Achieving the Goal of ABC Farms

The Goal

Within the next 14 months, ABC Farms will need to expand profits to meet the financial needs of its managers/owners.  An additional manager will be joining the operation at that time.  To meet these financial needs, management at ABC Farms has set a goal of increasing profit within the next 14 months by $20,000.  Management of ABC Farms feels that this is a well-defined goal in that it is measurable, has a time frame, and is realistic.  To achieve this goal management has come up with a possible means that must be analyzed.  

The Decision

ABC Farms has the opportunity to custom farm an additional 1,200 acres of corn and soybeans.  Management of ABC Farms must  analyze the cost of custom farming this additional land and submit a bid to the landowner.  This bid must be adequate to pay all costs associated with custom farming the additional land and meet the goal of generating $20,000  profit.  ABC Farms has to decide what amount to bid .

Criteria


The goal set forth by the management at ABC Farms establishes the criteria that will be used to evaluate what the bid should be.  To meet the criteria the alternative must generate the additional $20,000 to cover the opportunity cost of labor and management.  How did ABC Farms arrive at this number?  What assumptions did ABC Farms make?  What goals are implied within those assumptions?  This $20,000 is an implicit cost because it is a cost that does not need to be paid to another person; it is paid directly to management (Kay et al. Chapter 10).  Management at ABC Farms has decided that if the landowner does not accept this bid, ABC Farms labor, capitol, and management skills would be better off allocated somewhere else.  

Evaluation Method

When evaluating management decisions such as the decision facing ABC Farms, businesses have several tools or methods that can be used.  These tools include partial budget, whole business, and enterprise analysis.  Management of ABC Farms will use an enterprise analysis to measure the profitability of a single enterprise, in this case the custom farming enterprise (Kay et al. Chapter 10).  However, ABC Farms will  modify the enterprise analysis because it is  calculating the cost of the enterprise or the appropriate bid, not  profit.
Necessary Data

To perform an enterprise analysis, ABC Farms must assemble the  data necessary  to calculate profit.  Profit is total revenue minus total cost.  The enterprise analysis will be used to calculate the total cost establishing a base price for the custom farming enterprise on a per acre basis.  Management will have to gather the data associated with the cost of custom farming and add the $20,000  opportunity cost that represents labor and management provided by  ABC Farms.  This is the amount  ABC Farms will bid.  

Management at ABC Farms must also be aware that the cost for custom farming soybeans will be different that the cost of custom farming corn.  Because of this, management will prepare  two enterprise analyses, one for corn, and one for soybeans.  

One of the costs ABC Farms will incur is depreciation.  Depreciation accurately represents the  cost of machinery on a per acre or per hour basis.  To accurately calculate the cost of the custom farming enterprise ABC Farms must also calculate the depreciation of all the equipment that will be used.  This is shown on the attached Excel spreadsheet.  

Several other costs are associated with the custom farming enterprise including fuel, repairs, oil, and insurance.  ABC Farms used data gathered from the current farming enterprise and applied it to the custom farming enterprise.  This can be seen on the attached Excel spreadsheets as well.  

Since ABC Farms owes no debt on machinery, interest on debt will not be a factor for the enterprise.  

Opportunity Cost, Risk, and Assumptions

Another important factor involved with adding this enterprise is opportunity cost.  Opportunity cost is the cost associated with using a particular asset for one enterprise because they are unavailable to generate revenue from an alternative enterprise (Kay, et al. page 130).  In this case, the opportunity cost is the profit that the assets used to custom farm could be earning doing something else.  ABC Farms will be ignoring this opportunity cost because the equipment used in the custom farming enterprise is the same as the current farming enterprise.  The equity tied up in equipment could not be earning profit if ABC Farms chooses not to expand into the custom farming enterprise because that equity would still be tied up in equipment.  The cost of the equipment is captured as depreciation.  

A benefit of generating the additional income by custom farming is that there is less risk associated with custom farming than farming more acres for example.  Although ABC Farms is still susceptible to payment risk and fuel price risk, the risk is lower.  Because of the lower risk ABC Farms will have less profit potential.  

ABC Farms is also making the assumption that the custom farming enterprise will have no affect on the profitability of the current farming enterprise.  ABC Farms believes this is the case because the managers feel that the equipment is underutilized and that custom farming the additional 1200 acres would increase the efficiency of the equipment.  ABC Farms realizes that if it  can earn more from  i its assets in a short  time, the business will be able to adopt new technology and perhaps fully use  outdated technology before it becomes too obsolete.  

Other assumptions that have been applied to the analysis include the landowner will supply a JD 8300 with a grain cart, an operator, and fuel for both the corn and soybean enterprises.  The landowner will also supply a semi tractor and trailer with fuel  to transport grain from the field to the farm.  The landowner will also be responsible for picking the rocks and is responsible for the grain once it has been delivered to his grain handling facilities.

Analysis


The full analysis performed by ABC Farms management can be found on the attached Excel spreadsheet.  This document includes a depreciation schedule, fuel cost calculations, oil cost calculations, repairs calculations, and finally an enterprise analysis for  custom farming 600 acres of corn and 600 acres of soybeans .  Based on the enterprise analysis, ABC Farms will have to bid $65.20 per acre on the custom corn enterprise and $61.16 on the custom soybean enterprise to meet their goal. ABC  

Conclusion


Management of ABC Farms feels that the enterprise analysis  is an accurate assessment  of the cost of the custom farming enterprise.  These calculations will be used as the basis for the bid submitted to the landowner.  When comparing the data calculated by ABC Farms to custom farming rates reported  by the University of Iowa Extension Service, cite the source such as the URL  ABC Farms’ bid  is reasonable.  Hopefully,  the landowner will agree.

