goals in cor-
rect proportions.  

 Styles of leadership 

 Leadership and leadership styles are heavily studied areas. Obviously, business could profi t 
greatly from a consistent way of identifying good leaders, or of teaching selected individuals 
how to be effective leaders. Although a great deal is known about leadership, there are no 
consistent or simple answers to the question, “What makes a good leader?” What makes a 
good leader in one situation does not necessarily work in another. Some research suggests 
that a strong will, extroversion, power need, and achievement are key variables in a leader. 
Other work identifi es intelligence, social maturity, breadth of development, inner motiva-
tion, and a positive human relations attitude as necessary ingredients to leadership. 

 All of these factors are subjective and diffi cult to measure. The conclusion is that leader-
ship is not static but dynamic, and must adapt to the specifi c circumstances of the situation. 
However, there are a number of leadership styles that have been identifi ed, and understand-
ing these styles can help in assessing what type of leadership may be most appropriate in a 
given situation. One popular classifi cation scheme describes managers as authoritarian, 
democratic, free reign, and transformational.  

 Authoritarian 

  Authoritarian , also called  autocratic , is a leader-centered style, in which the thoughts, 
ideas, and wishes of the leader are expected to be obeyed completely, without question. 
Authoritarian leaders seldom consult subordinates before making decisions. Also, decisions 
may be changed suddenly for no apparent reason. The hard-nosed autocrat is coercive in 
relationships with subordinates, and often threatens them if they do not perform to the auto-
crat’s level of expectation. 

 Yet there are also other styles of authoritarian leadership.  Benevolent autocrats  con-
vince followers to do what they want by being so well liked that no one would consider 
being disloyal or of “letting the chief down.” The benevolent autocrat gives so much praise 
that employees are shamed into obedience. Another form of autocratic style is that of the 
 manipulative autocrat , who creates the illusion that employees are participating in the 
decision-making process. This leader’s motto is “make them think they thought of it.” 

 Note that in each autocrat style outlined above, all decisions originate with the autocrat, 
and the autocrat maintains fi rm control. The only difference among the three is the manner 
in which the control is exercised. Some argue that the autocratic style of leadership is always 
bad and leads to poor performance and ill feelings, but this is not so. Although the authoritar-
ian style would seldom be the only method of operation for any given leader, those who are 
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primarily autocratic can show excellent results, particularly when the leader has a good feel 
for the situation. Over a period of time, autocratic leaders tend to surround themselves with 
subordinates who enjoy not having responsibility; they just like to “follow orders.” This 
combination of leadership and following is often quite productive, at least temporarily. 
However, it is limited completely by the individual autocrat’s ability and can result in utter 
chaos if that leader becomes incapacitated, or if the situation changes in a way that does not 
play to the strengths of the autocrat. The autocratic style is common and is most likely seen 
in smaller, owner-managed businesses.   

 Democratic 

 The  democratic  or participative leadership style favors a shared decision-making process, 
with the leader maintaining the ultimate responsibility for decisions while actively seeking 
signifi cant input from followers. Research shows that while this style may require a consid-
erable amount of skill, it stimulates employees’ involvement, and enhances favorable 
employee attitudes toward their jobs. The only real disadvantage is that a democratic leader-
ship style requires management skills and time that may not always be available — so this 
leadership style may not be appropriate for all situations.   

 Free rein 

  Free rein  or  laissez-faire  leadership literally relinquishes all decision making to followers. 
The leader essentially abdicates his or her responsibility to the group and simply joins the 
group as an equal; thus, the group decides what to do. Although free rein leadership may 
work with some decisions, it seldom leads to consistently good decisions, and often results 
in poor outcome and frustration among employees. This leadership style is highly dependent 
on the quality of the employee team, and it takes a very capable group of individuals to make 
this work. Figure  16.4   shows the increasing participation of a member of a group (the 
employee) on the continuum from autocratic leadership to laissez-faire. The horizontal axis 
describes the type of action taken by the manager in dealing with their employees.   

 Transformational 

 As discussed in Chapter 2, managers’ jobs include planning, organizing, directing, and con-
trolling. And, as agribusiness markets have evolved over time, it has become increasingly 

    Figure 16.4      The leadership continuum   
Note: horizontal axis outlines the action taken by the manager (leader) in dealing 
with group members (employees).
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clear that a new type of leader is required to accomplish these tasks in an environment of 
rapid change and intense competition. One newer style of leadership,  transformational 
leadership , has been identifi ed as particularly helpful in guiding organizations and employ-
ees through such changes. Transformational leadership, as defi ned by Bernard Bass in his 
book  Leadership Performance Beyond Expectation , is a form of leadership that motivates 
followers to work for transcendental goals and for aroused higher-level needs of self-actual-
ization rather than for immediate self-interest. Essentially, transformational leaders (TLs) 
motivate individuals in an organization to proactively work for a “transformation” in how 
the company does some aspect or aspects of its business. 

 Transformational leadership involves three steps: 

  1.   Recognizing the changes in the market  
  2.   Creating a vision of the fi rm in this new market  
  3.   Institutionalizing the change    

 Transformational leaders are usually found in a chaotic marketplace. At a time of 
upheaval, it is transformational leaders who, in the midst of struggle, can identify those 
issues that are most critical. They create a vision for dealing with the situation, usually by 
“thinking outside of the box,” that is, thinking beyond the normal ways in which such situa-
tions are handled. But it doesn’t stop there. TLs follow through by making the change a 
reality. They foster a company culture that understands the need for change and embraces 
the vision. 

 TLs have the ability to infl uence major changes in organizations by infl uencing changes 
in followers’ attitudes and assumptions. They typically exhibit some combination of two or 
more of the following four characteristics: idealized infl uence, inspirational motivation, 
intellectual stimulation, and individualized consideration. 

   Idealized infl uence . TLs often act as role models. They have a high degree of self-confi dence 
and strong conviction regarding their own ideas and beliefs. They consider others’ 
needs, share risk, and are consistent and responsible, and demonstrate accountability.  

   Inspirational motivation . TLs inspire followers to exert themselves beyond what is expected. 
They are good at generating enthusiasm, team spirit, and optimism by demonstrating 
self-determination and commitment.  

   Intellectual stimulation . TLs encourage creativity by acting as teachers. They offer a breath 
of fresh air by analyzing old problems in new ways and by using intelligence and rea-
soning instead of unsupported opinions. They encourage followers to think about actions 
before taking action.  

   Individualized consideration . TLs give each follower individual attention. They fi nd a fol-
lower’s individual talent, offer criticism, and provide opportunities for learning. This 
one-on-one coach or mentor notion makes followers feel accepted, valued, secure, and 
may help them become more loyal followers.    

 Agribusinesses continue to face changes and challenges in an ever-more competitive busi-
ness climate. As a result, today’s agribusiness managers may have even more opportunities 
in the future to apply the principles of transformational leadership — or some of its compo-
nents — in their organizations. 

 Beyond these four basic styles of leadership, there are a host of refi nements and 
behavioral patterns that can, when studied in detail, contribute greatly to leadership 
effectiveness. Some of these theories provide classic insights into human behavior and 
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managerial effectiveness. We will review two here: Theory X and Theory Y, and manage-
ment by objectives (MBO).    

 Theory X, Theory Y 

 Douglas McGregor suggested a dual theory about human behavior in business that has 
important implications for management style and methods of motivation. McGregor based 
his theory on what has come to be known as the “dual nature of humankind.” For centuries, 
philosophers have noted that people have the capacity for love, warmth, kindness, and sym-
pathy, but at the same time can exhibit hate, harshness, and cruelty. This dichotomy led 
McGregor to an explanation of management style that is based on assumptions managers 
make about the people they supervise. McGregor referred to his dual theories as  Theory X  
and  Theory Y .  

 Theory X 

 McGregor believed that traditional management practices and methods are based on the fol-
lowing set of assumptions about employees: 

  1.   Most employees have an inherent dislike for work, and will avoid it if at all possible.  
  2.   People will work only when they are coerced, threatened, or at least controlled in all 

their activities.  
  3.   Most people actually prefer to be closely controlled because they dislike responsibility 

and have little ambition.  
  4.   Most people are basically self-centered and selfi sh.  
  5.   Security is very important to most employees, and they are threatened by change.  
  6.   Most employees are gullible, will believe anything, and are not very intelligent.    

 McGregor believed that for centuries these assumptions had served as the basis for most 
management and leadership styles: strong control with little concern for employee needs. 
Most of the supervisory practices resulting from Theory X assumptions have failed to tap the 
human resource potential in the employees being supervised.   

 Theory Y 

 At the other end of the continuum is another set of assumptions derived from a belief in 
the natural goodness and creativity of human beings. Theory Y assumptions include the 
following: 

  1.   Work, both physical and mental, is as natural as play or rest.  
  2.   People can and will exercise self-control and evidence motivation to achieve goals to 

which they are personally committed.  
  3.   The level of commitment is dependent on the rewards received for reaching the goals.  
  4.   People basically like responsibility and will seek it.  
  5.   People are naturally creative and have far more capability than is generally utilized.    

 Theory Y assumptions lead to a very different management and leadership style. Theory Y 
managers focus attention on employees themselves, attempt to draw out their creativity, and 
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appeal to their willingness to accept responsibility. These managers do not abdicate 
their responsibility and authority to their employees. They are quick to enter into a dialogue 
that will help both the manager and employee arrive at mutually acceptable goals, 
and to establish a reward system that is fulfi lling to the employee. Theory Y management 
is not an easy style. It requires patience and a great deal of people skills on the part of 
managers. 

 Obviously, there is much appeal to the Theory Y management approach, and McGregor 
was a strong proponent of it, especially early in his career. If one fully accepted these appeal-
ing assumptions, there would be little need for time clocks, fi xed working schedules, produc-
tion quotas, and the like. Many organizations have made strong attempts over the past 
several decades to move closer to a Theory Y style of management, though there are still 
holdovers. 

 However, it should not be assumed automatically that Theory X management is bad and 
Theory Y management is good. It is said that McGregor used the Theory X, Theory Y ter-
minology on purpose, so as not to imply superiority of one style, even though he preferred 
the Theory Y approach. In fact, McGregor himself softened his strong support of the Theory 
Y position later in his career when he became a university administrator and personally 
experienced some of the frustrations associated with applying strong Theory Y management 
assumptions. Some employees hold Theory X type assumptions about themselves and so 
perhaps prefer to be treated in a manner consistent with this belief. But clearly there is great 
merit in the Theory Y approach, and agribusinesses have generally moved in this direction.    

 Management by objectives 

  Management by objectives (MBO)  concentrates on results rather than on the process by 
which they are achieved. It is a system of management whereby the supervisor and the sub-
ordinate jointly: 

  1.   Set objectives that both agree are reasonable and in line with corporate goals.  
  2.   Determine how performance will be measured in each area of major responsibility.    

 First introduced by Peter Drucker in 1954, but continued to be used broadly, the MBO proc-
ess usually begins with a very broad set of objectives and sense of direction as established 
by the board of directors. Top management develops its own objectives, consistent with the 
board’s framework, and submits them to the board for reaction. Top management then asks 
middle management to develop and submit goals that are consistent with overall corporate 
goals as interpreted and applied to the middle managers’ respective departments. Then, top 
management and middle management coordinate these goals through a negotiating process 
until an acceptable set of goals and yardstick to measure progress have been established. 
Next, middle management works with lower management, and so on down the line until the 
process has been repeated throughout the organization. 

 There are obvious advantages to such a system. First, since it accords individuals a cer-
tain amount of input into their own goals, employees tend to become emotionally committed 
to accomplishing whatever they have targeted for themselves. Second, with MBO, the crite-
ria for evaluation become crystal clear and are agreed on by all concerned, which eliminates 
many problems later. It is important that objectives be clearly established and clearly meas-
urable in the MBO process. As manager and subordinate meet for evaluation, judging 
whether or not objectives have been met should not be subjective. 
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 The process is also quite time-consuming, however. Often, proposed objectives are sub-
mitted, negotiated, and resubmitted repeatedly before agreement is reached. Although the 
MBO system is intended to enhance communication, its success is built on assumptions of 
preexisting communication and mutual trust. If subordinates intentionally establish goals 
that are unrealistically low, so that they can exceed their goals easily and look good, 
the entire system breaks down. Additionally, there must be commitment to the system 
from the top down. Whenever top management resorts to dictating all the objectives, others 
assess how feasible those objectives are to achieve and react based on that assessment. 
Yet the appeal of an effective MBO system is strong and if done properly, it can be highly 
successful.    

 Motivation 

  Motivation  is a stimulus that produces action, and directed action is a primary function of 
management. This is why managers are so concerned with the concept of motivation. There 
have been many arguments about whether it is possible for a manager to actually motivate 
employees. Some say that a good manager is skillful in stimulating others to accomplish 
targeted objectives. But others argue that all motivation is really self-motivation, which 
comes from within each individual. Those holding this view say that managers affect the 
environment and provide the stimulus, but it is ultimately up to the employee to decide to 
act. No matter which point of view seems more logical, management is responsible for 
results and must somehow stimulate, encourage, or coerce the employee behavior necessary 
to accomplish organizational goals and objectives, or else it must create an environment that 
will produce the same effect. 

 Motivation has many dimensions. It can be negative, as when an employee’s attitude 
results in activity that undermines company goals, or it can be so positive that the employee 
becomes emotionally and personally involved in completing assignments at the highest level 
of their capabilities. Employees can be stimulated by positive rewards or by fear of undesir-
able treatment or lost privileges. 

 Like leadership, motivation has been studied extensively. As a result, there are a number 
of theories that have been suggested to explain how motivation works within individuals and 
organizations. Most researchers agree that in some way motivation comes down to a matter 
of rewards and punishments. By controlling rewards and punishments, management can 
signifi cantly affect employee performance. 

 The basic problem comes in trying to determine what rewards and punishments work in 
which circumstances. The situation is further complicated by the wide variation in people. A 
simple “thank you” may be motivating to one person, while a new title may be of paramount 
importance to another. Some employees place high priority on monetary rewards, others on 
getting challenging assignments, while still others value perks like company cars and expense 
accounts. This very, very wide range in what employees value demonstrates the scope of the 
problem in developing a successful motivation system within the agribusiness. 

 Psychologists suggest that there are two types of motivation: intrinsic and extrinsic. 
Intrinsic motivation refers to motivation that is driven by an interest or enjoyment in the task 
itself, and exists within the individual rather than relying on external pressure. Examples 
here would be learning to broaden one’s scope of knowledge, or being motivated to reach a 
goal such as climbing Mt. Rainier in the state of Washington. This contrasts with extrinsic 
motivation, which is motivation that comes from outside of the individual. In a job, extrinsic 
motivation is a reward like money; in school a grade would be an extrinsic motivator. 
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The threat of punishment is another example of extrinsic motivation; in general competition 
is extrinsic because it encourages the competitor to win and beat others, not to enjoy the 
intrinsic rewards of the activity. Below, we give a brief overview of some widely used 
theories of motivation, which provide useful ideas for managing and motivating people in 
agribusinesses.  

 Maslow’s needs hierarchy 

 Motivation focuses attention on the personal needs of human beings, so some understanding 
of human needs is necessary for effective supervision. Psychologist Abraham H. Maslow 
developed one widely used model of human needs.  Maslow’s needs hierarchy  is based on 
the idea that different kinds of needs have different levels of importance to individuals, 
according to the individual’s current level of satisfaction (Figure  16.5  ). Usually the needs of 
one level must be met before the next level becomes a motivating force. Needs basic to 
human survival take priority over other needs, but only until survival has been assured. After 
that point, other needs form the basis for the individual’s behavior. 

   Survival . Maslow suggested that every human’s most basic concern is physical survival: 
food, water, air, warmth, shelter, and so forth. Obviously, humans cannot live unless 
these needs are at least minimally fulfi lled. These most basic needs are immediate and 
current. It takes only moments for a person gasping for breath to be more concerned 
about survival than about anything else in the world. Survival here and now is even 
more critical than survival over the days or weeks ahead. For example, the call of “fi re” 
prompts immediate action — notions such as fi nancial concerns or etiquette are quickly 
forgotten.  

   Safety . Once immediate survival has been assured, humans become concerned about the 
security of their future physical survival. Today, this concern often takes the form of 
income guarantees, insurance, retirement programs, and the like. In a depressed agricul-
tural economy, farmers will be more conservative spenders than they would be in more 

    Figure 16.5      Maslow’s needs hierarchy   
Source: Maslow  2010 .
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prosperous times. They’re less likely to be innovators and will be more concerned about 
getting a “tried-and-true” product at the lowest cost. In such an environment, safety is a 
much more important motivator than the prospect for larger fi nancial rewards.  

   Belongingness . After they have achieved a reasonable degree of confi dence in their safety, 
people become concerned with their social acceptance and belonging. Social approval 
and peer acceptance can cause a great deal of self-applied pressure and can be a strong 
source of motivation. If others are shifting to a new product or practice, farmers may be 
motivated to try the idea to “keep up” with their neighboring producers. Likewise, food 
consumers may be interested in trying out the latest energy drink as they “keep up” with 
other members of the health club where they work out.  

   Ego status . With a comfortable degree of social acceptance, most individuals become con-
cerned with their self-esteem or status relative to their group. Group respect and the 
need to feel important depend heavily on the responses of other group members. 
Recognition from superiors and peers is a compelling drive for many people and may be 
responsible for the upward movement of a great many successful people. When sales-
people help customers excel, they’re appealing to the customer’s self-esteem or egos. 
For example, a livestock or poultry producer may be motivated to have the top rate of 
gain, highest milk production, or fewest days to market. An incentive/recognition pro-
gram such as “Salesperson of the Year” may work well for salespersons in a food man-
ufacturing fi rm who are highly motivated to be the very best in the region.  

   Self-actualization . The highest level of need, and the one that becomes important only when 
lower-level needs have been relatively well satisfi ed, is self-actualization, the feeling of 
self-worth or personal accomplishment. This category of needs is highly abstract and 
takes a multitude of forms among different individuals. Self-actualization may be 
achieved through creative activities such as art, music, helping others in community 
activities, or building a business. The results of self-actualization embrace an attitude of 
“I feel I’ve made an important and worthwhile contribution.”    

 In our society, most people’s survival and safety needs are relatively well taken care of, so 
these are seldom strong motivators. Only when these needs are threatened do they become 
much of an issue. Although employees may feel good about a retirement plan, retirement 
benefi ts are seldom a factor in motivating them to higher levels of productivity. Even when 
job security becomes the focal point of labor negotiations, few would argue that such factors 
motivate employees to a very large degree, since they are becoming expected as normal and 
reasonable. 

 Belongingness or group acceptance can exert somewhat more pressure on people. New 
line workers may seek out belongingness as they try to fi t in with other workers on their shift. 
The dynamics of the group will determine whether or not this attempt to fi t in results in 
positive or negative outcomes from the fi rm’s standpoint. Supervisors must recognize and 
encourage peer group acceptance and manager acceptance as important to employee 
performance. 

 Ego status or recognition is one of the most common and most productive needs through 
which agribusiness managers supervise and motivate employees. A great many people seem 
to be responsive to ego need fulfi llment. Nearly everyone feels they want to be important and 
recognized. Managers who give employees recognition frequently, honestly, and positively 
are often rewarded with highly motivated personnel. Such recognition can take many forms. 
The simplest kind may be verbal: compliments are very effective when they are honest. They 
can also be nonverbal: simply a smile or a nod of approval. Listening is also very powerful. 
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Caring enough to listen to subordinates and to consider their opinions and feelings is one of 
the most powerful ways to recognize employees. Every successful manager has his or her 
own way of recognizing people effectively, but no matter what the technique, it is not acci-
dental. It is an important management activity that relates directly to fi rm productivity. 

 Self-actualization is not quite as easy to deal within a management context because it 
comes from within the individual. However, this need can be a very important one for indi-
viduals who have “done it all.” Examples here might be the department manager who has 
demonstrated exceptional performance year after year, and is now looking for the next chal-
lenge; or, the veteran salesperson who has received every major sales award and is looking 
for what’s next. Management can best address self-actualization by: 

  1.   Recognizing that some employees will be motivated by their own sense of self-
accomplishment  

  2.   Allowing this to happen  
  3.   Encouraging the proper environment for it, whenever possible      

 Herzberg’s two-factor theory 

 A popular but somewhat controversial theory of employee motivation is one developed by 
Frederick Herzberg. He argued that there are certain “satisfi ers” and “dissatisfi ers” for 
employees at work. 

   Hygienic factors  (so called because like hygiene, the presence will not make you healthier, 
but absence can cause deterioration of health) are conditions necessary to maintain an 
employee’s social, mental, and physical health. Research suggests that there are several 
such factors — including company benefi ts and policies, working conditions, job secu-
rity, supervision, and pay. Herzberg argued that the presence of these factors does not 
make a worker happy, but if they are lacking, the employee is likely to become 
unhappy.  

   Motivators  are reward producers, or conditions that encourage employees to apply them-
selves, mentally and physically, more productively to their jobs. Motivators bring about 
commitment to the task. Most motivators are predominantly psychological, such as rec-
ognition, advancement, responsibility, challenging work, and the opportunity for further 
growth.    

 Figure  16.6   shows the continuum where absence of hygiene factors causes dissatisfaction, 
but their presence provides no motivation. Likewise, the absence of motivators does not 
cause dissatisfaction, but their presence does cause motivation. 

 One of the controversies surrounding Herzberg’s theory is whether compensation is a 
hygiene factor or motivator. Many agribusinesses use compensation as an incentive to moti-
vate employees to higher levels of performance. Proponents of such plans feel strongly that 
both salespeople on commission and fi eld or line workers on wages tied to productivity are 
highly motivated to maximize their performance. 

 Yet Herzberg argues that these payment techniques are hygienic because they do not have 
the effect of increasing commitment to the job. He says that pay incentives work well tem-
porarily, but once a particular pay and performance level has been reached, and the employee 
adapts to it, the pay itself is no longer a motivator. In fact, if something happens to cut the 
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pay level, the employee is likely to become frustrated and dissatisfi ed. Salaried employees 
seem particularly susceptible to this phenomenon. Although they may work harder to achieve 
a pay raise, soon after it has been accomplished, their standard of living and expectations 
move up to form a new base point of normalcy: at the same time, their performance often 
regresses to a more comfortable level. 

 Although there is controversy surrounding Herzberg’s idea that money is not truly a moti-
vator, there is much to be gained from his theory. The message is that agribusiness managers 
should work to enrich their employees’ jobs. He suggests doing this by providing constant 
feedback, variety in tasks, and a means of making the job more important. This, he feels, will 
help the employee to become more enthusiastic about their work.   

 Vroom’s expectancy theory 

 Victor Vroom, a Yale psychology professor, proposed an Expectancy Theory which states 
that, in the workplace, individuals have a variety of goals and that they can be motivated if 
they believe that: 

  1.   There is a positive correlation between efforts and performance.  
  2.   Favorable performance will result in a reward.  
  3.   The reward’s value to the employee can be determined,  
  4.   The desire to satisfy the need is strong enough to make the effort worthwhile.    

 The actual equation is: Motivation = E (I x V), where: 

  1.    E = Expectancy . Employees have different expectations and levels of confi dence about 
what they are capable of doing. Managers must discover what resources, training, or 
supervision employees need. Expectancy is measured as a probability insofar as the 

    Figure 16.6      Herzberg’s two-factor theory   
Note: hygiene factors — presence causes no motivation, absence causes dissatisfaction; motiva-
tional factors — presence causes motivation, absence causes no dissatisfaction.
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employee asks, “What are the chances that, given my knowledge, skills, and the 
resources available to me, I am able to complete the assigned task?”  

  2.    I = Instrumentality.  The perception of employees — expressed as a probability — that 
there will actually be a reward associated with completing the assigned task. Management 
must ensure that promises of rewards are fulfi lled and that employees are aware of 
that.  

  3.    V = Valence . Valence refers to the emotional orientations people hold with respect to 
rewards, i.e., the depth of the want of an employee for extrinsic (money, praise, promo-
tion, time-off, benefi ts) or intrinsic satisfaction (rewards). Not all outcomes possess a 
positive valence; getting a promotion, coupled with a transfer to an undesirable location, 
may well result in a negative valence. Effective managers thus seek to discover what 
employees value.    

 Vroom suggests that an employee’s beliefs about expectancy, instrumentality, and valence 
interact psychologically to create a motivational force such that employees act in ways that 
bring pleasure and avoid pain. This force can be “calculated” via the following formula: 
Motivation = Expectancy × (Instrumentality × Valence). In the example in Figure  16.7  , both 
employee A and B’s task is to achieve some target (sales goal or piecework productivity) 
and the desired outcome of achieving their target is a pay raise. In this example, Employee 
B would have the greater motivation.   

 Employee recognition and motivation 

 Everyone needs to be noticed. Agribusiness managers will fi nd that effective communica-
tion with employees regarding their particular situation, a current project, or their state of 
being can be a powerful management tool. In fact, some experts argue that a manager cannot 
communicate “too much,” due to the fact that most managers do not communicate enough. 
Effectively addressing individuals as individuals can greatly enhance motivation and 
performance.   

    Figure 16.7      Example of Vroom’s expectancy theory   
Note: each variable is assigned a perceived value, and then the calculation is performed.
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 Communication 

 Effective communication is critical to good supervision. It is the manager’s responsibility, 
not the subordinate’s, to ensure good communication. Although one would hope that the 
subordinate would try to communicate objectively, the superior has no assurance of that, and 
so must assume that responsibility personally. Approaching communication from the adult 
perspective (i.e., taking a “step back,” and not getting sucked into a “cat fi ght,” or “he said, 
she said”) can help the supervisor avoid getting “hooked” and losing control of the situation. 
Professionals need to maintain control.             

 Strokes 

 Every person has the need to feel valued and recognized by others. Any recognition 
of another person’s presence is known as a stroke. It could be a word, simply “hello.” It 
could be a gesture — a smile or nod. It could be a touch — a handshake or an actual pat on 
the back. A stroke is anything that says, “I know you’re there.” We have all experienced 
them, and we know the “warm fuzzy feeling” they give us. This is what an agribusiness 
manager should strive for. They should be appropriate and not overused, but can be effective 
motivators. 

 Strokes are necessary for growth and survival. Some people need many strokes in order 
to feel socially secure. For a great number of people, a primary source of strokes is their job. 

 Plate 16.2    Producer and consultant
Serving as a consultant or advisor to customers can help fulfi ll the need for self-actualization. 
Photo courtesy of USDA Natural Resources Conservation Service.
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They work hard and do a good job to receive strokes — both from their peers and their super-
visor. In fact, hunger for strokes probably affects everyone’s behavior on the job to some 
extent. Employee awards are an example of a stroke which can be very effective. A well 
designed employee award program can be a positive motivator by recognizing employees in 
front of their peers.  

 Positive strokes 

 Positive strokes are any form of recognition that leaves another person feeling good, alive, 
and signifi cant. Friendships and close relationships are often built around positive strokes. 
People like those who stroke them, who give them attention and care enough to listen. 
Positive strokes give real meaning to life for most people, and there are many kinds of 
positive strokes.   

 Positive unconditional strokes 

 Positive unconditional strokes convey the spoken or implied message, “I like you … 
you’re OK with me.” There are no conditions to the acceptance. These are thought to 
be the most meaningful kind of strokes; they are common among family members and 
close friends, but are frequently found in the business world as well. They are refl ected in 
all kinds of behavior and conversation. Unconditional strokes may be affectionate or 
complimentary: 

 “Good morning!” 
 “I like that shirt!” 
 “I just don’t know how we’d get along without you.” 
 “You really know how to close a sale.” 
 “Come join me for coffee.” 
 “Your decision was very well thought-out.”   

 Note that unconditional strokes enhance people’s feelings about themselves. If the 
strokes are honest, genuine, and not overdone, they are of great benefi t to a person’s 
ego. Unconditional strokes cannot really be considered a management tool, since 
there cannot be any attempt to manipulate another’s behavior with them. These are 
given freely, without strings. Yet managers who easily give recognition and show 
genuine approval fulfi ll important needs of subordinates, and the result is often positive 
motivation.   

 Positive conditional strokes 

 Positive conditional strokes are recognitions given to intentionally modify another’s behav-
ior. Since it is management’s job to motivate and guide the behavior of employees, positive 
conditional strokes are widely and appropriately used as a management tool. Conditional 
strokes essentially say, “You’re OK, if … ” Acceptance of the other person is conditional on 
some expected behavior. 

 “If you keep that up, you’ll get the bonus we discussed.” 
 “I’m impressed when you work overtime.” 
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 “You look good today, for a change.” 
 “If you make $1 million in sales, you’ll receive a trip to Aruba.”   

 Though they qualify acceptance with an “if,” positive conditional strokes are not unethical —
 quite the contrary. They are a very popular and effective management and motivational 
tool — positive conditional strokes can help a person feel good about themselves.   

 Negative strokes 

 Negative forms of recognition also give attention and status to people. Negative strokes do 
not make people feel as good as positive strokes, but at least the person is getting some atten-
tion, and that is sometimes preferable to being ignored. Negative strokes most often come in 
the form of verbal criticism and reprimands. They are meant to squelch and usually to hurt 
another person: 

 “What’s the matter with you?” 
 “That’s the trouble with this next generation.” 
 “Can’t you do anything right?” 
 “OK, I’ll do it just for you!”   

 Negative strokes are an effective way of getting attention. People who are ignored some-
times learn that inappropriate behavior can get them attention much faster and more predict-
ably than any other type of action. 

 It is diffi cult to manipulate others into giving positive strokes, but it is easy to get negative 
strokes. As strange as it may sound, some workers may be so accustomed to negative strokes, 
that negative strokes are the only thing they know how to get or how to handle. They may 
subconsciously create circumstances in which they get much-needed attention. It is possible 
that a person who is habitually late for work is looking for strokes. Positive strokes are usu-
ally considered a more effective management technique than negative strokes. Clearly, how-
ever, recognition of employees in general is an extremely powerful form of motivating and 
supervising.     

 Summary 

 Managing human resources is a fundamental responsibility of agribusiness managers. 
Managers must develop an organizational structure in which the responsibilities, 
authority, and accountability of individuals are clearly defi ned. Management must 
then direct and supervise daily activities, leading and motivating employees to maximize 
productivity. 

 Many agribusinesses use a formal organizational chart to clarify the responsibilities, 
authority, and accountability of employees. Line organizations are structures in which eve-
ryone is in the chain of command and has direct responsibility for the primary functions of 
the business. In the line and staff organizational structure, specialists without authority 
are added to advise line managers. Finally, in the functional organizational structure, spe-
cialists and advisors are given the authority to implement ideas in their area of special 
responsibilities. 

 Leadership is a challenging task for most agribusiness managers. There are many 
different styles of leadership, ranging from authoritarian to democratic to free rein 
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to transformational. Management theorists have developed many models and theories to explain 
effective leadership. McGregor’s Theory X and Theory Y and Drucker’s management by 
objectives are examples of such models that have helped agribusiness managers become more 
effective. 

 Motivating means stimulating employees to act in a specifi c way. Maslow explained 
people’s basic needs as a hierarchy, and suggested that fulfi llment of these basic needs is 
what motivates people. Herzberg pointed out that while some factors motivate people, other 
factors, such as money, become part of people’s expectations. Such factors, if not main-
tained at expected levels, can lead to dissatisfaction. Vroom postulated that individuals have 
a variety of goals and they can be motivated if they believe that there is a positive correlation 
between efforts and performance; that favorable performance will result in a reward; that the 
reward’s value to them can be determined; and that the desire to satisfy the need is strong 
enough to make the effort worthwhile. 

 In the end, there are no fi xed formulas or precise answers on the best way to manage 
people. Management is a complex process based on the individual characteristics of the 
leader, subordinates, and the situation. But there are many approaches and theories that can 
help the agribusiness manager develop a leadership style that results in improved fi rm 
performance, content employees, and a satisfi ed management team.   

 Discussion questions 

     1.   Explain the differences between the formal and informal organizational structure of an 
agribusiness.  

   2.   Discuss the span of control principle and what factors infl uence it.  
   3.   Some businesses have a “fl at” organizational structure. What principle is at work in 

these fi rms and what advantages does it have?  
   4.   The line organization is one type of organizational structure. Discuss the advantages 

and disadvantages of this type of business set up.  
   5.   Discuss how status in an organization is defi ned and how it affects individuals in the 

agribusiness.  
   6.   Authoritarian leadership is one style of leadership — outline the pros and cons of this 

style.  
   7.   How does the democratic style of leadership work?  
   8.   Outline the differences in employees as postulated by McGregor’s Theory X and Theory 

Y, and implications for employee management.  
   9.   Discuss Maslow’s needs hierarchy and how an agribusiness manager can utilize this 

theory in managing workers.  
  10.   Outline the underlying thoughts behind Vroom’s expectancy theory and work through 

an example of how a manager might utilize it to motivate employees.        
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    17   Managing human resources in 
agribusiness     

 Objectives   

   •    Explain how human resource management and managing employee motivation in agri-
businesses are related  

   •    Discuss the functions of human resource management in agribusiness  
   •    Understand the difference between job specifi cations and a job description  
   •    Describe recruitment methods and the process of employee selection in agribusiness  
   •    Explain the major steps of job orientation in an agribusiness  
   •    Identify the important criteria that determine employee compensation and benefi ts  
   •    Discuss the performance evaluation process in an agribusiness  
   •    Describe the purpose and types of training programs in agribusiness  
   •    Outline valid criteria for promotion and employee advancement in agribusiness  
   •    Explain the purpose, format, and importance of an exit interview  
   •    Describe the role and impact that labor unions have on the agribusiness sector      

 Introduction 

 An agribusiness fi rm’s people are among its most valuable and important assets. Unfortunate-
ly, they are sometimes the “forgotten” asset, as owners and managers often think of physical 
assets such as trucks, land, cash, or equipment when they list their company’s assets (and 
perhaps because it is these types of assets which are listed on the agribusiness fi rm’s balance 
sheet — and its people are not). 

 The basics of human resource management are pretty straightforward — determine what jobs 
and tasks the agribusiness needs performed, fi nd and hire good people, evaluate them periodi-
cally, and then compensate them appropriately. However, implementing this function in the 
fi rm is the challenge, and each step is important to the success of the company.  Human resource 
(HR)  management is much like production agriculture — part art and part science, requiring the 
right balance of a variety of resources, and the right conditions, to yield a bumper crop.   

 The scope of human resource management 

  Human resource management  can be divided into two separate but closely related areas: 

  1.   Managing human resource functions  
  2.   Managing employee motivation    
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 In other words, the mechanics of managing people and the fi ner points of motivating people 
are highly interdependent. If the person and the job are not carefully matched, no amount of 
motivation is likely to make much difference. In Chapter 16 we explored the important areas 
of organizational design, leadership, and motivation. The emphasis in this chapter will be on 
the functions of human resource management.  

 Key issues 

 Three major issues affect the management of human resources in most organizations: 
the size of the fi rm, knowledge of the human resource functions, and top management’s 
philosophy toward human resources. 

 Sometimes, particularly in small fi rms, the human resource (or personnel, as it may be 
called in smaller fi rms) function is carried out more by accident than by design. Regardless of 
the size of the agribusiness, jobs must be defi ned, people hired, legal requirements met, employ-
ees trained, wages set, and customers served. Because a small agribusiness usually cannot 
afford to hire qualifi ed full-time people to handle HR management, this task is often left to the 
general manager. In these cases, people may only get attention when a crisis occurs. Examples 
of such crises include a key employee leaving the company, a lawsuit fi led by an employee, or 
customer service slipping dramatically. Unfortunately, in some agribusiness fi rms, human 
resource management is almost completely ignored until such problems reach crisis stage. 

 There is no absolute size of fi rm, in terms of number of employees or sales volume, which 
dictates when a full-time person (or persons) should be designated to handle human resource 
management. The kind of agribusiness, its complexity, the diversity of its jobs, and its degree 
of seasonality are all factors. A rough rule of thumb is that once an agribusiness has reached 
75 to 100 full-time employees, management should examine its need for a full-time human 
resource manager. Another helpful guide is that a full-time HR department can be profi table 
when 1 to 2 percent or less of total wages will support that department’s budget. 

 The size of an HR department also varies greatly by what they may outsource. For exam-
ple, if a fi rm does payroll, benefi ts administration, and recruiting in-house, they may need 
additional staff to manage these functions. Many smaller companies will either have the 
accounting department help with payroll, or it may be worthwhile to outsource this function 
to specialized payroll fi rms such as ADP ™  (Automatic Data Processing, which calls them-
selves “The Business Behind the Business”) or Paychex ™ . 

 Examining a growing midsize cooperative, the Culpen County Farmers’ Co-op, illus-
trates some of the key issues involved in managing human resources. The general manager, 
Kevin Staton, has been with the fi rm about fi ve years. The fi rm primarily focuses on crop 
inputs and fuel and has annual sales averaging approximately $7.5 million. The cooperative 
sells and services a complete line of agronomic inputs including fertilizer, crop protection 
chemicals, and seed. In addition, Culpen sells gasoline, diesel fuel, and LP gas to farmers, 
small businesses, and homeowners in their four-county area. The cooperative has 35 full-
time employees, plus another eight to ten part-time employees during the busy season. While 
the business has grown somewhat, the number of employees has remained relatively con-
stant over the last couple of years because new equipment and technology has allowed the 
fi rm to increase productivity. 

 Until recently, the labor force had been stable, and Kevin felt that the organization really 
had no personnel problems. Yet in the last year, a number of events have occurred that have 
radically changed his perspective: the co-op’s workers’ compensation rate had increased 
substantially; the fi rm was cited for six violations of safety laws; a new plant which 
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manufactured auto parts for Toyota had just opened in an adjacent county; and several of his 
departmental managers had been forced to spend time driving trucks, running the plant and 
the like. Because of a work-related accident in which an employee lost an arm, Kevin had to 
cancel a trip to Europe that he and his family had been planning for two years. While ten of 
the 35 full-time employees have been with the organization for over ten years, records show 
that last year 18 new people were hired. The plant employees have no benefi ts other than 
those required by law. The fi rm obviously has an employee turnover problem, and Kevin 
expects this situation to only get worse given the benefi t package offered by the new auto 
parts plant. He also knows that Culpen is not hiring employees that have the experience and 
work attributes that they need to keep the cooperative competitive. 

 Culpen County Farmers’ Co-op has no formal or written human resource policies. Just a 
few short years ago, the fi rm had only one location and a dozen employees, and such a policy 
seemed like a lot of red tape. A rudimentary form is used as a job application. Applicants are 
interviewed and hired by whatever manager has the time to talk to the individual applying 
for the job. There are no well-defi ned job qualifi cations, and job functions have not been 
described formally. Training and orientation consists of, “You go out and help in the plant —
 whoever is there will show you the ropes.” Because total employee costs are high, the wage 
policy consists of “pay as little as you can.” Except for a token raise each year for everybody, 
raises are generally given only when a person wants to resign, as an inducement to stay. At 
that point, it is often too late to change the employee’s decision. 

 Larger fi rms can also be guilty of having human resource programs almost as haphazard 
as those of the Culpen County Farmers’ Co-op. Sheer size often forces a much more fully 
developed, formal human resource program in larger companies, but such a program can be 
almost as ineffective as Culpen’s if poorly organized and managed. A relatively large agri-
business with over 2,000 employees provides a good example. The current personnel direc-
tor was promoted to his job some 15 years ago, primarily because he was available at the 
time. He had been in the training department (which was not well run) and had no formal HR 
management training. More importantly, since taking the position, he has never tried to learn 
more about the job in any organized way. His appointment clearly mirrors the attitude of top 
management — who believe the HR function is relatively unimportant. “Find the bodies” and 
“pay them as little as possible” are the two implicit, but primary, personnel objectives. In this 
fi rm, the HR director is not regarded as top management, and is not included in important 
planning and policy-making processes. In fact, the warehouse superintendent and mainte-
nance supervisor have far more infl uence than the HR manager does. Labor productivity is 
down, turnover and absenteeism are high, grievances continue to increase, strikes are antici-
pated, and top management wonders why! 

 Clearly, things must change in both fi rms. Without major changes in their human resource 
management approaches, both fi rms will continue to lose business to competitors or fail to 
survive. People problems affect productivity, costs, and profi ts. Both of these fi rms provide 
examples of the major issues (size, skill, and knowledge of the HR staff, and managerial 
philosophy and attitude) that must be addressed in successfully managing the human resource 
area. Let’s dig a bit deeper into the human resource management function and explore ways 
to help the agribusiness manager maximize their returns from investment in people.    

 The functions of human resource management 

 There are a number of steps in an effective human resource management program. 
These steps focus on fi nding the right people for the right jobs, and then providing for their 
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continued productivity and development. Jim Collins in his book  Good to Great  outlines this 
concept as the approach of good managers to “fi rst get the right people on the bus (and the 
wrong people off the bus) and then fi gure out where to drive it,” with the metaphor of the bus 
being the agribusiness. The steps (or functions of a HR department) include: 

  1.   Determine the fi rm’s human resource needs  
  2.   Find and recruit people  
  3.   Select and hire employees  
  4.   Orient new employees to their jobs  
  5.   Set terms of compensation and benefi ts  
  6.   Evaluate performance  
  7.   Oversee training and development  
  8.   Provide for promotions and advancement  
  9.   Manage terminations or transfers    

 Literally thousands of people enter the job market each month. Some of them have never 
worked before; others have many years of experience and training. Each of these prospective 
employees has the potential for performing a lifetime of service as a productive and satisfi ed 
employee. Unfortunately, each employee has the same potential for being dissatisfi ed, 
unhappy, and unproductive. The agribusiness manager’s challenge is to tap the hidden 
resources of each new employee and guide these resources to benefi t both the fi rm and the 
employee. This process begins with an evaluation of the fi rm’s human resource needs.  

 Defi ning the jobs to be performed 

 The fi rst step in human resource management is often the one missed by those new to formal 
people management. The reason this step is neglected is simple — practically speaking, it 
does not seem absolutely necessary. One can hire people without knowing specifi cally what 
job they are supposed to do, or why or how they are supposed to do it. It is easy to go into a 
hiring situation with only a vague idea of what the new hire should do. It is also easy to hire 
a person to fi ll a vacant position with no real thought about whether or not the job responsi-
bilities should be changed. The challenge of defi ning the job rests on a sound, well-
developed organizational plan (Chapter 16). Every position should have job goals that 
contribute to the fi rm’s success. The job should be defi ned two ways: (1) job specifi cations 
and (2) a job description.  

 Job specifi cations 

  Job specifi cations  spell out the qualifi cations needed to perform a job satisfactorily. A set of 
job specifi cations should be developed for each job, regardless of the size or kind of agri-
business. In the Culpen County Farmers’ Co-op, one of the department managers, perhaps 
the offi ce manager, should be put in charge of the HR function. Delegation of this responsi-
bility to one person will help free top management from crises that occur because of inade-
quate personnel programs. The person to whom the HR responsibility is delegated can 
develop a set of job specifi cations that use the following format: 

  1.   The purpose of the job. What are the job goals? What activities are necessary to accom-
plish those goals?  
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  2.   The type of job. How is the employee supervised? What are the responsibilities and 
training opportunities? Is this a single level job or one that offers growth and promotion 
opportunities?  

  3.   The requirements of the job. What educational level is required? What experience, spe-
cial skills, physical strength or condition, emotional or personality factors would be 
helpful for this position?  

  4.   Other factors. What testing would provide useful information? What work experience 
or other factors might determine the applicant’s ability to do the job?    

 Every manager wants someone who is as creative as Thomas Edison, as intelligent as 
Albert Einstein, and as motivated as Olympic swimmer Michael Phelps, but such perfect people 
just do not exist. Qualifi cations that are set too high can be just as bad as those that are set too 
low. For this reason, job specifi cations should refl ect the actual needs of the job. Generally 
speaking, a series of concise statements will suffi ce for a job specifi cation. The person who 
supervises the job in question can often provide the information the HR manager needs. If the 
agribusiness manager cannot inventory the requirements of a job, it may be wiser to leave it 
unfi lled, since the manager will never know whether or not it is being done well. Table  17.1   
provides an example set of job specifi cations for a specifi c position with Culpen County 
Farmers’ Co-op.   

 Job description 

 At the same time that job specifi cations are being developed, a  job description  should also 
be formulated. A job description stresses a job’s activities and duties. Like the job specifi ca-
tion, the immediate supervisor of the job in question is the best source of information about 

    Table 17.1        Example of job specifi cations   

 Culpen County Farmers’ Co-op: Job Specifi cations 

Job: Millhand 

1. Purpose of job: To service customers’ needs in unloading and loading grain, mixing and loading 
feed, and fi lling customers’ orders. 

2. Responsibilities: To direct and assist farmers in unloading grain rapidly and effi ciently; to operate 
feed-mixing equipment; to load mixed and bagged feed; to maintain clean and safe conditions in the 
mill and elevator at all times; and to provide prompt and courteous service to customers. 

3. Requirements: Education — High school diploma (minimum) 

               Experience — Farm background or 1 year grain elevator experience 

               Physical — Good health and free from dust allergies 

               Personality — Must be friendly and outgoing, and work well with others. 

4. Opportunities: This position provides the necessary experience to move into management as mill 
supervisor and eventually into sales or general management. 

5. Special Considerations: Any applicant must be willing to work in dusty and noisy conditions and 
to work as many as 4 to 6 hours overtime per day during the harvest season. 
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what activities are important to the job. The format of a job description is relatively simple 
(Table  17.2  ): 

  1.   A brief summary paragraph of the job and the goals it is intended to accomplish  
  2.   A list of the duties, responsibilities, and attendant authority  
  3.   A statement defi ning lines of authority  
  4.   An indication of how and when job performance and standards will be evaluated    

 While the outline of the job description should be exact enough to provide guidance for the 
employee and the supervisor, they should also be fl exible enough to allow for special situa-
tions, emergencies, or minor changes. It seems obvious that fi nding the right person for the 
job requires a careful appraisal of the qualities needed by the person fi lling the job, and of 
the duties to be performed and responsibilities to be assumed. These steps are clearly the 
starting points toward effective HR management.    

    Table 17.2        Example of a job description   

 Culpen County Farmers’ Co-op: Job Description 

Job: Millhand 

Brief Description: The primary responsibility of the millhand is to assist customers in unloading and 
loading grain, grinding and mixing feed to customer specifi cations, bagging or loading feed onto 
trucks, and fi lling customer orders for premixed feed and animal health products. The job will require 
signifi cant overtime hours during harvest season. The millhand has a great deal of customer contact 
and is responsible for providing friendly, effi cient service to farmers. 

Duties and Responsibilities: 

 1. Unload and load grain. 

 2. Grind and mix feed to customer specifi cations as per work order. 

 3. Load feed. 

 4. Fill customer orders as per work order. 

 5.  Maintain clean and orderly conditions in stock room feed grinding, and elevator areas at all 
times. 

 6. Sweep and clean all work areas daily. 

 7. Maintain and enforce all safety regulations at all times. 

 8. Take inventory of products weekly. 

 9. Perform routine maintenance of unloading and mixing equipment as scheduled. 

10. Maintain helpful, friendly attitude toward customers at all times. 

Supervision: Millhands report to and receive instruction from the mill supervisor. The supervisor 
will have authority and responsibility for all activities in the elevator and the mill. Suggestions or 
complaints should be made through the supervisor. 

Evaluation: Performance of millhands will be evaluated semiannually. This evaluation will be 
completed by the immediate supervisor, initialed by the general manager, and discussed with the 
millhand. This evaluation will establish the millhand’s strengths and areas of needed improvement. It 
will serve as the basis for wage increases and promotions. 
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 Finding or recruiting employees 

 Prospective employees can be secured from many sources. The qualifi cations for the job, its 
wage or salary, the kind and size of organization and the location of the agribusiness will all 
play an important role in locating new employees. Just as with customers, there may be no 
better recommendation for the HR program of a fi rm than to have current employees tell their 
friends, “This is a good place to work.” Many well-managed fi rms have long lists of people 
who want to work for them because of present employees’ satisfaction with their jobs. 

 If some present employees see the available position as a promotion, those employees 
may be good prospects for the job, assuming that they are qualifi ed. If the job requires spe-
cial training or education, school or university placement services or counselors can provide 
help in fi nding recruits. Private employment agencies and government employment services 
can often help locate the applicant needed. The wise manager is always alert to the existence 
of top-notch people in competitors’ fi rms or others who may be interested in a change of 
jobs. In today’s economy, many positions are posted online and some fi rms purchase access 
to online resume databases. Advertising in newspapers is effective for hourly jobs and trade 
journal postings can be useful for niche-type careers (commodity buyers, livestock nutrition-
ists, plant breeders, etc.).   

 Selecting the right person 

 Each of the available applicants should be screened against both the job specifi cations and 
the job description for that particular job (Tables  17.1  and  17.2 ). First, the job applicant 
should be compared to the job specifi cations. A good job application should elicit informa-
tion on personal history, education and special skills, experience, personal references, and 
previous employment — all consistent with the background and skill set required for the posi-
tion (Table  17.3  ). 

 Human resource managers also have to be very careful not to seek information that the 
applicant does not legally have to provide. Care must be taken in designing the application 
so that it does not violate the Civil Rights Acts, which make it illegal to discriminate against 
any person on the basis of race, color, religion, gender, age, or national origin. Seeking infor-
mation like marital status, fi nancial position, number of children, and age can get a fi rm into 
a lot of trouble if the fi rm uses the information in some discriminatory way. And a fi rm that 
is audited for civil rights violations will be glad it has designed a set of job specifi cations for 
each job. If these are carefully designed to represent those factors needed to perform the job 
successfully, and if the person interviewing the applicants has fi lled them out honestly, the 
fi rm will be in a stronger position to defend its hiring practices. 

 The job application can be simple, but it should provide the applicant with a chance to 
present qualifi cations in an organized and fair manner. The task of managing the process for 
fi nding and screening applicants should fall to the person(s) responsible for the HR function. 
There are several reasons for this: (1) the person doing the screening interview develops 
skills through experience; hence that person is the most qualifi ed for the task; (2) there is 
consistency in interviewing when one person handles all screening interviews; and (3) when 
a HR specialist handles this function, others are not interrupted in their tasks. Note that for 
many positions, the HR specialist may well involve a number of others in the full hiring 
process — the supervisor, coworkers, staff specialists, etc. But even here, the HR specialist 
will likely manage or lead the process to insure that the best possible person is hired and that 
all legal requirements are met. 
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 The ability to learn whatever needs to be known depends on the skills of the interviewer. 
Matching the job specifi cations and job description against the application form can provide 
solid facts, but the interviewer’s subjective judgment must be trusted to determine the appli-
cant’s attitude, personality, and ability to fulfi ll the responsibilities of this position. In addi-
tion, it is common for larger organizations to use a variety of personality/problem-solving/
leadership tests to more objectively evaluate individuals in these more subjective areas. 

 For best results, the interview should be planned in advance. The interview should be 
held in a private, quiet place where the applicant recognizes that the manager’s interest is 
real and that the job is important to the organization. When the interview begins, the man-
ager should help the applicant relax. It is critical to establish rapport with the interviewee to 

 Table 17.3      Example of a job application  

 Culpen County Farmers’ Co-op: Job Application 

Name: __________________________________ 

Address: ________________________________ 

                ________________________________

Phone: Home: ____________________________ 

      Cell:  _____________________________ 

E-mail:  _________________________________ 

Education:  

Name and Address of School  Degree Graduation Date 
 

   
   
   
   
Experience and Special Skills not included in previous employment below: 

Previous Employment (please list with most recent employer fi rst)

 Employer  Supervisor  Phone  E-mail   Years 
employed

  Reason for 
leaving 

 
 
 
 
 

May we contact your present employer? ____  Yes   ____ No

References:  

Name/Title Address and Phone 
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give the applicant every opportunity to demonstrate his or her potential. Good icebreaker 
topics include the last job or the applicant’s aspirations. Then the manager should ask lead-
ing questions and be a good listener. A good interviewer does not monopolize the conversa-
tion. The applicant should be given an accurate description of the background of the fi rm and 
the job in question. The position should not be either undersold or oversold. When inter-
viewing, it is useful for the manager to give applicants a copy of the job specifi cations and 
the job description, so that they can refer to this information. 

 With today’s abundance of information (much via the internet), there are many tools for 
job seekers, so that interviewers may need to “evolve” their skills when interviewing. One 
way to do this is to use probing questions. For example, the interviewer may have ten struc-
tured questions, but also have an additional ten probing questions based on the job appli-
cant’s responses. For example: “What was your most frustrating day at work?” Applicant: 
“The day I went out and my pickup truck would not start and I had the wrong chemicals.” 
Some interviewers might take this response and just move on. But the better prepared inter-
viewer will use probing questions to dig deeper. Probing questions might be: “Why did the 
truck not start? Why were the chemicals wrong?” Did the applicant make a mistake and 
learn from it, were they defi ant about something, were they careless, and was it someone 
else’s truck? Thus, probing further may help the interviewer truly see the applicant’s behav-
ior, and the best predictor of future performance is past performance or behavior. 

 References can be helpful and should be checked out — after securing permission from the 
applicant to do so. The manager should check to see whether the information given by the 
applicant is correct as well as whether the reference is a positive one. Checking by phone has 
an advantage over checking by letter. People may talk more over the telephone than they will 
write on paper, and the tone of voice, along with the things that are not said, can be signifi -
cant. Judgment must be used in interpreting references, and good references from former 
employers are the manager’s best criteria. In today’s business environment, references may 
be very cautious to do anything except for validating employment. It may take some persist-
ent effort to learn more about a job candidate in these situations, but again, getting some 
feedback from references is a very important step in the hiring process. 

 As mentioned, testing can also be helpful in screening applicants for some jobs, but the 
manager must make sure that the test really measures the factors important to the job. In any 
event, tests should not be the only criteria for hiring. Testing is most often done in fi ve gen-
eral areas: intelligence, aptitude, personality, manual dexterity, and physical condition. 
Some testing programs are more accurate than others. For example, manual dexterity and 
physical fi tness tests are usually quite accurate in predicting a person’s physical performance 
capabilities, while attitude or personality tests have less accuracy. If the test provides useful 
insights into areas that are required by the job, the manager’s success in matching jobs with 
people can be improved signifi cantly. 

 Once the HR manager has reduced the list of candidates to two or three qualifi ed indi-
viduals, the immediate supervisor for the vacant position (and perhaps other employees 
interacting with the candidate) should interview them and make the fi nal selection. This 
important step builds the relationship between the position supervisor and the new employee 
in two ways: 

  1.   A new employee tends to have a positive feeling toward the supervisor who personally 
selected them.  

  2.   The supervisor who has taken part in the selection process tends to have a special feel-
ing of responsibility for helping the new person succeed on the job.      
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 Job orientation 

 When the best potential employee has been found, the successful applicant must be intro-
duced to the job. Every time someone is hired, the organization is betting heavily on that 
person’s success. The right start, quick adjustment, and future productivity depend on effec-
tive  job orientation . At the start, the new employee is more receptive than at any other time 
to developing the attitudes necessary to produce a long-lasting and successful career. Texas 
Instruments determined that employees who completed their orientation reached full pro-
ductivity two months faster than those who did not do so. Corning Glass determined that 
employees were 69 percent more likely to remain with them after three years if they com-
pleted their orientation program. Job orientation involves four major steps: 

  1.   Introducing the company to the employee  
  2.   Establishing job relationships and encouraging familiarity with the facilities  
  3.   Helping the employee to begin the job  
  4.   Following up and evaluating the employee’s adjustment    

 The fi rst step in orientation is helping the new employee better understand the company and 
the job. This is a very important step and the amount of time devoted to it will depend on the 
position and the company. A part-time employee in a retail farm supply business may get a 
very brief orientation. A new sales hire in a large, complex agribusiness may well have an 
orientation program that lasts a full year. 

 At this point, the history, nature, and scope of the organization, and information relative to 
hours of work, pay, benefi ts, rules or restriction, company policies, regulations, overtime, spe-
cial programs, and facilities should be reviewed. Of course, the new employee will not be able 
to remember all this information, so it is helpful for it to be written down for future reference. 
In a small organization, this may involve a couple of copied sheets in a folder; in a large organ-
ization, it may take the form of an employee handbook. A tour of the entire facility will help to 
foster an overview of the organization and an understanding of where the employee fi ts in. 
Again, in a larger company, this process may involve an extended period of job shadowing. 

 The second step is establishing  job relationships . Here supervisory responsibility should 
be outlined. The new employee should be introduced to their new supervisor, if this person 
is different than the one who interviewed candidates, fellow workers, and to the union stew-
ard if there is one. The physical layout, parking, washrooms, lunchroom, etc., should be 
pointed out. The immediate supervisor should review work-related matters, such as safety 
regulations, and job expectations. It is often helpful to assign a new employee a “buddy” or 
“mentor” who will help that person get acquainted and feel at home in the new job. 

 The next step is helping the employee to actually begin the job. Supplies, safety devices, 
equipment operation, work accessories, and the like should be discussed, even if the new 
employee has previous experience. After these explanations, the supervisor should allow the 
new employee to try the job. The speed of this phase will vary according to the level and 
complexity of the job and the employee’s skills. The supervisor should not try to push too 
much information on the new employee at once, but should let learning occur step by step. 

 The supervisor should be sure to stress the required work habits and the norms and expec-
tations of job performance. Again, a fellow worker assigned as a buddy can be helpful in 
giving the new person proper orientation. Managers must recognize that, like it or not, much 
of what the new employee learns about how to do the job and about work habits and attitudes 
will come from fellow workers. So, if rules are specifi ed on paper but never enforced, the 
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new employee will learn this very quickly. When a new person comes on board, problems 
often surface in fi rms that do not abide by the rules and regulations they outline in the 
employee handbook. 

 The fi nal step in orientation is follow-up. Good HR managers do not assume that things 
are going well: they make sure that they are. This routine follow-up is usually best handled 
in an informal, on-the-job situation. The manager should determine how the new employee 
is getting along on the job and with fellow workers and supervisors. The manager should 
learn what problems exist, if any, and help solve them. Follow-up is not only useful in 
making sure that things are going as they should be, and allowing for corrective action, but 
it also gives management an opportunity to encourage new employees and assure them of 
the fi rm’s continuing interest in their careers. In many fi rms, a 30-, or 60-, and/or 90-day 
review is simply specifi ed up front, and is therefore expected by the new employee. 

 In large companies, several people may handle orientation, while in a smaller fi rm the 
manager may perform this important step. Some larger fi rms have orientation schools or ses-
sions. These may be several days (or weeks) in length, particularly for management or admin-
istrative jobs. The more that fellow employees and immediate supervisors are involved, the 
more they will feel responsible for the new employee’s success as a team member. Fellow 
employees and immediate supervisors should be trained to perform orientation functions. 

 Even the smallest fi rm should have a planned job orientation program to ensure that new 
employees get off to a good start. Again, this cannot be overemphasized — this is the time to 
help the new employee understand the organization and expectations, and to help them to 
quickly become a part of the team — it will defi nitely pay off.          

 Compensation and benefi ts 

 Attitudes toward  compensation  vary across agribusiness fi rms. In addition, the labor market 
facing a food or agribusiness has a tremendous amount of infl uence on the level of compen-
sation an agribusiness offers. Firms located near rapidly growing suburban areas may fi nd 
their wage structure substantially higher than a fi rm located in a more rural, slow-growing 
market. The agribusiness fi rm must consider both its ability to pay and competing compen-
sation rates for similar jobs in the area or industry. Often the local Chambers of Commerce 
or trade associations can provide guidelines for wage and salary levels. Some agribusiness 
trade associations may sponsor compensation surveys conducted by a university in the 
region or by consulting fi rms. 

 Please note that the base wage is only the starting point for many agribusiness compensation 
programs.  Commissions  tied to productivity, bonuses if certain levels of performance are 
reached, stock options for more senior positions, may all be a part of the compensation package. 
While exploring all of these areas is beyond the scope of this book, it is important to understand 
that the compensation of an employee will likely involve more than just the base salary. 

  Benefi ts  are also important factors in securing motivated employees and keeping them 
satisfi ed. And, benefi ts are growing in importance. They range from those required by law to 
health benefi ts, vacations, sick pay, life insurance, wellness programs (benefi ts that encourage 
healthy living habits like nutritious diets and exercise), and retirement benefi ts. Management 
of larger fi rms will devote considerable time to the development of benefi t policies and pro-
grams. Their counterparts in smaller agribusiness fi rms can consult insurance companies and 
other fi rms in the area for guidance in determining the kinds and costs of benefi ts for 
their employees. Today with the concern about rising health care costs, many prospective 
employees are as concerned about this area as they are about wages or salary. Leading edge 
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agribusinesses attempt to offer their employees a benefi t program that fi ts their particular needs. 
Hence, many benefi t programs offer employees choices of the benefi ts that they desire. 

 Compensation satisfi es employees’ need for security and provides concrete feedback on the 
value of their contribution to the organization. Competitive factors, employees’ need for recogni-
tion and self-esteem, and the skills and knowledge required all play a part in determining the level 
and composition of the total compensation package. The compensation program of the agribusi-
ness fi rm must consider the true cost of compensation in terms of the jobs that need doing. The 
fi rm’s ability to pay must be measured against the person’s productivity. Putting together a 
“package” of wages, incentives, and benefi ts requires careful study by management.   

 Evaluating performance 

  Performance evaluation  is critical to successful human resource management programs. 
Managers and employees both benefi t from a carefully conceived and implemented 
performance evaluation program. The goals of an employee performance evaluation 
program are to: 

  1.   Improve future performance  
  2.   Identify employees with untapped potential, in order to help them realize that potential  

 Plate 17.1    Man training employees
Managing human resources is all about helping people reach their maximum potential. Photo 
courtesy of USDA Natural Resources Conservation Service.
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  3.   Provide employees with a benchmark of their achievements  
  4.   Provide information relating to decisions about promotion, advancement, and pay  
  5.   Give the manager guidelines for helping employees in the future    

 Performance appraisals should not only evaluate the employee and make them aware of their 
contributions, but should also focus on results of the workers’ efforts and their goals for the 
next evaluation period. Good evaluation programs concentrate not only on past performance 
but also on future opportunities. In addition, employee goals should be linked to the goals of 
the organization. For example, how can the receptionist help the business with its goal of 
increasing feed sales and production by 30 percent this year? Do they understand what the 
goal means? Management should work to integrate all employee goals with company 
goals. 

 Both the manager and the subordinate often view evaluations with apprehension. The 
manager should remember that evaluation is a tool and not a weapon, crutch, or cure-all. The 
major purpose of evaluation is to improve performance, not to punish employees. The suc-
cesses as well as the failures of both the manager and those managed are recorded during an 
effective evaluation. 

 As with any tool, the effective use of performance appraisal depends on the skill of the 
operator as well as the quality of the tool. The evaluation instrument itself should be as 
objective and clear as possible. Letting the subordinate use the document for self-evaluation 
prior to the session is helpful. A comparison of the manager and employee ratings opens the 
way for good communication fl ow. Managers must understand that they are not in a position 
of judgment, but rather are seeking to create an honest two-way discussion aimed at positive 
reinforcement of morale and improved productivity. 

 The evaluation should be conducted in a private, quiet place without interruption. The 
manager should make the process relatively informal and be willing to listen. As in the job 
interview, the manager should put the employee at ease as quickly as possible. Discussion of 
personality factors should be avoided, if possible. However, if the subordinate is in the mood 
for such a discussion and this discussion could improve job performance, then the manager 
may make the most of the opportunity. 

 Follow-up discussions after the evaluation give the manager a chance to encourage 
improvement if and when it occurs. Such discussions or “checkups” also keep the manager 
current on changes in performance. Follow-up (particularly when a subordinate’s evaluation 
was substandard) allows the manager the opportunity to offer recommendations and sugges-
tions, and, if necessary, to exercise disciplinary practices to improve performance. 

 Another evaluation/feedback concept that works well is for a manager or supervisor to 
utilize a monthly 1 x 1 (one-on-one meeting) with employees. Such meetings can be helpful 
in eliminating surprises during formal evaluations. A simple 1 x 1 format may include: 

  1.   Current open items (things being worked on)/what’s going on in “their world”?  
  2.   What can the manager do to help, what additional things does the employee need to do 

their job?  
  3.   Encourage feedback, as this sets the tone that feedback is encouraged and welcome.    

 New employees should be evaluated formally with great frequency. Established employees 
should be evaluated at least semiannually to ensure that work performance is progressing 
satisfactorily. An annual checkup usually is not suffi cient to catch problems and change 
work habits or productivity factors that need improvement. Of course, formal evaluation 
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does not replace the need for day-to-day evaluation and coaching that is a constant part of 
the manager’s job. Employees want and need on-the-spot feedback if they are to enjoy sat-
isfaction from their jobs (Chapter 16). 

 Evaluation must measure work habits and personal traits, as well as success at reaching job 
goals. Many agribusiness fi rms use a management concept called management by objectives 
(Chapter 16). Table  17.4   provides an example of a simple, traditional employer appraisal form.   

 Training and development 

 The benefi ts of training are high quality, effi cient, and safe work — all of which are vital to 
the agribusiness and to the employee. Employees also want to feel that they are growing 
personally and professionally in a job, and training plays an important role here. 
Training needs vary according to the circumstances faced by the fi rm and the specifi c job 
position. The kind of agribusiness, the level of complexity of the job, and the experience 
and educational level of the employee all determine the kind of training needed.  Training 
programs  are devised to meet one or more of the following objectives: reduce mistakes 
and accidents; increase motivation and productivity; and prepare the employee for promo-
tion, growth, and development. Managers can increase each employee’s value to the fi rm 
through training. 

 All training programs should be based upon specifi c objectives and meet the test of the 
following formula:

        What should be known what is known what must be learned– =

 The employee’s present abilities and future capabilities should be analyzed by the person 
responsible for this function, with the help of the employee. Today there is a real emphasis 
on lifelong learning — a longer-term plan for developing the employee through targeted, 
ongoing education and training. Regardless of type, training and development programs 
generally fall into the following major categories: 

  1.   On-the-job  
  2.   Formal in-house  
  3.   Outside formal     

 On-the-job training 

 Most training in small agribusiness fi rms, or at lower job-levels in large fi rms, is handled 
on-the-job. Here the objective is very simple: to teach the skills or procedures for accom-
plishing a specifi c task or job.  On-the-job training  begins by determining what needs to be 
taught. Next, the manager must decide who is to do the training, and be sure the trainer 
understands the job operations, safety rules, etc. 

 Regardless of the job, the actual process will be one of show, do, and judge. The supervi-
sor should show employees step-by-step how to do the job, let them do it, then evaluate and 
offer suggestions and encouragement until a suffi cient level of skill has been developed. The 
training period will vary with the complexity of the job, the experience level of the employee, 
the skill of the “instructor,” and the ability of the employee to learn. The benefi ts of such 
training are high quality, effi cient and safe work, all of which are vital to the business and to 
the employee. 
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    Table 17.4        Culpen County Farmers   ’    Co-op: employee evaluation   

 Employee _______________________________  Date ______________

Job ____________________________________

Work Habits:  

Areas of Strength:

   1. _______________________________________________________________

   2. ________________________________________________________________

   3. ________________________________________________________________

Areas of Improvement:

   1. ________________________________________________________________

   2. ________________________________________________________________

   3. ________________________________________________________________

Personal Characteristics:

Areas of Strength:

   1. ________________________________________________________________

   2. ________________________________________________________________

   3. ________________________________________________________________

Areas of Improvement:

   1. ________________________________________________________________

   2. ________________________________________________________________

   3. ________________________________________________________________

Employee Growth Plan/Goals for Next Period:

   1. ________________________________________________________________

   2. ________________________________________________________________

   3. ________________________________________________________________

Evaluation of Performance     Score (1–5: 1 high, 5 low)     Comments

  Team Player

 Meets Deadlines

 Organizational Skills

 Communication Skills

 Leadership Ability

 Interaction with co-workers

 Attendance

 Quality of work

Signatures:

Employee: ___________________________________________________________

Supervisor: __________________________________________________________ 

Manager: ____________________________________________________________
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 A specifi c type of on-the-job training is the apprenticeship. An  apprenticeship  is when 
a new employee works with a more experienced person, and learns under that person’s direc-
tion over a period of time. This can be of great help in jobs requiring greater skills. Many 
agribusiness fi rms train salespeople, skilled operators, and managers by means of this 
system.          

 Formal in-house training 

 In larger fi rms, there is often a full-time training staff. Managers of smaller agribusiness 
fi rms may think they have fewer options for  formal internal training and development . 
However, many more training opportunities are available to all sizes of fi rms today, if man-
agers will just take the time to seek them out. For example, such training programs are pro-
vided by suppliers, trade associations, consultants, manufacturers, and schools or universities. 
Online courses, DVDs, videotapes, fi lms, slide programs, audiotapes, correspondence 
courses, and programmed learning kits are but a few of the options available to all agribusi-
ness managers for enriching their training programs. 

 Training on every conceivable topic, from fi nancial management to trimming a head of 
lettuce, is available in some form. Suppliers, trade associations, and extension service per-
sonnel at the nearest land-grant university can help the trainer locate the latest and best train-
ing aides. Committee or staff meetings can provide a convenient and fertile ground for 

 Plate 17.2    Man and son in a hog barn
Guiding new employees through on-the-job training that enables them to experience the nuances 
of a new job can be both productive and rewarding. Photo courtesy of USDA Natural Resources 
Conservation Service.
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training and development if the agendas are carefully controlled and directed toward this 
end. Sharing information in this setting can satisfy the need for employee recognition and 
participation and can help make employees feel more a part of the organization.    

 Formal external training and development 

 Agribusiness abounds with conventions, conferences, lectures, workshops, seminars, and 
the like, on every known subject. In addition, there are trade schools, extension courses, high 
school and university courses, and business and trade courses that can provide enhancement 
and/or enrichment to employees and employers simultaneously. Almost every community 
has most of these alternatives available. Most agribusinesses will be affi liated with a trade 
association or group that sponsors educational experiences. The trick is to use suffi cient self-
discipline to determine what specifi cally must be learned. Many managers are not discrimi-
nating enough in choosing educational experiences to improve their employees’ productivity. 
Employee participation in selecting the best training options is often benefi cial. 

 In today’s fi ercely competitive marketplace, learning should challenge a fi rm’s people 
from top to bottom. This is recommended not only to improve basic skills (the best way of 
doing anything has not yet been discovered!), but also to encourage the positive psycho-
logical effect on people of working for a progressive, aggressive fi rm interested in develop-
ing its employees. Training and development involves some cost, but the returns in the form 
of a more dynamic, effective human resource far offset this expenditure. Training of employ-
ees should be regarded as an investment in the future of the fi rm.          

 Promotion and advancement 

 An agribusiness fi rm’s promotion program and policies are related to the factors previously 
discussed in this chapter. Finding and hiring promotable people, determining their compen-
sation, and overseeing training and development programs, all lead to the question of promo-
tion, since promotion may be viewed as another form of compensation. To many employees, 
a  promotion  says, “You’ve done a good job — the fi rm appreciates you!” 

 At any time a position is open anywhere but the lowest level in the organization, a 
fundamental question is raised: should the fi rm promote someone from within, or hire 
someone from outside of the business? The answer to this question should be whoever has 
the best qualifi cations, skills, knowledge, and communication ability for the job. However, 
a strong case can be made for promoting from within, provided that the right people are 
available. Such a program of advancement encourages employees to grow in their current 
jobs — as they have a potentially higher-level position to aspire toward. In other words, the 
potential for promotion can be a strong motivational factor. At the same time, management 
must be careful that the fi rm does not become too inbred — new ideas, approaches, and 
methods need to be introduced from time to time, and hiring from the outside can help make 
this happen. 

 The criteria for promotion, then, becomes the critical factor. Several criteria must be 
considered. In a union operation, this may be the primary consideration. Other factors to 
evaluate are the merit or contribution of the employee in the past, and the employee’s atti-
tude and personality (in particular, the ability to function with the new team). A careful 
performance evaluation program will prove its value here. The employee’s potential for 
growth must also be considered. Finally, the individual employee must want the promotion 
and be able to handle the new assignment. 
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 Too often managers assume that everyone wants to be promoted, when, in fact, some 
employees may lack the confi dence or desire needed to handle this step, at least at this point 
in their career. In these situations, perhaps there are other ways of recognizing and rewarding 
a particular employee besides promotion. Offering added responsibility and pay, without 
increased stature in the organizational hierarchy, may be a better option in some cases. Other 
employees may be quite comfortable in their current job, and will make their greatest contri-
bution to the company if they are simply left alone. 

 Agribusiness managers must continually guard against the greatest error made in 
promotions. Simply because a person excels at one job is no guarantee that the same 
person will excel at a job involving more responsibility and decision making. For example, 
a good plant employee may not be a good truck driver, nor will a good salesperson necessar-
ily make a good sales manager. To reiterate: the job and the person must be matched 
carefully!   

 Termination and dismissal 

 It is inevitable that each employee will eventually leave the fi rm for some reason. Some will 
quit, some will be fi red, and some will retire. In every case, the agribusiness manager should 

 Plate 17.3    Man and young man using equipment
Formal training can be very effective for new employees or employees changing jobs. Photo 
courtesy of USDA Natural Resources Conservation Service.
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attempt to hold to a minimum the loss to the fi rm and the possible pain for the employee. The 
loss of any employee can be seen as a learning experience, if the manager takes the time to 
conduct an exit interview. 

 An  exit interview  simply gives the person who is responsible for the HR function 
the opportunity to do two things: make sure the employee leaves as a friend (if possible), 
and fi nd out what caused the employee to leave, so that any problem areas infl uencing 
this decision can be addressed in the future. Retirees should go through the exit interview 
as well. Often they can offer valuable information in terms of job function and the 
company’s HR management practices. Retirees may serve as an unbiased judge of 
fi rm strengths and weaknesses. The manager should take every opportunity to collect 
and evaluate their comments. Even if the employee has been fi red or has quit in anger, a 
well-conducted exit interview that allows the person to express dissatisfaction will often 
allow the employee to vent this frustration. A friend or even a neutral party is better than 
an enemy. 

 The following exit interview questions would likely work best with processing line, retail 
sales fl oor, production plant, or other lower-level job positions within the fi rm. These ques-
tions would need to be altered to fi t higher-level, management employees. Some possible 
questions for the exit interview include: 

  1.   What did you enjoy most about working for our fi rm? (Starting with open ended ques-
tions puts the person at ease and also gets the person talking.)  

  2.   What, if anything, did you dislike about working for our fi rm?  
  3.   If you had a “magic wand,” what are two or three things you would change about our 

fi rm, or your experience at our fi rm?  
  4.   Was the selection process adequate? Did you understand the job, the compensation, and 

working conditions?  
  5.   Were the job description and job specifi cations useful? Were you and the job matched 

carefully during placement?  
  6.   Was orientation to the job adequate? Did you feel at home and a part of the team? Did 

you thoroughly understand the fi rm’s expectations?  
  7.   Were wages, benefi ts, and working conditions reasonable, fair and competitive? Were 

employee evaluations fair? Was there adequate feedback and reinforcement from the 
supervisor?  

  8.   Were there any personality confl icts with your supervisor or fellow workers? Were 
discipline and work rules fair? Was there any favoritism or erratic or unusual disci-
pline?  

  9.   Were you given a chance to grow and develop? Was training given in a meaningful 
way? Were promotion policies understood and fair?    

  Turnover  is one of the most expensive of all business costs. The cost of fi lling high-level 
positions often runs into tens of thousands of dollars (or more, depending on the size of the 
fi rm, and the responsibility of the position). There is the direct cost of fi nding, hiring, orient-
ing, and training a new employee. There is also the indirect cost of the job not being per-
formed at its highest level during the “lame duck period” before the old employee leaves. 
Finally, there’s the downtime, from the time of the vacancy until the new employee develops 
the skill level to do the job. Often, there is poor morale among employees if turnover is high. 
And, customer service and sales efforts can suffer if high levels of turnover make it diffi cult 
to establish and support customer relationships. 
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 There is a real loss to all concerned when termination and turnover occur. And, the 
answers to the exit interview questions are quite likely to be biased, especially if the person 
is quitting or being fi red. In today’s agribusiness labor market, frequent job changes are a 
fact of life. Despite the very best efforts of fi rms to create a supportive work climate, to pay 
competitive salaries, and to offer opportunities for growth — employees will leave. Still, an 
exit interview can assist the fi rm in improving in all of these areas.    

 Labor unions 

 Many larger agribusiness fi rms deal with unions, or organized labor.  Labor unions  are 
organized essentially to protect and promote the interests of their members. In the United 
States economy, both managers and workers believe that productivity and profi ts are essen-
tial to fi rm success. The question upon which management and labor are divided is what 
share of these profi ts and productivity each should receive. Workers need strong, profi table 
enterprises to compensate them well, and management needs productive workers to make 
reasonable profi ts for fi rm owners. 

 Unions have become a potent force only since the 1930s, when the Norris–LaGuardia Act 
(1932) and the Wagner–Connery Act (1935) gave workers the right to organize and bargain 
collectively with their employers. Many states also passed legislation called closed shop 
laws, which, in essence, required everyone working for a company that has voted to have a 
union to belong to that union. Some labor unions are small or local in nature, usually referred 
to as shop unions. They may encompass as few as one fi rm or just certain workers within a 
fi rm. However, in 2009, most of the more than 15.3 million union workers in the United 
States belonged to the more than 200 national or international unions, such as the Teamsters 
(the largest), United Auto Workers, and United Steelworkers. These workers represented 
12.3 percent of all wage and salary workers in the United States (Bureau of Labor Standards, 
Union Members Survey). 

 A union is organized within a fi rm when employees petition the National Labor Relations 
Board (a governmental agency) to conduct an election. Laws and regulations require that 
certain conditions be met, and if everything is in order, the vote is conducted. If over 
50 percent of the fi rm’s designated workers vote for a specifi c union to represent them, the 
fi rm must deal with that union and develop a labor contract. These labor contracts can and 
usually do deal with wages, benefi ts, other forms of compensation, seniority, promotion, 
hours of work, layoffs, grievance procedures, and mediation. Most of the areas discussed 
previously in HR management are referred to in the contract. It is essential that the agri-
business fi rm consult competent legal advice if it is confronted by an attempt to organize 
workers or if a union already exists and management is forced into collective bargaining and 
contractual relations with its workers. 

 When an agribusiness has a union, it is not a case of management dealing with 
labor; rather, it is a case of business managers dealing and negotiating with labor union 
managers. Labor union managers are usually highly skilled and well-paid representatives 
of the unionized workers. The process called  collective bargaining  is, broadly 
speaking, one in which employers and representatives of employees attempt to arrive 
at agreements governing the conditions under which the employees are willing to work 
for the employer. If the collective bargaining process fails and no contractual agreement 
is reached, workers then have the right to withhold their services, or strike. A  strike  is 
used by both parties to apply economic pressures to the other until an agreement is 
reached. 
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 The labor union and organized labor are a well-established part of the American business 
economy. Their continued success and growth seems likely, since managers’ and workers’ 
ideas of the ideal split of power and profi ts from business activities will always be different. 
Collective bargaining offers a process whereby these divisions are determined while the free 
enterprise system is maintained.   

 Summary 

 People are the most important asset of any agribusiness. The human resource function of 
management is concerned with administering the mechanics of employment, and creating a 
working environment that helps employees feel valued, growing both personally and profes-
sionally. The larger the agribusiness, the more formal and complex the process, but the HR 
function must be accomplished in any agribusiness. 

 HR management begins with determining employment needs. This usually requires defi n-
ing the job and developing job specifi cations and a job description so that the right person 
can be recruited. Recruiting involves searching for qualifi ed candidates, interviewing, and 
assisting in the selection of the best person. And, once a new person is on the job, it is an HR 
function to see that he or she gets off to a good start with proper orientation, training, and 
follow-up. 

 Another HR function is the development and administration of employee benefi t pro-
grams. Insurance, retirement, health care, safety, continuing education, and related programs 
are all designed to increase the welfare and productivity of employees. And a well-designed 
benefi ts program represents a signifi cant investment of both time and money by manage-
ment. The HR manager is also responsible for ensuring that the fi rm meets complex govern-
ment and labor union regulations concerning employees and working conditions. 

 In most agribusinesses, the human resource function also includes regular evaluation of 
employee performance and ensuring continued professional growth through ongoing train-
ing or formal seminars, but regardless of source, the goal is greater productivity, and more 
satisfi ed employees. The HR manager must also become involved in the termination of some 
employees. In this case, the manager must ensure that employees’ rights are not violated and 
that there is just cause for dismissal. 

 HR managers are often designated to coordinate the agribusiness’s relationship with labor 
unions. Negotiating union contracts and carrying out contract specifi cations are diffi cult but 
important human resource management functions.   

 Discussion questions 

     1.   Discuss the functions of human resource management.  
   2.   At what point should an agribusiness hire a full-time HR manager? What are the specifi c 

reasons a fi rm should invest resources in a full-time HR manager?  
   3.   Draw up a set of job specifi cations and a job description for a food or agribusiness job 

with which you are familiar. (This could be a job you have recently held.) Contrast and 
compare them. What are the main differences? Are there any similarities? How are 
these two HR tools related?  

   4.   What are the key elements of a good job application?  
   5.   Explain the steps involved in job orientation. Think about the most recent job you have 

held. Were these steps followed when you were introduced to the job? Which ones were 
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followed and which ones were not? How could the organization you worked for have 
improved their job orientation process? (If you have not had the opportunity to have a 
job that had some type of orientation process, do this question as an interview with a 
friend who has.)  

   6.   Explain why delegation is important in managing a business. Give an example of a task 
or project that was delegated to you by a manager or supervisor and how you carried out 
the task. Give a further example of a task or project you have delegated to someone else, 
how you assured that the task was done and what the fi nal outcome was.  

   7.   Discuss the objectives of evaluating employee performance and how such an evaluation 
should be conducted.  

   8.   What are some examples of “formal in-house” training, and why is training important?  
   9.   What are the pros and cons of promoting employees from within the agribusiness 

fi rm?  
  10.   What is the purpose and format of an exit interview?        



 

    Glossary         

   account  A specifi c category of fi nancial information such as sales, labor expense, or cash; 
also can refer to a specifi c customer who owes the business money for credit 
purchases.  

   accountability  In organizational structure, being answerable to another for performance.  
   accounting period  A predetermined regular interval for which fi nancial transactions are 

summarized.  
   accounting profi t  The net income that remains after all actual, measurable costs are sub-

tracted from total revenue.  
   accounts payable  The amount of money owed by a fi rm to outside businesses for any 

items purchased on credit and for which payment is expected to be made in less than one 
year.  

   accounts receivable  The total amount customers owe to a business for purchases made on 
credit.  

   accounts receivable loan  A loan where a fi rm’s accounts receivable are used as 
collateral.  

   accrual-basis approach  An accounting method of reporting revenue when it is earned 
(regardless of when the cash is collected), and reporting expenses when they are incurred 
(regardless of when the cash disbursement is made).  

   accruals  Those fi nancial obligations that have been incurred, but not invoiced or paid, 
such as taxes payable and wages payable.  

   accrued expense  An account summarizing the fi rm’s accruals.  
   acid test ratio  See  quick ratio .  
   acquisition  The process of buying another fi rm or business unit; a method of direct invest-

ment that allows a fi rm to gain country- and market-specifi c knowledge without incur-
ring a long and costly learning process.  

   advertising  Mass communication with customers or prospects, usually through public 
media.  

   aging accounts receivable  Reporting accounts receivable on a monthly basis in accord-
ance with the number of days since the accounts receivable was charged to the 
customer.  

   agglomeration  The accumulation of business activity around a specifi c location; fi rms 
often locate in close proximity to one another because they can increase the effi ciency 
of services at the business, household, and social level.  

   aggregate production planning  The process of developing time-phased specifi c produc-
tion quantities and rates, and workforce sizes and rates, while balancing customer 
requirements and the capacity limitations of plant and equipment.  
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   agribusiness  Any business organization that supplies farm inputs or services, or that proc-
esses, distributes, or wholesales agricultural products, or retails them to consumers.  

   agribusiness management  The management of any fi rm involved in the food and fi ber 
production and marketing system.  

   agricultural services and fi nancing  A segment of the input supply sector that focuses on 
providing services, information, and fi nancing to production agriculture; includes farm 
management services, veterinary clinics, consulting businesses, and farm lenders.  

   analyzing facts  A step in the planning process requiring answers to such questions as 
“Where are we?” and “How did we get here?”; helps pinpoint existing problems and 
opportunities, and provides insights upon which to base successful decisions.  

   annual percentage rate of interest (APR)  The true annual rate of interest which is 
charged on a loan:
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where P = payments per year, F = dollars paid in interest, B = amount of capital borrowed, 
and T = total number of payments.  

   annuities  A stream of incomes and / or costs that are equal amounts for each of the number 
of periods evaluated.  

   anticipation inventories  Inventories held for products where demand is not constant so 
that adequate supplies are available during peak seasons.  

   appraisal costs  Costs incurred in monitoring the quality level of products and services 
during the course of production.  

   apprenticeship  A form of training where a new employee works with a more experienced 
person, and learns under that person’s direction.  

   articles of incorporation  Legal documents fi led with the state government where the 
organization is incorporated and which set forth the basic purpose of the corporation 
and the means of fi nancing it.  

   assemble to order  A process for producing products that have many options after the 
customer’s order has been placed.  

   a  sset turnover ratio  A fi nancial ratio measuring effi ciency; net sales / total assets.  
   assets  Items of value, including physical and fi nancial property, that are owned by the 

business.  
   authoritarian leadership  A leader-centered style of leadership (also called autocratic), in 

which the thoughts, ideas, and wishes of the leader are expected to be obeyed com-
pletely, without question.  

   authority  In organizational structure, the right to command or force an action by 
another.  

   autocratic leadership  See  authoritarian leadership .  
   bad debts as a percentage of credit sales  A fi nancial measure used to monitor the effec-

tiveness of a fi rm’s credit policy; amount of bad debts divided by total accounts receiv-
able multiplied by 100.  

   balance sheet  A fi nancial statement that shows the fi nancial makeup and condition of a 
business at a specifi c point in time by listing what the business owns, what it owes, and 
what the owners have invested in the business.  

   behavioral segmentation  In marketing, a means of classifying or categorizing customers 
or potential customers by their behavioral tendencies.  
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   belongingness  A component of Maslow’s needs hierarchy; suggests that after people have 
achieved a reasonable degree of confi dence in their safety, they become concerned with 
their social acceptance and belonging.  

   b  enchmarking  A technique for internal assessment that involves identifying a non-compet-
itive fi rm known for excellence in a particular area, carefully studying that fi rm to see 
how they deliver this excellence, and then comparing the fi ndings of this study against 
the fi rm’s current practices.  

   benefi ts  Policies and programs offered to employees as a part of their compensation pack-
age. Examples range from health insurance, vacation, sick pay, life insurance, wellness 
programs (benefi ts that encourage healthy living habits like nutritious diets and 
exercise), and retirement savings.  

   benevolent autocrat  A leadership style in which leaders convince followers to do what 
they want by being so well liked that no one would consider being disloyal and giving 
so much praise that employees are shamed into obedience.  

   blue-sky laws  State laws which regulate the way in which corporation stock may be sold 
and which protect the rights of investors.  

   board of directors  The governing body of a corporation; elected by the stockholders to 
supervise the affairs of the corporation; the number on the board may vary according to 
the bylaws of the organization.  

   borrowing capacity  The total amount of loan repayment ability possessed by a fi rm or 
customer.  

   brand recognition  The ability of customers and prospects to readily identify a fi rm’s 
brands in the market.  

   breakeven analysis  See  volume–cost analysis .  
   breakeven point (BE)  The point at which income generated from sales just equals the 

total costs incurred from those sales.  
   budget  A forecast of sales, expenses, cash and / or other fi nancial information for a future 

operating period; primarily used for control purposes.  
   buffer inventory  Inventory (usually relatively small amounts) held in reserve to accom-

modate uncertainty in production and / or sales; also known as safety stock.  
   b  uild-up forecast  A sales forecast developed from data collected by the sales force or 

other employees with considerable customer interaction.  
   bulk  The size and weight conditions or circumstances associated with products; a chal-

lenge associated with packing and shipping agricultural products.  
   bureaucracy  A highly specialized organizational structure in which work is divided 

into specifi c categories, is carried out by special departments, and a strict set of 
guidelines determines the course of activities to ensure predictability and eliminate 
risk.  

   b  ylaws  In a corporation, the legal documents which set forth such rules of operation as 
election of directors, duties of offi cers and directors, voting procedures, and 
dissolution.  

   capacity  In credit analysis, refers to the earnings and cash fl ow available to meet fi nancial 
obligations; in production management, refers to the maximum amount of activity pos-
sible for a facility, piece of equipment, or process. See  borrowing capacity .  

   capacity planning  All activities that are undertaken to determine what the appropriate 
size of a manufacturing plant or service location should be, so that a certain quantity can 
be produced over a specifi c time period.  

   capital  The fi nancial resources of a business, comprising in the broadest sense all the 
assets of the business and representing both owned and borrowed funds.  
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   capital budgeting  A procedure for evaluating long-term investment decisions which takes 
into account the timing of the cash fl ows associated with the investment, and the time 
value of money.  

   capital intensity  The proportion of tasks in a production or service process performed by 
machines, relative to the tasks performed by humans.  

   capital investment  The addition of long-lived assets, typically used in the production of 
products or services, to an agribusiness.  

   capital lease  A long-term contractual arrangement in which the lessee acquires control of 
an asset in return for rental payments to the lessor.  

   capitalism  An economic system based on private ownership of the means of production 
and distribution of goods; characterized by a free, competitive market and an incentive 
structure motivated by profi t.  

   Capper–Volstead Act of 1922  Important cooperative legislation ensuring the right of 
farmers to organize and market their products collectively so long as the association 
conducts at least half its business with members of the association and no member of the 
association has more than one vote, or the association limits dividends on stock to 8 
percent.  

   cash  Funds that are immediately available for use without restriction, such as checking 
account deposits in banks and petty cash.  

   cash-basis approach  An accounting system of recognizing income when it is actually 
received and expenses when they are actually paid.  

   cash budget  A projection of a fi rm’s cash receipts and cash requirements made on a peri-
odic basis to enable management to plan for and control cash.  

   cash fl ow statement  An accounting statement reconciling the fi rm’s cash balance between 
two points in time; typically shows cash receipts and cash disbursements for a prior 
accounting period but can also be used to project cash receipts and disbursements for a 
future period of time.  

   chain of command  In organizational structure, the authority–responsibility relationships 
or links between managers and those they supervise.  

   chain store  A set of 11 or more retail store locations operating under one management.  
   c  hange in demand  A situation where the demand curve shifts to the right or left signaling 

a change in the quantity demanded at every specifi c price.  
   c  hange in supply  A situation where the supply curve shifts to the right or left signaling a 

change in the quantity supplied at every specifi c price.  
   c  hange in the quantity demanded  A movement along a given demand curve.  
   c  hange in the quantity supplied  A movement along a given supply curve.  
   channel management  A set of decisions concerned with who owns and controls the prod-

uct on its journey from manufacturer or producer to the customer, and the roles the dif-
ferent entities will play on this journey.  

   character  In evaluating creditworthiness, the personal habits, conduct, honesty, and atti-
tude of the credit customer.  

   collateral  Assets pledged to guarantee payment of a loan.  
   collective bargaining  A process in which an employer and representatives of employees  

(generally a union) attempt to arrive at an agreement governing the conditions under 
which the employees are willing to work for the employer.  

   commercial banks  An investor-owned institution that accepts deposits and then allows 
checks to be written against those deposits as a means of making payments; the primary 
source of borrowed funds for most agribusinesses.  
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   commercial farms  A category of farms that are family farms with income over $250,000 
or nonfamily farms.  

   commercial fi nance companies  Those fi nance companies or specialized lenders that 
focus on business and commercial loans.  

   commission  The fee paid to a salesperson or other individual for providing a service; 
typically a percentage of the total amount of business transacted.  

   c  ommon-size analysis  A fi nancial analysis technique where the fi rm’s fi nancial state-
ments are expressed as percentages of some key base fi gure such as total sales or total 
assets, and then the resulting common size statements are used to make comparisons 
over time, or against peer fi rm data.  

   common stock  A specifi c form of equity investment in a corporation that carries with it 
the right (and obligation) to share in any profi ts or losses incurred by the business.  

   communication  The successful exchange of information or ideas between two or more 
individuals.  

   compensating balance  A specifi ed amount of money that must be retained in a bank 
account while a loan is outstanding.  

   compensation  The total amount of salary, commissions, bonuses, benefi ts, and perquisites 
that are given to an employee in exchange for work done.  

   c  ompetitive advantage  The set of fi rm competencies that are important to customers 
where the fi rm has a clear and distinct advantage over the competition.  

   competitive pricing  A simple pricing method, based primarily on competitors’ prices 
where prices are set at the “going rate.”  

   compounding  A method of calculating interest in which interest earned periodically is 
added to the principal and becomes part of the base on which future interest is earned.  

   conformance to specifi cation  A term used in quality management to confi rm the adher-
ence to specifi cation of a produce or service.  

   consensus forecast  A forecast (usually generated by the Delphi method) where agreement 
is reached by a group on a set of future outcomes, scenarios, or indicators.  

   contingency planning  The development of alternative plans in case the assumptions made 
in the planning process do not materialize.  

   continuous inventory  In inventory management, the constant monitoring of stock on 
hand.  

   continuous production  A total production process that involves the fl ow of inputs in an 
uninterrupted way through a standardized system to produce outputs that are basically 
identical.  

   contribution margin  Gross margin less variable costs.  
   contribution to overhead (CTO)  The portion of each unit (dollar) of sales that remains 

after variable costs are covered and that can be applied toward covering fi xed costs.  
   contribution to profi t (CTP)  The portion of each unit (dollar) of sales that remains after 

variable costs and all fi xed costs are covered; CTO at sales volumes greater than the 
fi rm’s breakeven point.  

   control  The process of monitoring performance, as compared with pre-established stand-
ards, for the purpose of making adjustments to ensure that goals will be accomplished.  

   controlling  One of four tasks of management; represents the monitoring and evaluation of 
activities, and assessment of whether the goals and performance objectives developed 
within the planning function are achieved.  

   cooperative  A distinctive form of corporation that is organized to serve the needs of its 
member-patrons rather than to make a profi t for investors.  
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   c  ooperative advertising  A common advertising practice in agribusiness in which local 
advertising is sponsored, and usually funded, jointly by the manufacturer and the local 
dealer or distributor.  

   cooperative borrowing  A type of loan made to agribusiness cooperatives from CoBank, 
which is part of the Farm Credit System.  

   corporation  A form of legal organization with the powers, rights, and obligations of an 
individual; a corporation’s assets and liabilities are controlled by the legal entity, not by 
the owners (stockholders).  

   cost-based pricing  A pricing method based on adding a constant margin to the basic cost 
of the individual product or service.  

   cost basis of valuation  A valuation practice by which assets are recorded on accounting 
records at their acquisition price, not their current market value.  

   cost leadership  One of two generic business strategies; involves meeting competitors’ prod-
uct offerings with an offering of comparable quality and features, but beating the com-
petitor on price.  

   cost of capital  The rate of return a fi rm requires of its investments.  
   cost of goods sold  The total cost to the business of goods that were actually sold during a 

specifi ed time period; includes such items as raw material costs, in-coming freight costs, 
and the cost of any damaged or lost goods that must be absorbed.  

   cost-plus pricing  See  cost-based pricing .  
   critical path method (CPM)  A method of scheduling that involves a diagrammatic repre-

sentation of the network of activities which comprise a production operation.  
   cross price elasticity of demand  A measure of the relative responsiveness of 

quantity demanded of a given commodity to changes in the price of a related 
commodity.  

   CTO (contribution-to-overhead) pricing  A pricing strategy for encouraging extra sales 
by selling additional product above and beyond some base sales projection, at a price 
slightly greater than the additional out-of-pocket costs of handling the product.  

   culture  The set of socially transmitted behaviors, arts, beliefs, speech, and all other prod-
ucts of human work and thought that characterize a particular population.  

   current assets  An accounting term designating actual cash or assets that are expected to 
be converted to cash during one normal operating cycle of the business, typically one 
year.  

   current liabilities  An accounting term designating those outsiders’ claims to a business 
that must be paid within one normal operating cycle, usually one year.  

   current ratio  A fi nancial ratio measuring liquidity; total current assets divided by total 
current liabilities.  

   custom hiring  A form of leasing that combines labor services with the use of the asset 
being leased.  

   customer service  Activities between the buyer and seller that enhance or facilitate the sale 
of the seller’s products or services.  

   customers  Those who purchase outputs (products, services, and or information) from a 
fi rm.  

   cycle inventory  An inventory quantity that is tied to truck capacity, pallet size, manufac-
turer promotion, or some other factor that increases inventory levels relative to a normal 
pipeline inventory; also called lot-size inventory.  

   cycle-time-to-market  The time required for a supplier to complete a single cycle, begin-
ning with receipt of an order and ending with the fulfi llment of the order; reducing 
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cycle-time-to-market (also called quick response) has become a central strategic goal 
for many agribusinesses.  

   days sales in accounts receivables ratio  A fi nancial ratio measuring effi ciency; the aver-
age collection period of accounts receivables; (accounts receivable / net sales) × 360.  

   d  ealer-distribution system  A marketing channel in which manufacturers sell their prod-
ucts to dealers or retailers, who, in turn, sell products in their own local market.  

   debt-to-asset ratio  A fi nancial ratio measuring solvency; shows the proportion that lend-
ers are contributing to the total capital of the fi rm (total liabilities / total assets).  

   d  ebt-to-equity ratio  A fi nancial ratio measuring the use of debt; total liabilities divided by 
owner’s equity.  

   decision-making process  A logical procedure for identifying a problem, discovering 
alternative solutions, analyzing them, and choosing a course of action.  

   d  ecline stage  A period in the product life cycle in which sales decline, sometimes 
rapidly.  

   delegation downward principle  In organizational structure, the idea that authority should 
be delegated downward to the lowest level at which the decision can be made compe-
tently.  

   Delphi   approach  A tool for developing forecasts in which a panel of experts is asked 
to develop a forecast for an area of interest; the estimates are pooled, reviewed and 
any differences noted; and the process is repeated until a consensus forecast is 
achieved.  

   demand  The quantity of a product or service that consumers are willing to buy at different 
prices; the relationship between price and the quantity demanded.  

   d  emand curve  A graphic or algebraic representation of a product’s demand.  
   demand elasticity  A measure showing the relative change in quantity demanded as price 

changes; refl ects the responsiveness of quantity demanded to a given change in price.  
   democratic leadership  A leadership style, also called participative leadership, which 

favors a shared decision-making process, with the leader maintaining the ultimate 
responsibility for decisions while actively seeking signifi cant input from followers.  

   d  emographic segmentation  A market segmentation approach which groups customers 
based on demographics such as age, income, size of household, education, number of 
children, type of employment, etc.  

   derived demand  A situation where demand for one product or service (usually an input) 
is based on the demand for another product or service (usually the fi nal product).  

   developing alternatives  A step in the planning process; after performance objectives have 
been set, the process of generating different ways of achieving the objectives.  

   d  evelopment stage  The stage early in the product life cycle in which the market is ana-
lyzed, and both the product and the broader marketing strategy are developed.  

   d  ifferential advantage  One of two generic business strategies; involves offering buyers 
unique products and services which add value for the buyer but are unavailable from 
other fi rms.  

   d  ifferentiation value  In pricing, the perceived value of the product’s unique attributes.  
   d  iminishing marginal utility  A law of economics that states that as more and more of a 

product is consumed, the extra satisfaction of consuming an additional unit actually 
declines; translates directly into the inverse relationship between price and the quantity 
demanded.  

   direct exporting  Mode of entry in international business in which the agribusiness itself 
handles the details of exporting their products.  



 

424 Glossary

   direct selling  A process that involves prospecting for new customers, pre-call planning, 
getting the customer’s attention and interest, making presentations, handling objections, 
closing the sale, and servicing the account in direct, on-on-one contact with customers.  

   directing  One of the four tasks of management; involves guiding the efforts of others 
toward achieving a common goal and leading, supervising, motivating, delegating, and 
evaluating human resources.  

   directors  See  board of directors .  
   discount pricing  A method of pricing that offers customers a reduction from the published 

or list price for specifi ed reasons, such as volume purchases or preseason ordering.  
   discount rate  The interest rate used to determine the present value of a stream of cash 

fl ows to be received in the future.  
   discounted loan  A loan where the amount of interest to be paid is deducted from the 

amount the lender provides the borrower; amount of loan – amount of interest paid = 
amount of available capital.  

   discounting  A method of converting a future value to a present value by adjusting the 
future value by its discount rate.  

   distribution  In marketing, one of the four elements of the marketing mix (also known as 
place); involves all decisions related to how the product moves from the manufacturer 
to consumer.  

   d  istributor system  A system of channel management that uses both middleman-distribu-
tors, or wholesalers, and dealers to move products to customers.  

   diversifi cation  The process of entering alternative lines of business that pose different 
risks and opportunities so that the likelihood of a loss in one area will be offset by the 
possibility of gain in another.  

   division of labor  The process by which jobs are broken into components and then are 
assigned to members or groups.  

   d  ormant partner  A partner not active in managing the partnership and not known by the 
general public; retains limited liability.  

   early adopters  The second group of buyers (next 13.5 percent after innovators) to try a 
new idea, product, or service; tend to be progressive and well-respected individuals.  

   early majority  The third group of buyers (next 34 percent after the early adopters) to try 
a new idea, product, or service; tend to be deliberate people who see themselves as fairly 
progressive, but not generally as leaders.  

   earnings on sales ratio  A fi nancial ratio measuring profi tability; (net operating profi t / net 
sales).  

   e  conomic profi t  A measure of profi t that takes into consideration alternative uses for the 
resources; accounting profi t less opportunity cost.  

   e  conomic value analysis  A method of pricing that is based on the economic value of a 
product.  

   e  conomics  The study of how scarce resources (land, labor, capital and management) are 
allocated to meet the needs of a society with unlimited wants.  

   economies of scale  A production situation where the larger the scale of the operation, the 
lower the per-unit cost.  

   effi ciency ratios  A class of fi nancial ratios that measures the output or production of a 
system or process per unit of input.  

   effi cient consumer response (ECR)  An information-based system that links distributors 
and suppliers together with retail supermarkets; the food industry’s concept of supply 
chain management.  
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   ego status  A component of Maslow’s need hierarchy that suggests that once a comfortable 
degree of social acceptance has been attained, most individuals become concerned with 
their self-esteem or status relative to their group.  

   elastic  In supply and demand analysis, a condition where a change in price brings a pro-
portionately larger change in quantity supplied (demanded).  

   elasticity  In economics, a measure of the responsiveness of one variable to changes in 
another.  

   electronic data interchange (EDI) systems  An information technology that allows busi-
ness interactions between fi rms to take place electronically using a standard format.  

   enterprise requirement planning (ERP)  A system used to connect a fi rm’s manufactur-
ing systems with other areas of the fi rm such as fi nance, customer relationship manage-
ment, human resources, and supply chain management, integrating internal and external 
information across the entire organization.  

   equilibrium  In economics, a state or situation in which opposing forces balance each 
other and stability is attained.  

   equity capital  Funds provided by the owners of a business either directly or by reinvesting 
profi ts back into the business; the risk capital of a fi rm.  

   evaluating results  A step in the planning process; involves a careful review and assess-
ment that helps determine whether or not the plan is on course.  

   exchange rates  The relative value of one country’s currency compared to that of another 
country.  

   exit interview  An interview with a departing employee that is designed to better under-
stand the employee’s attitudes and reasons for leaving and to provide suggestions for 
improving the workplace.  

   expected product  A part of the total product concept; surrounds the generic product 
with the minimum set of features / services that the customer expects when they make a 
purchase.  

   expenditure  An outlay of cash for operating or investment purposes.  
   expenses  The value of resources consumed by the business in acquiring, producing, and 

selling goods and services; includes only those resources consumed by actual sales 
during the accounting period.  

   external failure costs  Costs incurred when the product or service fails once it is in the 
consumer hands.  

   f  actors of production  In economics, land, labor, capital and management; scarce resources 
used in the production process.  

   farm  As defi ned by USDA, any rural unit grossing $1,000 or more per year in agricultural 
sales.  

   farm-food marketing bill  A breakdown of the consumer’s food dollar into the proportion 
the farmer gets for producing the raw material and the proportion the food industry gets 
for marketing (in a broad sense) the fi nal product.  

   fast food / quick service restaurants  Limited menu and limited service restaurants 
focused on providing convenience and speed of service.  

   fi eld marketing  A sales strategy that puts marketing tools in the hands of the agribusiness 
sales force; the salesperson is asked to treat his or her sales area as a mini-marketplace, 
and use marketing tools to assess opportunities, and to develop and implement a sales 
plan that is very focused on the needs of the specifi c territory served.  

   fi nancial accounting  Financial record keeping conducted in a manner that meets the report-
ing requirements of governmental units, lending institutions, investors, and suppliers.  
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   fi nancial management  One of the four functions of management; managing the 
assets, liabilities, and owner’s investment in the fi rm; generating the fi nancial 
data required to make decisions, and using the tools of fi nance to make effective 
decisions.  

   fi nancial statement  A summary statement of the fi nancial status of a business such as a 
balance sheet or an income statement; usually prepared by summarizing accounts from 
the general ledger.  

   f  inancing  The process of raising or acquiring the funds required to operate a business.  
   fi nished goods  Products that are ready for sale.  
   fi tness for use  A defi nition used by some customers for quality, which can be summarized 

as “meeting or exceeding customer expectations.”  
   fi xed assets  Those items the business owns that have a relatively long productive life, such 

as land, buildings, and equipment.  
   fi xed costs  Costs that do not fl uctuate with the volume of business; considered the costs of 

being in business.  
   fi xed position layout  A production process layout used in situations where the item being 

constructed is too large or bulky to move easily or where the item is to be built fi xed in 
place; construction is accomplished in one place, and tools and materials are brought to 
the assembly location.  

   fl exibility principle  In organizational structure, the concept that an organization should 
maintain its structural fl exibility so that it can adjust to its changing internal and external 
environments.  

   fl uctuating demand  Demand in the industrial sector which rises and falls sharply in 
response to changing economic conditions and consumer spending patterns.  

   focus group interview  In market research, a guided discussion among users or potential 
users of a product or service that is designed to discover attitudes and opinions toward 
those products or services.  

   focused factory  A production concept intended to operationalize the notion of fl exibility; 
holds that several smaller factories will improve individual plant performance because 
the operations manager can concentrate on fewer tasks and can more easily motivate a 
smaller workforce toward one goal.  

   food processing and manufacturing  Part of the food sector; includes a broad range of 
fi rms that take raw agricultural commodities and turn those commodities into ingredi-
ents for further processing, or into fi nal consumer products; examples include meat 
packers, bakers, wet corn processors, and brewers.  

   food production and marketing system  The system of fi rms and organizations that 
encompass all economic activity supporting production agriculture, producing raw farm 
commodities, converting raw farm products to consumable food and fi ber products, and 
distributing these fi nal products to end consumers.  

   food retailers  Firms involved in the retail distribution of food; includes supermarkets, 
warehouse stores, and combo stores.  

   food sector  The sector of the food production and marketing system in which food process-
ing, marketing, and distribution occur.  

   food security  The state of affairs in a society where all people at all times have access to 
safe and nutritious food to maintain a healthy and active life.  

   food service  Firms providing prepared food, typically ready to eat, including traditional 
restaurants, fast food / quick service restaurants, and institutional food services.  

   forecast  An estimate of some future business activity or indicator.  
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   forecasting change  The third element of the planning process, after analyzing the facts. It 
is interrelated with the other fi ve steps of the planning process and it is the logical exten-
sion of analysis into a future time setting.  

   forecasting demand  An estimate of future customer demand. Forecasts are typically 
made using scientifi c techniques based on historical usage and adjusted to accommo-
date various factors such as life cycle, cyclical usage patterns, promotions, and pricing 
actions.  

   formal internal training and development  A type of employee training; typical in 
larger fi rms, this is job, or task specifi c instruction conducted by a full-time training 
staff.  

   formal structure  In organizational structure, the formal reporting relationships between 
employees in an organization; one of two kinds of organizational structure required to 
operate effectively.  

   forward contracting  A formal, binding agreement to buy or sell products at some estab-
lished terms for delivery at some specifi ed future date.  

   free market system  A type of economic system in which consumer wants are expressed 
directly in the marketplace using a market-determined pricing mechanism as the basis 
for allocation of scarce resources.  

   free-reign leadership  A leadership style (also called laissez faire leadership) in which the 
leader literally relinquishes all decision-making to followers.  

   fringe benefi ts  A nonsalary benefi t offered to all employees; ranges from those required 
by law to health benefi ts, vacations, sick pay, life insurance, and retirement benefi ts.  

   functional organization structure  An organizational structure that grants staff specialists 
authority in the areas of their specialty.  

   futures market  A specialized type of market where promises to deliver or accept delivery 
of a standardized unit of product at some specifi ed future date are traded; refl ects antic-
ipated future supply and demand situations.  

   gap analysis  An evaluation of the difference between a fi rm’s desired performance at 
some point in the future and what performance will be if the fi rm does not change strat-
egies or approaches.  

   gathering facts  A step in the planning process; involves gathering suffi cient information 
to identify the need for a plan, and systematic gathering of the information needed to 
make the plan work once it has been developed.  

   General Agreement on Tariffs and Trade  ( GATT)  An international organization 
established in 1947 to reduce global trade barriers through multilateral trade negotia-
tions; evolved into the  World Trade Organization (WTO)  in 1995.  

   general economic forecast  A forecast of conditions in the general economy for a specifi c 
future time period.  

   g  eneral partner  A partner who is active in the management of the partnership, typically has 
an investment in the business, and is subject to unlimited liability; unless specifi ed dif-
ferently in writing, all partners are assumed to be general partners.  

   general partnership  The association of two or more people as owners of a business in 
which each individual partner, regardless of the percentage of capital contributed, has 
equal rights and liabilities, unless stated differently in the partnership agreement.  

   generic advertising  A form of advertising aimed at promoting a class of products or an 
industry, not a specifi c company or brand; also called institutional advertising.  

   generic product  One component of the total product concept; the standard product as 
offered to the customer with no special services or features attached.  
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   genetically modifi ed organisms (GMO)  An organism that has been modifi ed by the 
application of recombinant DNA technology (a set of techniques enabling the manipu-
lation of DNA).  

   g  eographic segmentation  In marketing, a means of classifying or categorizing customers 
or potential customers by their geographic location.  

   globalization  The process of incorporating a worldwide perspective into the processes of 
a fi rm and into the attitudes and practices of a fi rm’s employees.  

   goals  The specifi c quantitative or qualitative aims of the organization that provide direc-
tion and standards one can use to measure performance.  

   greenfi eld investment  A method of direct investment by a fi rm into a particular country 
or new business where the fi rm handles all elements of the entry, including building 
plants, developing distribution, locating markets, etc.  

   gross margin  The difference between net sales and the cost of goods sold; income remain-
ing after paying for raw materials or merchandise to cover operating expenses and gener-
ate a profi t; gross margin plus service income is sometimes called gross profi t.  

   gross margin ratio  A fi nancial ratio measuring profi tability; gross margin expressed as a 
percentage of net sales; (net sales {-} cost of goods sold) / net sales.  

   g  rowth stage  A period in the product life cycle of rapid expansion, during which sales 
gain momentum and fi rms tend to hold prices steady or increase them slightly as they 
try to develop customer loyalty.  

   hazard analysis critical control point (HACCP)  An important, widely recognized food 
safety program; basic premise is the prevention of food safety problems rather than 
attempting to control them.  

   Herzberg’s two-factor theory  A popular but somewhat controversial theory of employee 
motivation developed by Frederick Herzberg which argues that two separate factors 
explain employees’ level of motivation: hygienic factors and motivators.  

   high value products (HVPs)  Agricultural products that have received additional process-
ing or require special handling or shipping; also known as value-added products.  

   human resources (HR)  The talents and assets offered to a company by the people it 
employs.  

   human resource management  One of the four functions of management; acquiring, 
organizing, motivating, leading, and managing the fi rm’s people resources to accom-
plish its business objectives as effectively as possible.  

   hybrid layout  A production process layout that combines the process and product layouts 
to balance the advantages of each; used extensively when introducing fl exible manufac-
turing systems  

   hygienic factors  One component of Herzberg’s two-factor theory; also called pain reliev-
ers, these are conditions necessary to maintain an employee’s social, mental, and physi-
cal health.  

   income elasticity of demand  The relative responsiveness of quantity demanded to changes 
in income.  

   income statement  Financial statement summarizing the fi rm’s revenue, expenses, and 
profi t during a specifi c period of time.  

   indirect exporting  Mode of product movement in international business in which a fi rm 
uses a trading company or an export management company to handle the logistics of 
exporting.  

   indirect selling  Activities outside the sales call interview process; involves providing 
service and follow-up to customers.  
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   individual proprietorship  See  sole proprietorship .  
   inelastic  In supply and demand analysis, a condition where a change in price brings a 

proportionately smaller change in quantity supplied (demanded).  
   inferior good  An inferior good for income elasticity is one in which the quantity demanded 

varies inversely with real income; increases in real income reduce the quantity demanded 
and decreases in real income increase the quantity demanded of inferior goods.  

   informal organization  The fi rm’s organization outside the organizational chart; primarily 
concerned with interpersonal relationships among people, their emotions, feelings, 
communications, and values; an important part of the organization’s culture.  

   informal personal relationships  The relationships that are within an agribusiness which 
are not part of the structured system—see  informal organization .  

   information technology  Any electronic technology focused on processing, storing, trans-
mitting, and reporting data and information.  

   initial investment  The initial equity an investor commits to an investment.  
   innovators  The fi rst group of buyers (initial 2.5 percent) to try a new idea, product, or 

service; tend to be venturesome people who like to try new ideas.  
   input distributors  Organizations engaged in moving products from the input manufac-

turer to the farm and providing services that insure productive use of the inputs.  
   input manufacturers  Organizations engaged in the manufacture and production of inputs 

for use in production agriculture.  
   input supply sector  The sector of the food and fi ber production and marketing system that 

manufacturers and distributes supplies and services to farmers for use in the production 
of agricultural products.  

   inputs  Resources used to create outputs in a production process; includes human resources 
(skilled workers and managers), capital (equipment), materials, information, and energy, 
among other such resources.  

   institutional advertising  See  generic advertising .  
   institutional food services  Firms and organizations providing reliable, convenient meals 

and / or the components necessary to make the meals for outlets such as schools, hospi-
tals, and government facilities.  

   insurance companies  A source of fi nancing for agribusiness; typically provide longer-
term fi nancing as these fi rms look for opportunities to invest funds they have collected 
from policyholders.  

   interest  The charges made by a lender for the use of money.  
   interest rate  Interest expressed in percentage form; refl ects investors’ time and risk pref-

erences and serves as the exchange price between borrower and lender.  
   intermediate farms  A category of farms that includes operators reporting farming as the 

major occupation and gross sales of under $250,000.  
   intermediate-term loan  A temporary grant of money to be paid back to the lender, usu-

ally in one to fi ve years.  
   internal failure costs  In total quality management, costs that are generated during the 

production and / or rework of defective parts and services.  
   internal rate of return (IRR)  A method of ranking and accepting or rejecting capital 

investments; the discount rate that yields a zero net present value.  
   i  ntroductory stage  The stage in the product life cycle in which the new product fi rst appears 

on the market.  
   inventory  Items that are held for sale in the ordinary course of business, that have been 

purchased for use in producing goods and services to be sold, and work in progress.  
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   inventory turnover ratio  A fi nancial ratio measuring effi ciency; shows the relationship 
between inventory and sales volume; cost of goods sold / ending inventory.  

   inverse price ratio  The ratio of two prices; used extensively in economic analysis as it 
refl ects the relative prices of two items.  

   ISO 9000  A series of international standards and guidelines on quality management and 
quality assurance; standardized defi nition of quality focuses on conformance to cus-
tomer requirements.  

   ISO 14000  A worldwide standard for quality applied to the environment; provides the 
framework and systems for managing legislative and regulatory orders for environmen-
tal compliance.  

   job description  A list and description of a job’s activities and duties.  
   job orientation  Process used to introduce a new employee to a job; involves four major 

steps: introducing the company to the employee, establishing job relationships and 
encouraging familiarity with the facilities, helping the employee to begin the job, and 
following up and evaluating the employee’s adjustment.  

   job relationships  The network of individuals an employee interacts with on the job; 
includes the supervisor, fellow workers, the union steward, payroll, and benefi ts person-
nel, among others.  

   job specifi cations  A written set of qualifi cations of an employee that are needed to per-
form a specifi c job satisfactorily.  

   joint venture  A type of collaboration between two or more fi rms; involves sharing 
resources in research, production, marketing, and / or fi nancing, as well as costs and 
risks.  

   j  unior partner  A partner who is typically younger and not involved in the business as 
long as a senior partner; receives a smaller portion of the business profi ts; rarely takes 
an active role in managing the business affairs of the partnership.  

   just-in-time (JIT)  An operating philosophy and production system with the goal of produc-
ing and / or delivering goods just as they are needed, in effect, eliminating inventories.  

   k  ey   i  ndicators (KI)  See  key performance areas .  
   k  ey infl uencers  Individuals or organizations that have some infl uence on the purchase 

decision, but don’t actually make the decision.  
   key performance areas (KPA)  Important points of focus in management control sys-

tems; also called key indicators.  
   labor unions  Groups organized to protect and promote the interests of their worker / 

members.  
   laggards  The fi nal group of buyers (last 16 percent) to try a new idea, product, or service; 

tend to be tradition-bound people who take so long to adopt new ideas that by the time 
the ideas are adopted, they no longer are new.  

   laissez faire leadership  See  free-reign leadership .  
   land lease  A contract that conveys control over the use rights of real property from the 

lessor to the lessee without transferring title.  
   late majority  The fourth group of buyers (next 34 percent after the early majority) to try 

a new idea, product, or service; tend to be skeptical people who adopt new ideas only 
after considerable evidence has been accumulated.  

   layout planning  The specifi c design of the physical arrangement within a facility  
   leadership  The process of helping individuals or groups to accomplish organizational 

goals by unleashing each person’s individual potential as a contribution to organiza-
tional success.  
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   lead-time  In logistics management, the amount of time necessary to cover the period 
between the warehouse’s reordering and its receipt of the additional stock.  

   lease  A contract by which the control over the right to use an asset is transferred from the 
lessor (owner) to the lessee (person acquiring control) for a specifi ed period of time in 
return for a lease payment.  

   leasing  A form of renting, usually involving a contractual agreement that specifi es the 
terms of the arrangement; normally for a longer period of time than a rental agree-
ment.  

   lessee  A person or organization that pays for the privilege of using the property of another 
for a specifi ed period of time.  

   lessor  A person or organization that leases property to another person or organization but 
maintains ownership of the property for the period of the lease.  

   leverage  In fi nance, the concept of using borrowed funds to expand the total capital of the 
fi rm beyond the amount of owner equity.  

   liabilities  Anything a business owes to those outside the business, such as accounts pay-
able, loans, bonds, and mortgages; the total debt of the business.  

   licensing  A business arrangement where a fi rm (licensee) in the target market produces 
and distributes another fi rm’s (licensor) product; in return the licensor receives a fee or 
royalty for the right to license the product.  

   limited liability company   (LLC)  A form of business organization that closely resembles 
a partnership, but provides its members limited liability; creditors or others who have a 
claim against an LLC can pursue the assets of the LLC to satisfy debt and other obliga-
tions, but they cannot pursue personal or business assets owned by the individual mem-
bers of the LLC.  

   l  imited partner  A partner who has taken steps to limit his / her liability in a partnership; 
the agreement must be in writing and limited partners may not take an active role in 
managing the partnership.  

   limited partnership  An association of two or more people as owners of a business in 
which some partners contribute money or ownership capital to the partnership without 
incurring the full legal liability of a general partner.  

   limited returns  In cooperatives, the requirement that returns on member equity be limited 
to a nominal amount, not greater than the going interest rate, or 8 percent (whichever is 
higher); done to ensure that members of the cooperative do not view the cooperative as 
an investment in and of itself.  

   line organization  An organizational structure in which there is one simple, clear line 
of authority extending downward from top management to each person in the 
organization.  

   line and staff organization  An organizational structure that is a variation of the line 
organization in that a place for specialists is included.  

   line of credit  A commitment by the lender to make available to the fi rm a certain sum of 
money, usually for a one-year period, at a specifi ed rate of interest at whatever time the 
fi rm needs the loan; also known as a revolving loan.  

   linear projection  A quantitative procedure for projecting past trends into to a future time 
setting for developing forecasts.  

   liquidity ratios  A class of fi nancial ratios that measure the fi rm’s ability to pay short-term 
obligations as they come due.  

   logic  A qualitative technique involving the combination of fact, induction, and deduction 
to solve a problem.  
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   logistics management  One of the four functions of management (along with operations 
management); involves the set of activities around storing and transporting goods and 
services from manufacturer to buyer.  

   long-range budget  A budget that is generally more than one year in scope.  
   long-term liabilities  Liabilities that are scheduled to be repaid over one year or longer, 

such as bonds, mortgages, and long-term loans.  
   long-term loans  A temporary grant of money from a lender to be repaid over a period of 

more than fi ve years.  
   loss-leader pricing  A pricing method that involves offering one or more products at a 

signifi cantly reduced price for the purpose of attracting additional customers who will 
purchase other regularly priced items.  

   lot-size inventory  See  cycle inventory .  
   m  acroeconomics  The study of how consumers, businesses, and governments in the aggre-

gate interact to allocate scarce resources; includes topics such as infl ation, interest rates, 
gross domestic product, and fi scal and monetary policy.  

   make-to-order strategy  A production approach where the fi rm actually builds to 
order.  

   make-to-stock strategy  A production approach where the fi rm is producing for inventory, 
and the production occurs before the actual sale is made.  

   management  The art and science of successfully pursuing the organization’s desired 
results with the resources available to the organization.  

   management by exception  A management philosophy with the basic premise that man-
agement should not spend time on areas that are progressing according to plan, 
but should identify and concentrate on areas that are not generating acceptable 
performance.  

   management by objectives (MBO)  A management philosophy introduced by Peter 
Drucker in 1954 whereby the supervisor and the subordinate jointly set objectives that 
both agree are reasonable and in line with corporate goals, and then determine how 
performance will be measured in each area of major responsibility.  

   manager  The person charged with the responsibility of planning, organizing, directing 
and controlling the activities of a business organization to accomplish the objectives 
established by the owners.  

   managerial accounting  Financial record keeping for the purpose of helping managers 
guide the operation of the business and make more effective management decisions that 
are consistent with the needs, objectives and goals of a fi rm.  

   manipulative autocrat  A leadership style in which the manager creates the illusion that 
employees are participating in the decision-making process; another form of autocratic 
leadership.  

   m  anufacturer-direct distribution system  A marketing channel in which the manufac-
turer sells directly to the farmer or food customer.  

   m  anufacturers  Organizations that develop through research and development the inputs 
needed by agricultural producers to produce food and fi ber.  

   manufacturers’ sales offi ces and sales branches  Wholesale divisions or subsidiaries 
typically run by large manufacturing or processing fi rms to market their own products.  

   marginal cost  In economics, the additional cost incurred in producing one more unit; the 
change in total cost divided by the change in output.  

   marginal rate of substitution  In economics, the relationship between two inputs in the 
production process.  
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   m  arginal revenue  In economics, the additional revenue generated by selling one more 
unit of output.  

   m  arginality  In economics, a concept important in maximizing (profi t) or minimizing 
(cost) a particular objective; focuses attention the incremental change in the objective 
caused by an incremental change in a variable or variables.  

   market effi ciency  A measure of productivity of the marketing process in terms of the 
resources used and output generated during the process; involves operating effi ciency 
and pricing effi ciency.  

   m  arket forecast  A forecast for a specifi c industry or type of products.  
   m  arket information  Any pertinent details and data such as news and industry specifi c 

research which is used by buyers, sellers, inventory holders, wholesalers and others in 
the industry to make decisions.  

   market mapping  A tool for visually presenting information about a fi rm’s customers and 
markets by plotting relevant data on a map either manually or using a computer-based 
geographic information system (GIS).  

   market penetration  The proportion of a specifi c market that a fi rm controls..  
   market research  The study of customers, competition, and trends in the marketplace, 

with the goal of providing objective information on which to base marketing 
decisions.  

   m  arket risks  Any number of uncertain outcomes involving the market for goods and serv-
ices; includes the possibility of price declines or increases, changes in consumer prefer-
ences, and / or changes in the nature of competition.  

   market segmentation  In marketing, the process of classifying customers into 
categories that have members who will react in a common way to a fi rm’s marketing 
offer.  

   marketable securities  Stocks, bonds, and other investments that can be easily turned into 
cash during an operating period (usually one year).  

   m  arket-driven philosophy  A marketing approach based on a true understanding of cus-
tomer needs; the focus on customer needs drives all decisions and activities in the 
organization.  

   marketing  In the macro sense, the process by which products fl ow through the 
U.S. food production and marketing system from producer to fi nal consumer; 
involves the physical and economic activities performed in moving products 
from the initial producer through intermediaries to the fi nal consumer; from a 
managerial perspective, the process of identifying customer needs, and creating, 
pricing, promoting, and distributing products and services to meet those needs 
profi tably.  

   marketing audit  An objective examination and review of a company’s entire marketing 
strategy.  

   marketing channel  The network of fi rms that manage the fl ow of products, services, 
information, and money between producers and consumers.  

   marketing management  One of the four functions of management; involves managing 
the total process of identifying customer needs, developing products and services to 
meet those needs, establishing promotional programs and pricing policies, and design-
ing a system of distributing products and services to customers.  

   marketing mix  In marketing management, the combination of product, price, promotion, 
and place strategies developed and implemented by a fi rm to support a specifi c position 
in the market.  
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   Maslow’s needs hierarchy  A theory of human behavior based on the idea that different 
kinds of needs have different levels of importance to individuals, and depend on the 
needs that are currently being satisfi ed.  

   master production schedule (MPS)  In operations management, details the fi nal quanti-
ties stocking keeping units that are to be made in specifi c blocks of time; created once 
specifi c orders for products have been received and / or short-range sales forecasts have 
been determined.  

   master scheduler  In operations management, the individual(s) that must consider the total 
demand on the resources and capacities of the agribusiness as well as the supplier’s 
capacities in developing production plans.  

   material requirement planning (MRP)  A computerized information system for manag-
ing production operations; purpose is to ensure that the right materials, components, and 
sub-assemblies are available in the right quantities at the right time so that fi nished 
products can be produced according to the master production schedule.  

   m  aturity stage  A period in the product life cycle characterized by slow growth or even 
some decline of sales as the market becomes saturated.  

   merchant wholesalers  Firms in the market channel that buy products from processors or 
manufacturers, and then resell those products to retailers, institutions or other busi-
nesses.  

   m  icroeconomics  The study of how scarce resources are allocated, primarily focused on 
consumer choice and fi rm production decisions, and how these are related to markets 
and prices.  

   minimal layer principle  In organizational structure, the idea that the number of levels of 
management should be kept at a minimum, while at the same time maintaining an effec-
tive span of control.  

   mission statement  A fi rm’s declaration of the business they are in, the customers they 
serve, and the basic concepts or beliefs they hold.  

   model  An abstract representation of a system or situation, usually in mathematical 
terms, that exhibits the factors believed to be most pertinent to the system or 
situation.  

   motivation  A stimulus that produces action.  
   motivators  An element of Herzberg’s two-factor theory of motivation; reward producers, 

or conditions that encourage employees to apply themselves, mentally and physically, 
more productively to their jobs.  

   negative strokes  In interpersonal communications, an interaction which often takes 
the form of verbal criticism and reprimands; do not make individuals feel as good as 
positive strokes, but gives the person attention which may be preferred to being 
ignored.  

   net cash fl ow  The difference between total cash infl ows and total cash outfl ows for an 
operating period.  

   net farm income  At the aggregate level, the portion of the net value added by agriculture 
to the national economy that is earned by farm operators. At the fi rm level, net operating 
income or profi t, plus other income and minus the interest expense. Net farm income 
can be reported as either before or after taxes.  

   net income (profi t) after taxes  Net profi t before taxes and after adjusting for the federal 
business profi ts tax; sometimes called net income.  

   net income (profi t) before taxes  The amount remaining after net operating profi t is 
adjusted for any non-operating revenue or expenses.  
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   net operating income or profi t  The amount remaining after operating expenses 
are subtracted from gross margin; represents profi t from the primary operations of the 
fi rm.  

   net present value (NPV)  A method for evaluating capital investment decisions; 
involves calculating the current value of a stream of net cash fl ows to be received over 
some specifi ed future period of time using the fi rm’s cost of capital as the discount 
rate.  

   net working capital  Total current assets less total current liabilities.  
   net worth  See  owner equity .  
   nominal partner  A partner in name only; is not active in the partnership and has no invest-

ment.  
   nonprofi t corporation  A corporation that is exempt from certain forms of taxation, and 

that generally cannot directly enrich its owners fi nancially.  
   normal goods  A normal good for income elasticity is one for which the quantity demanded 

varies directly with real income.  
   notes payable  Short-term loans or liabilities from individuals, banks or other lending 

institutions that must be repaid within a year.  
   objectives  See  performance objectives .  
   o  n time delivery  A metric which measures the performance of a supplier / vendor on their 

delivery commitment and to what extent he / she is matching with the lead times 
expressed in percentage terms.  

   on-the-job training  Training conducted while the employee is actually performing the 
job they were hired to do.  

   o  perating characteristics   segmentation  A market segmentation approach based 
on characteristics such as type of operation (for example, crop versus livestock), 
size of operation, production technology used (for example, no-till versus 
conventional till), and form of ownership (owner / operator versus cash rent versus crop 
share).  

   operating expenses  Those expenses associated with the actual operation of the business; 
does not include expenses not directly associated with operations, such as interest 
expense, and non-related legal expenses.  

   operating lease  A leasing method that is usually a short-term rental arrangement (i.e., 
hourly, daily, weekly, monthly, etc.) in which the lease charge is calculated on a time-
of-use basis.  

   operations management  One of the four functions of management (along with logistics 
management); involves direction and control of the processes used by food and agri-
business fi rms to produce goods and services.  

   o  pinion leaders  Well-respected individuals or fi rms who tend to adopt products and serv-
ices more quickly than others; and shape the attitudes of others in a market.  

   o  pportunity cost  The income given up by not choosing the next best alternative for the 
use of resources; represents the amount that the business forfeits by not choosing a spe-
cifi c alternative course of action.  

   order point  The inventory method that places an order for a lot whenever the quantity on 
hand is reduced to a predetermined level known as the order point.  

   organizational chart  A graphic representation of a fi rm’s formal organizational structure 
which shows reporting relationships and areas of responsibility.  

   organizational structure  The formal assignment of employee responsibilities in a fi rm— 
who reports to whom, who has responsibility for what, etc.  
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   organizing  One of the four tasks of management; the systematic classifi cation and group-
ing of human and other resources in a manner that effectively accomplishes the fi rm’s 
goals.  

   other current assets  Any of a variety of assets that are likely to be converted to cash, or 
can be converted into cash, within a year; normally does not include cash, accounts 
receivable, inventory, or marketable securities.  

   o  utput    –    input   ratio  An effi ciency ratio that relates the output of a process to the inputs 
employed in the process.  

   outputs  Any product that is the result of a production process.  
   owner equity  The value of the owners’ investment in the business; the total assets of the 

business less all obligations to non-owners; also called net worth.  
   parity of responsibility and authority principle  In organizational structure, the idea that 

a person should have enough authority to carry out their assigned responsibilities.  
   participative leadership  See democratic leadership.  
   partnership  A form of business organization in which two or more people jointly own the 

assets and / or manage the business.  
   patronage refunds  A return of net margin to members or patrons of a cooperative.  
   payback period  The length of time it will take an investment to generate suffi cient addi-

tional cash fl ows to pay for itself.  
   penetration pricing  A pricing strategy that consists of offering a product at a low price, 

perhaps even at a loss, in order to gain wide market acceptance quickly.  
   percentage change in credit sales  A fi nancial measure used to assist in monitoring 

changes in accounts receivable; credit sales for the current period divided by the credit 
sales for a previous period.  

   performance evaluation  An appraisal of an employee’s performance; makes the employee 
aware of their contributions and their strengths and weaknesses; normally includes goals 
for the next evaluation period.  

   performance objectives  Measurable, defi nable goals that are set for specifi c units and / or 
individuals; provide shorter-term performance targets at the unit and / or individual level 
that are consistent with broader, longer-range strategic goals.  

   periodic inventory  An actual physical count of inventory on hand conducted at regular 
intervals.  

   perishability  The characteristic of rapid deterioration in the quality of some agricultural 
or food products after harvest or processing.  

   perpetual inventory  See  continuous inventory .  
   p  ersonal interviews  A market research technique that involves direct dialogue with a 

customer, prospect, infl uencer, or other individual of interest.  
   personnel  The people employed in an organization; also can be a department of a fi rm that 

deals with employee issues such as hiring, benefi ts, and records.  
   physical distribution systems (PDS)  The series of channels through which parts, prod-

ucts, and fi nished inventory are stored and moved from suppliers, between outlets and, 
ultimately, to consumers.  

   p  hysical risks  The uncertainty and potential damage or losses that can result from such 
phenomena as wind, fi re, hail, fl ood, theft, and spoilage.  

   pipeline inventory  The minimum amount of inventory needed to cover the period of time 
between the warehouse’s reordering and its receipt of the additional stock.  

   planning  Forward thinking directed at specifi c objectives about courses of action based 
upon a full understanding of all factors involved.  
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   points  Service charges, based on the face value of the loan, that are paid to the lending 
institution to secure the loan.  

   policy  A rule or guideline that sets the boundaries for handling specifi c situations that 
occur frequently.  

   politics  The manner in which power and status are used in an organization; 
involves the manipulation of people and situations to accomplish a particular 
goal.  

   p  osition  The specifi c market space, image, set of activities, and / or products and services 
that a fi rm wants to be known for among its target customers.  

   p  ositioning  The process of creating the desired image or position in the customer’s or 
prospect’s mind.  

   positive conditional strokes  In interpersonal communication ,  any form of interaction 
that while positive, the acceptance of the other person is conditional on some expected 
behavior.  

   positive unconditional strokes  In interpersonal communication ,  any form of interac-
tion that conveys the spoken or implied message, “I like you … you’re OK with me,” 
with no conditions on the acceptance.  

   p  otential   p  roduct  One component of the total product concept; the product as it can 
become; the next benefi t that customers will seek from the fi rm; and how the 
product-service-information bundle will be managed to add even more value for 
customers.  

   power  The ability to control another person’s behavior.  
   practices  Activities and processes as they are actually performed in the agribusiness; may 

confl ict with policies and procedures.  
   preferred stock  A type of ownership position in a corporation that does not carry the 

privileges of voting for directors, but has a preferred position in receiving dividends and 
in redemption in the case of liquidation.  

   prepaid expenses  Current assets that represent prepayment of an item or service that will 
be consumed or used during a future accounting period at which point it will become an 
expense.  

   present value  The current value of a stream of payments to be to be made or received over 
some specifi ed period of time in the future.  

   p  resentation  In selling, the heart of the sales call in which the primary objective is to 
present the product or service so effectively that the customer will see it as satisfying a 
particular need.  

   prestige pricing  A pricing strategy that appeals to an elite image and plays to the attitude 
that price and quality go together: “You get what you pay for.”  

   p  retesting  In market research, evaluating research questions before actually using them 
with a group of respondents to insure that the questions are effective at gathering the 
desired information.  

   prevention costs  In total quality management, the costs associated with stopping defects 
and errors before they happen.  

   price  The value of an item or service in monetary terms.  
   p  rice discovery  The process in which producers and consumers meet in the marketplace, 

and the equilibrium quantity and price is determined.  
   price elastic  One of the three levels of price elasticity of demand; price elasticity of 

demand in absolute terms is greater than 1.0; or a small change in price will result in a 
relatively large change in the quantity demanded.  
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   price inelastic  One of the three levels of price elasticity of demand; price elasticity of 
demand in absolute terms is less than 1.0; or a change in price has a relatively small 
impact on quantity demanded.  

   principal  The initial sum of money invested or borrowed; the portion of the original loan 
that has yet to be repaid.  

   principles  Ideas, values, philosophies, and beliefs regarding an issue or issues.  
   pro forma fi nancial statements  Projected fi nancial statements for some specifi ed time 

period in the future.  
   procedure  A step-by-step guide to performing a specifi c activity or function.  
   process design  Selecting the specifi c inputs, operations, and methods that are to be used 

to produce the good or service.  
   process layout  In production planning, an arrangement in which all like functions are 

grouped in the same place.  
   p  roduct advertising  Advertising designed to promote a specifi c product, service, or 

idea.  
   product layout  In production planning, an arrangement that involves a step-by-step 

sequence of functions as the product is assembled.  
   product life cycles  The predictable way in which sales and profi ts of a product unfold as 

a product is introduced, sales grow rapidly, the market matures, and the product ulti-
mately declines in the market place.  

   product mix  The breadth, depth, and combination of products, services, and information 
offered to the market.  

   p  roduct-driven philosophy  A marketing approach based on offering a unique product that 
satisfi es a specifi c customer need; creating a product that is so good customers will seek 
it out.  

   production agriculture  The farms and ranches that produce the crop and livestock prod-
ucts that provide inputs to the food and fi ber sector.  

   production agriculture sector  The sector of the food production and marketing system in 
which purchased inputs, natural resources, and managerial talent come together to pro-
duce crop and livestock products.  

   production control  All activities related to controlling raw materials inventory, providing 
detailed production scheduling information, controlling work-in-process inventory, 
communicating changes to master production scheduling and purchasing, and control-
ling fi nished goods inventory.  

   production planning  An important aspect of operations management; includes a 
wide range of decisions and activities including devising a quality program; locating a 
plant; choosing the appropriate level of capacity; designing the layout of the operation; 
deciding on the process design; and specifying job tasks and responsibilities.  

   productivity  See  output–input ratio .  
   p  rofi t  A general term for the difference between total revenue and total cost.  
   profi t and loss statement  See  income statement .  
   profi tability ratios  A class of fi nancial ratios that measure a fi rm’s profi tability.  
   program evaluation review technique (PERT)  An approach to project manage-

ment developed by the U.S. Navy; involves a diagrammatic representation of a network 
of activities and a search for the most sensitive or restrictive steps in the 
network.  

   promissory note  A promise by a borrower to repay a lender a specifi c sum of money, 
loaned at a specifi c rate of interest for a specifi ed period of time.  
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   promotion  In marketing, an element of the marketing mix; all activities related to com-
municating the fi rm’s offering to the market; in human resource management, advance-
ment in job responsibilities or position.  

   proprietorship  See  sole proprietorship .  
   prospecting  In selling, the process of identifying and locating potential customers.  
   psychographic segmentation  A market segmentation approach based on classifying or 

categorizing customers or potential customers by a combination of their psychological 
profi les and demographic data.  

   psychological pricing  A pricing method that involves establishing prices that are emo-
tionally satisfying because they carry the perception of good value, e.g., two for 99 cents 
instead of 50 cents each.  

   p  ublic relations  An element of a fi rm’s promotion (market communications) strategy; the 
management and maintenance of a favorable public image of the organization as it 
relates to its customers; somewhat unique as a form of market communications as the 
target audience is infl uenced in an indirect way.  

   purchasing  All tasks involved in procuring the raw materials and inputs necessary to meet 
the requirements of the production schedule.  

   q  uality  The degree to which a set of defi ned characteristics of a product or service fulfi lls 
known requirements. The common element of the business defi nitions is that the quality 
of a product or service refers to the perception of the degree to which the product or 
service meets the customer’s expectations.  

   q  uick ratio  A fi nancial ratio measuring liquidity; refl ects a fi rm’s ability to meet cash 
needs with funds that are quickly available; (cash  +  marketable securities  +  accounts 
receivable)  /  total current liabilities.  

   r  atio analysis  A method of fi nancial statement analysis that uses relationships between 
key accounting data to better understand the relative position of an organization.  

   raw materials  Basic goods from which other products are made.  
   r  eference value  In pricing, the price of a competing product or the closest substitute; 

forms the starting point for an economic value pricing strategy.  
   reorder point  When the warehouse inventory of a product reaches a certain, agreed-upon 

level of depletion  
   responsibility  The obligation to see a task through to its completion.  
   resumé  A written summary of the personal, educational, and professional qualifi cations of 

a person seeking employment.  
   return on assets (ROA) ratio  A fi nancial ratio measuring profi tability; measures the 

return to the total investment in the business; (net income after taxes  +  interest 
expense)  /  total assets.  

   r  eturn on equity (ROE)   ratio  A fi nancial ratio measuring profi tability; measures the 
return to the owner’s investment in the business; (net income after taxes  /  owner’s 
equity).  

   return on investment (ROI) pricing  A pricing method where a mark-up suffi cient to earn 
a specifi ed return on investment is added to the basic cost of an individual product or 
service.  

   return on investment (ROI) ratio  In the profi tability analysis model, a measure of return 
to assets where interest expense has been subtracted from net profi t (net profi t after 
taxes)  /  total assets; more broadly, a general term referring to any of a class of fi nancial 
ratios measuring profi tability or the return on some type of investment: (profi t  / 
investment).  
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   return on net worth (RONW)  See  return on equity .  
   return on sales ratio (ROS)  A fi nancial ratio measuring profi tability; refl ects the 

return on each sales dollar the organization generates; (net income after taxes  /  net 
sales).  

   revolving fund fi nancing  A unique feature of cooperatives that gives them the option of 
issuing patronage refunds in the form of stock; periodically, the cooperative revolves 
the stock by allowing older stock to be cashed in.  

   risk  A situation where outcomes are unknown, but where probabilities of occurrence can 
be assigned to each possible outcome.  

   Rochdale Principles  Formal business and organizational principles adopted by the 
Rochdale Society in 1844 which have served as a model for the development of modern 
cooperatives.  

   routing  Process of determining how shipment will move between origin and destination. 
Routing information includes designation of carrier(s) involved, actual route of carrier 
and estimated time in route.  

   rural residence farms  A category of farms that include limited resource, retirement, and 
residential / lifestyle farms.  

   safety  A component of Maslow’s needs hierarchy that suggests that once immediate sur-
vival has been assured, humans become concerned about the security of their future 
physical survival.  

   safety stock  See  buffer inventory .  
   sales  The total dollar value of all the products and services that have been sold for cash or 

on credit during the period specifi ed on the profi t and loss statement.  
   sales forecast  An estimate of sales in dollars and / or physical units for a specifi c future 

period of time.  
   sales promotions  A form of promotion (market communications) strategy; programs and 

special offers designed to motivate interested customers to purchase a product or 
service.  

   s  ales-driven philosophy  A marketing approach based on intensifying the sales effort 
and / or reducing prices in order to improve sales.  

   sanitary and phytosanitary (SPS) regulations  Rules and guidelines that are intended 
to protect human, animal, or plant life or health; instituted in many countries as 
consumers in developed countries are increasingly demanding a higher level of food 
safety.  

   scenario analysis  A qualitative forecasting technique in which a series of future 
business possibilities or environments are developed based on a careful 
understanding of what is known, and systematically varying the possibilities for what is 
not known.  

   scheduling  The systems that enable the creation of detailed optimized plans and schedules 
taking into account the resource, material, and dependency constraints to meet the dead-
lines.  

   scientifi c management  A management concept introduced by Frederick W. Taylor in 
the early 1900s; focused on standardized procedures, determination of the most 
effi cient procedures through scientifi c testing, matching worker skills with job 
requirements, and management and workers jointly devising the best system for 
division of labor.  

   S-corporation  A closely held corporation where it is possible for the owners of the corpo-
ration to elect to be taxed as individuals rather than as a corporation.  
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   seasonal inventories  See  anticipation inventories .  
   seasonality  The characteristic of many agricultural goods which can only be produced one 

time per year, during that product’s growing season; also a characteristic of consump-
tion of some goods where use ebbs and fl ows in a regular pattern across a year.  

   s  ecret partner  A partner that takes an active role in managing the partnership but is not 
known to be a partner by the general public.  

   self-actualization  A component of Maslow’s need hierarchy; the highest level of need, 
and one that becomes important only when all lower-level needs have been relatively 
well satisfi ed; the feeling of self-worth or personal accomplishment.  

   selling  The process by which people in one company help match the value of the products, 
services and information their company offers to the needs of targeted customers; the 
process of helping people buy and the process of creating a mutually benefi cial relation-
ship between the fi rm and the customer.  

   semi variable cost  A cost that is partly fi xed and partly variable.  
   s  enior partner  A partner which has an investment in the fi rm, has major responsibilities 

for management of the organization, and receives the major portion of partnership prof-
its; typically an individual that helped form the partnership or one who has seniority in 
the business.  

   short-term budget  A budget that generally covers a time period of one year or less.  
   short-term loan  A temporary grant of money to be paid back in one year or less; may be 

a note with regular terms, or a revolving or line-of-credit loan.  
   silent partner  A partner who has restricted management rights and responsibilities and 

limited liability for the organization’s actions.  
   simple interest rate  The type of interest charge used on many personal loans; involves a 

rate of interest applied to an amount available for the entire period of the loan; the 
amount of interest paid divided by the amount of available capital.  

   simple rate of return  A commonly used ratio for capital investment analysis; the profi t 
generated by an investment expressed as a percentage of the investment.  

   simulation  A systematic approach to problem solving that usually involves 
evaluation of several possibilities (sometimes thousands) derived from a model based 
on past operating experience and records; used to project the probability of different 
outcomes.  

   skimming the market  A pricing method where a product is introduced at a high price that 
affl uent or highly interested customers can afford, then the price is gradually lowered 
over time to bring less affl uent and less interested customers into the market.  

   sole proprietorship  A form of business owned and controlled by one person.  
   solvency  The fi rm’s ability to meet long-term fi nancial obligations.  
   solvency ratio  A solvency ratio that shows the relationship between what the owners are 

contributing toward supporting the fi rm and the total assets of the fi rm; calculated by 
dividing total assets into owner’s equity.  

   solvency ratios  A class of fi nancial ratios that measure a fi rm’s ability to meet long-term 
fi nancial obligations.  

   span-of-control principle  In organizational structure, the concept that there is a limit to 
the number of people who can be supervised effectively by one individual.  

   statement of owner’s equity  A fi nancial statement that details the changes in the owner’s 
equity accounts from one operating period to the next.  

   status  The social rank or position of a person in a group.  
   stock  Units of ownership in a corporation.  
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   s  tock certifi cate  A legal document detailing the amount of an owners’ investment in a 
corporation.  

   stock keeping unit (SKU)  A specifi c item of goods for sale for which individual records 
are kept and that is tracked throughout a fi rm’s logistics system.  

   stockholders  Individuals who own the stock of a corporation.  
   strategic alliances  Agreements to collaborate between fi rms that go beyond 

normal fi rm-to-fi rm dealings, but fall short of merger or full partnership and 
ownership.  

   strategic marketing plan  A set of activities intended to help a fi rm anticipate the needs of 
targeted customers and fi nd ways to meet those needs profi tably.  

   strategic planning  The process of developing a long-range plan for an organization; tack-
les the broadest elements of an agribusiness fi rm’s strategy: what countries will we 
operate in, what businesses will we be in, what plants will we build, etc.?  

   strength, weakness, opportunity, and threat   (  SWOT  )   a  nalysis  An assessment tool used 
to evaluate the competitive environment facing a business and the fi rm’s relative posi-
tion in that environment; requires careful study of general trends in the market, strengths 
and weaknesses of key competitors, current and anticipated customer needs, and the 
fi rm’s strengths and weaknesses.  

   strike  An organized work stoppage by employees of an organization.  
   stroke  Any recognition of another’s presence by word, gesture, or touch.  
   supermarket  Any retail food store that carries about 15,000 items in a 10,000 to 25,000 

square foot store.  
   suppliers  Firms providing raw materials, supplies or other inputs to a business.  
   supply  The quantities that producers are willing and able to put on the market at various 

prices; the relationship between price and quantity supplied.  
   supply chain management  The process of managing the complete input acquisition and 

output distribution channels for a fi rm; involves linking the materials and physical dis-
tribution systems of a fi rm directly with supplier and customer systems resulting in 
greater effi ciencies.  

   supply elasticity  A measure showing the relative change in quantity supplied as 
price changes; refl ects the responsiveness of quantity supplied to a given change in 
price.  

   survival  A component of Maslow’s needs hierarchy; suggests that every human’s most 
basic concern is physical survival: food, water, air, warmth, shelter, etc.  

   symbols  A variety of factors that help establish the relative position of individuals in the 
informal organization; may include title, age, experience, physical characteristics, 
knowledge, physical possessions, authority, location, privileges, acquaintances, and a 
host of other factors, depending on the situation.  

   tactical planning  Smaller scale, more immediate plans developed to implement the stra-
tegic plan; typically addresses a time period of one year or less, and may be developed 
by virtually every employee in an organization.  

   t  arget market  A market segment prioritized by a fi rm and the focus of a marketing
effort involving a set of decisions tailored to meet the unique needs of the 
segment.  

   t  ax and incentive package  Economic development incentives offered by governments to 
encourage businesses to locate in a city, county, state or other location .  These 
may include such incentives as special loans, hiring and training programs, tax 
exemptions, etc.  
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   t  elephone interviews  A market research technique that involves asking questions of indi-
viduals over the telephone.  

   terminal value  The residual value an investment is expected to have at the end of the 
planning horizon.  

   t  est market  A market research technique which involves an experiment designed to test 
consumer behavior under actual buying condition; a test city or area with characteristics 
similar to the target market is selected, a product (typically a new product) is introduced 
into the test city or area, sales results are measured and evaluated, and these results are 
then generalized to the target market of interest.  

   Theory X, Theory Y  Douglas McGregor’s theory about human behavior in business; 
based on the notion of the “dual nature of humankind” or people’s capacity for love, 
warmth, kindness, and sympathy, and at the same time the capacity for hate, harshness, 
and cruelty.  

   time-based competition  Competing for customer and market share using the dimension 
of time as a source of competitive advantage; includes ideas such as cycle-time-to-
market, customer responsiveness, and fl exibility in operations.  

   total asset turnover ratio  A fi nancial ratio measuring effi ciency; show the sales 
dollars the fi rm is able to generate for every dollar invested in assets; total sales / total 
assets. See  asset turnover ratio .  

   total cost  The sum of total variable cost and total fi xed cost.  
   total fi xed cost  The total of all fi xed costs incurred during an operating period; the total 

of all costs that are constant during the operating period, regardless of the level of 
production.  

   total product concept  A means to relate the customer’s defi nition of value to the agri-
business fi rm’s product-service-information strategy by visualizing the four parts of the 
fi rm’s product / service offering: the generic product, the expected product, the value-
added product, and the potential product.  

   total quality management (TQM ) An integrated management concept directed 
toward continuous quality improvement; involves ideas such as business success 
can only be achieved by understanding and satisfying the customer’s needs, 
statistics and factual data are the basis for problem solving and continuous improve-
ment, and multi-function work teams best perform problem solving and process 
improvements.  

   total revenue  The total income from operations received during an accounting or operat-
ing period.  

   total variable cost  The total of all variable costs incurred during an operating period; the 
total of all costs that vary directly with the level of production during the operating 
period.  

   trade credit  Credit advanced by suppliers and vendors to an agribusiness fi rm in the proc-
ess of providing goods and services to the fi rm.  

   traditional restaurants  Restaurants that offers menu, sit down and dine service.
 training programs  Learning opportunities for employees devised to meet one 

or more of the following objectives: reduce mistakes and accidents; increase 
motivation and productivity; and prepare the employee for promotion, growth, and 
development.  

 training programs  Educational programs offered by the agribusiness to: reduce mistakes 
and accidents; increase motivation and productivity; and prepare employees for promo-
tion, growth and development.
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   t  ransactions data  Internal fi rm data derived from business relationships with customers 
and suppliers.  

   t  ransformational leadership  A form of leadership that motivates followers to work for 
transcendental (higher) goals and for aroused higher-level needs of self-actualization 
rather than for immediate self-interest.  

   transportation  The means of getting products from one point to another; fi ve basic modes 
include highway, rail, water, pipeline, and air.  

   transportation and storage fi rms  Firms that acquire or assemble commodities from agri-
cultural producers, and store and transport these products for food manufacturing and 
processing fi rms.  

   t  rend forecast  A forecasting method which involves projecting sales objectively based on 
past trends, and then adjusting these projections subjectively to take into account the 
expected economic, market, and competitive pressures.  

   turnover  A measure of a fi rm’s ability to retain employees once hired; measures the pro-
portion of employees who leave an organization in a period (usually a year) relative to 
the total employee base.  

   uncertainty  A situation where outcomes are unknown and where probabilities of occur-
rence cannot be assigned to each possible outcome.  

   u  nit train  An entire, uninterrupted locomotive, car and caboose movement routed between 
a single origin and destination.  

   v  alue  The ratio of what the customer receives (perceived benefi ts) relative to what they give 
up (perceived costs).  

   value added   product  One component of the total product concept; the fi rst opportunity 
for the agribusiness fi rm to truly exceed the customer’s expectations by going beyond 
the tangible, physical properties of the product and the minimum services that are typi-
cally provided with the product.  

   value-based pricing  A pricing method based on pricing a product or service at a level at 
or slightly lower than the estimated perceived value of the value bundle.  

   v  alue bundle  The set of tangible and intangible benefi ts customers receive from the prod-
ucts, services, and information an agribusiness provides.  

   variable cost  Those costs that increase directly with the volume of sales; the costs of 
doing business.  

   venture capital  Money used for investment in projects (normally new) that involve a high 
risk but offer the possibility of large profi ts.  

   vertical integration  The process of extending a fi rm’s presence in the marketing channel 
either forward toward the consumer, or backward toward suppliers, usually through 
ownership of new stages in the channel.  

   visibility  The ability to visualize the status of inventory in the supply chain throughout the 
distribution and retail channels.  

   volume–cost analysis  An analytic tool for examining the relationship between costs and 
the volume of business; also called breakeven analysis.  

   wage effi ciency ratio  A fi nancial ratio measuring effi ciency; shows the relationship 
between labor cost and sales volume (labor cost / net sales).  

   warehouse receipts  A means of using inventory as security for a loan.  
   warehousing  The process of storing goods for resale.  
   wholesale agents and brokers  Firms who buy and / or sell as representatives of others for 

a commission; typically do not physically handle products, nor do they actually take 
over title to the products.  
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   wholesalers  A fi rm which buys from one fi rm and sells to another, in many cases buying 
from a processor or manufacturer and selling to a retailer.  

   World Trade Organization (WTO)  Created in 1995, a body to regulate, monitor, and 
encourage world trade; with more than 150 member countries, its rules apply to over 
97 percent of international trade.  

   w  ritten surveys  A market research technique in which individuals respond to written 
questionnaires.        
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