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Capital for Growth and Adjustment
of Agricultural Cooperatives

GERALD E. K0RZAN and EDWARD L. GRAY

CONCLUSIONS

Agricultural cooperatives will re-
quire increasing amounts of capital for
growth and adjustment in the future.
Long-range financial planning will be
essential if these needs are to be ade-
quately met.

The development of an overall fi-
nancial policy involves planning in ad-
vance and matching appropriate capi-
tal sources to anticipated needs. The
combination of sources employed
should be a result of a consciously de-
signed program, with balance, flexibil-
ity, and simplicity in the capital struc-
ture as its objectives. Capital structure
problems are not solved when a firm
has reached a certain size or point in
its development. Financial planning
must be a continuous and dynamic
process.

The projected balance-sheet approach
can be used to estimate future capital
requirements of firms once a realistic
sales target has been set. A farm sup-
ply cooperative should plan to increase
dollar sales by 45% in the next 10
years, if it expects to keep pace with
inflation and growth of the market for
farm supplies, and to increase its share
of the market by 5%. It is assumed
that the same rate of inflation will pre-
vail in the next 10 years as in the past,
and that farmers will continue to in-
crease their use of certain supplies
such as feed, fertilizer, and pesticides.
Total assets needed to support this
volume can be expected to increase
from 50 to 65% of sales. Some change

in capital structure emphasis from the
revolving fund to preferred stock or
certificates of equity over the l0-year
projection is considered necessary. Of
course, there is nothing to prevent co-
operatives from regularly revolving
common and preferred stock, but few
follow this practice.

Several cooperatives have been able
to achieve a growth rate equal to or
exceeding that of the plan in this
study; but frequently the revolving
fund term has been lengthened to pro-
vide the necessary increase in equity
capital. Firms which have made a pol-
icy of financing expansion or major
adjustments with newly invested capi-
tal (preferred, certificates of equity,
common stock) have been the most
successful.

Cheese and butter manufacturing is
a declining industry in Oregon; pro-
duction of manufacturing milk is de-
creasing due to urban expansion,
growth of specialty crops, and the ap-
peal of the Grade A market to large
producers. A decline in volume of 25%
in 10 years is believed imminent as a
conservative projection for a dairy-
products manufacturing firm. A capital
structure is outlined which relies heav-
ily on the revolving fund to maintain
capital. One firm has been able to hold
down unit costs in the face of a de-
clining supply of raw product with the
use of frequent innovation and effi-
cient management. It has fulfilled its
objective of providing a continuing,
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stable, and reliable market outlet for
its producer member anl }ias devel-
opecl a sound financial position while
maintaining declared policies for re-
volving member equities. Of course,
the future of firms in a declining mar-
ket situation is uncertain.

Total revenue is reasonably predict-
able on an annual basis for grain coop-
eratives, because of the characteristic
nature of patronage commitments and
low turnover of members. However,
or a period of years, uncertainty re-
garding government programs makes
long-term volume predictions more clif-
ficult. Government storage programs
can influence revenue directly, and
(luring the postwar period these pro-
grams provided grain cooperatives with
a large source of income. As a result,
some of these firms have achieved a
net worth/total assets ratio of more
than 95% and have shortened their re-
volving terms by several years. How-
ever, in view of their sound financial
condition, more might have been done
in the way of returning benefits of the
association to members. Cooperatives

Many agricultural cooperatives in
Oregon have experienced financial
problems in recent years, because of
changes in the economic environment
in which they operate. This situation
ha not been confined to newly formed
or small associations. Some large, well-
established cooperatives are also faced
with a declining net returns position
and haVe reason to be concerned about
the future. Financial viability is a nec-
essary -condition for growth. Changing
technology in agriculture has created
a feed for changes in the facilities and
services offered by cooperatives. The
incremental capital necessary to fi-
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INTRODUCTION

have access to borrowed funds at a
more favorable rate than that available
to individual producers. A net gain
would accrue to the membership, there-
fore, if each firm were to borrow op-
erating capital and return more equity
funds to producers for use in their
farm operations.

The revolving fund procedure has
provided a simple, sensible, and eco-
nomic method of accumulating capi-
tal. However, the potential annual
yield of new capital from this source
may be reduced in the years ahead.
The decline in net margins per dollar
of sales and the change in the 1962
Revenue Act, which requires that 20%
of net margin be paid in cash, are the
two main reasons for reaching this
conclusion. This study makes it clear
that future capital requirements in
growing firms are likely to be large.
Incremental capital requirements in the
future will occur in substantial
"lumps" or blocks, and the timing of
sources will be critical. Retained earn-
ings may not be able to meet all of
these requirements.

nance this growth and adjustment un-
derlines the desirability of long-range
financial planning.

Scope and procedure

From a basic outline of the major
capital needs in business and a refer-
ence to the problems of cooperatives in
particular, some capital requirements
are set up for selected farm supply,
dairy-products manufacturing, and
grain marketing associations. A basic
assumption made in establishing capi-
tal needs in this study was that the
firms under consideration have been in
operation for some time; that they fill



a recognized need in the community
they serve; and that they have achieved
a reasonable degree of success to date.
The problem is one of projected fu-
ture needs, from a given point in time.

Financial data for the past 10 to 12
years were collected from representa-
tive firms whose major activities were
farm supplies, dairy-products manu-
facturing, and grain marketing. The
past performance of these associations

Capital is essential for the operation
of any business enterprise, regardless
of its basic structure or activity. Farm
production, manufacturing, trading,
and service ventures all must have
some degree of investment in assets.
The form or combination that such
assets take and the magnitude of assets
in total will depend on each firm's in-
dividual circumstances. Outside factors

Perhaps the biggest single step in
business finance is the decision to buy
or not to buyadditional plant and
equipment. With the possible exception
of wage settlements under collective bar-
gaining, no other decision is likely to in-
volve the disposal of so much money at
a single throw. Nor are there any other
single acts that fix so irrevocably the
course of a firm's future."
Ultimately, the objective of invest-

ment in fixed assets is identical to that
of working capital----to increase service
and hence return on total investment.
The immediate purpose at the time of
actual funds outlay, however, may be

'1. H. Bonneville, and others, Orgonizinq
and Fnoncing Business (Prentice-Hall,
1959), p. 381.

Robert Lindsay, and Arnold W. Sametz,
Financial Managcnicnl: An Analyfical zIp-
/'roach (Richard 1). Erwin. 1963), p. 550.

CAPITAL NEEDS AND PLANNING

Fixed Assets

determines to some extent the compo-
sition of the plans developed in this
study. A plan for each type of cooper-
ative is developed and its projection
over a lU-year period is employed to
depict a functional capital structure.
The plan is then compared with actual
operating cooperatives. Attention is
given to the feasibility and probable
results of conforming to the particular
plan.

contribute as much as, if not more than,
internal decision in determining the
need for and availability of resources
in a business enterprise.' While it is
obvious that the commitment of funds
by a business will be limited by their
availability, there is frequently no
clear-cut pattern evident in the interre-
lationships of sources and uses of
capital.

more precise, e.g., expansion of capac-
ity for producing existing or new prod-
ucts (services), replacement of exist-
ing Iut obsolete facilities to cut costs
or produce more benefits, and reçlace-
ment of worn-out or otherwise unserv-
iceable assets. Investment in facilities,
as a proportion of total assets, depends
on the nature of a business' operations
and varies widely with technological
development and industry characteris-
tics. Some types of operations lend
themselves well to renting or leasing
facilities.

Characteristically, investments in
fixed assets can be planned in advance,
they are made in substantial units, they
lack liquidity, and they are irreversible.
Purchases of plant and equipment cre-
ate a financial commitment that will be



binding over a period of years, thus
reducing the flexibility of future poli-
cies. The investment is retrievable
only over an extended period and even
then subject to uncertainty. Changes
in demand or price and obsolescence
are very real dangers; and the loss sus-
tained from a forced sale of obsolete

in addition to the magnitude of total
capital needs, the timing of future
drains of capital on a business must be
known in order to make adequate pro-
vision possible. Some degree of control
can be exerted over capital needs only
if a prediction or estimate is made in
advance. Forecasted needs provide the
necessary guidelines for planning cap-
ital procurement from one or more al-
ternative sources.

Debt versus equity capital
Debt capital has certain points in its

favor. Borrowed funds can often be
obtained for a rate of interest which
is lower than the dividend rate re-
quired to attract equity funds; voting
control of the firm need not be sacri-
ficed in return for new capital; and the
principle of financial leverage can be
employed to increase net returns to
equity shareholders. Some general re-
straints exist, however, which limit
management's ability to go beyond cer-
tain points in either direction.

First and foremost, the amount and
stability of earnings set the foundation
for all negotiation for long-term capi-
tal. Second, management will seek flexi-
bility to maneuver in the event of unex-
pected changes. Third, trading on equity
is limited by the fact that the investors'
appraisal of the quality of debt declines
as the proportion of debt rises.'

'Arnold Haseley, and Leon Garoian, Man-
agcinent news for agricultural business, Ore-
gon Coop. Ext. Serv., Corvallis, March 1962.
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Overall Financial Planning

or excess facilities can be considerable.
These aspects of fixed assets serve to
emphasize the desirability of financial
planning with respect to their acquisi-
tion. Before taking such action, careful
consideration should be given to pros-
pects for recovery of cost and a rea-
sonable return on investment.

The case of grain marketing coop-
eratives in Oregon suggest that full ad-
vantage of borrowing for working cap-
ital purposes is not being taken to re-
alize maximum benefit for members.
Substantial growth has occurred in the
owned portion of total assets in recent
years, reaching net worth to total as-
sets ratios of from 85 to 99% for some
firms. While it is desirable that the
members have substantial investments
in the association, they are faced with
the need for capital on their farms as
well, and must borrow it, typically at
relatively unattractive rates of interest.
With the advantage of an extremely
low debt to equity ratio, the associa-
tions are in a position to benefit their
members by borrowing on more fa-
vorable terms for working capital and
returning a greater share of each year's
earnings to members for use on their
farms. The net result could be an in-
creased return on total investment (on-
and off-farm), and/or improved serv-
ices for the members.

The precise contractual nature of
debt-servicing costs and the possibility
that earnings will not remain stable
and at a satisfactory level, create the
need for relative risk considerations in
choosing between debt and equity cap-
ital. While the direct cost of borrowed
funds may be less than estimated al-
ternative-costs for an equal amount of
equity capital, the advantage can be



more than offset by the risk of default.
Obligations to investors are binding,
whereas owners can forego profits or
even sustain losses in the event of a
sudden decrease in earnings.

Internally generated capital
Major additions are made to a firm's

equity capital by the retention of in-
ternally generated funds. This source
is usually considered separately be-
cause of the direct role played by man-
agement in its determination. Since
growth rate and rate of earnings are
controlled to some extent from vithin,
this partially governs the need for out-
side financing in the form of new capi-
tal stock or borrowings. The long-term
trend has been one of increased em-
phasis on internal financing; Table I

shows that almost 66% of total financ-
ing for all corporations in the United
States in 1957-1961 was internal. Much
of the increase has been due to the
growing importance of depreciation al-
lowances. The absolute amount of re-
tained earnings has increased (Turing
the postwar years, but needs for in-

vestment have grown relatively faster,
with the result that in proportion to
total financing, retained earnings have
actually declined. Their importance as
a source of funds for expansion, there-
fore, has weakened.

Table 1 also shows that while there
has been a trend away from external fi-
nancing, the composition of external
sources has changed as well, with the
proportion of short-term debt declining
in favor of stock. This would seem to
indicate a greater use of equity funds
for working capital and reliance on
borrowed capital for investment in
fixed plant and equipment.

The ability of a firm to achieve a
substantial degree of growth from in-
ternal sources is a function of (I
size of additions to invested capital; and
(2) net increases in earnings resulting
from the additions. Since it has been
assumed that growth is an essential ob-
jective of most business firms, a satis-
factory return on investment should
be a likely prospect, and a significant
proportion of internally generated
funds should be retained if a firm in-
tends to rely heavily on internal capi-
tal sources for expansion.

Objectives of a financial plan
The exact type of overall financial

plan that will be used by a firm is gov-
erned by x number of factors. The
number of variables that enter into the
decisions will be determined by a com-
bination of internal and external
forces. Evaluation of alternatives is
always made more complex by the time

Source: Robert Lindsay and Arnold W. Sametz, Financial Managenent: An Ano-lytwal Approach (Richard
0, Irwin, 1963), p. 348.
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Sources 1947-56 1957-61

%%
Internalretained profits 26 17

depreciation 38 49
Externalstock issues 6 8

long-term debt 15 16

short-term debt 15 10

100 100

Table 1. Sources of corporate funds, all U. S. corporations, 1947-56 and
1957-61 (percent of total)



factor. Decisions must be based on cur-
rent conditions; but techniques which
are satisfactory for the present may be
rendered obsolete by constantly chang-
ing conditions. As a result, nearly all
the decisions are compromises between
obvious current advantages and possi-
ble long-term disadvantages.

The magnitude and timing of future
capital needs are to a large extent un-
predictable. Even when needs are esti-
mated within limits, no precise, ob-
jective standard can be used to meas-
ure capital adequacy. It is a matter of
judgment and individual circumstance.
Obvious cases of surplus or severe
capital shortage can be recognized,
but not quantified; the degree of short-
age or surplus depends on the assump-
tions made, and there is no way to re-

CAPITAL STRUCTURE PLANS FOR COOPERATIVES

Capital structure plans developed in
this section are designed to serve only
as illustrations or examples of one way
in which the problem of capital re-
quirements can be approached through
financial planning. The capital mix
used in each plan is based partly on the
actual situation of one or more Pacific
Northwest cooperatives which are rep-
resentative of the type being consid-
ered, but it may not reflect exactly
the policies of any firm in particular.
Rather, the composite seeks to combine
desirable features from each, with
some further modifications based on
generally accepted economic and finan-
cial reasoning as to what is desirable
and sound. The result in each case is a
capital structure which is hypothetical,
but nevertheless reasonable and possi-
ble for cooperatives to achieve. Actual
experiences of firms will be cited to
indicate how well some existing coop-
eratives have been able to approxirate
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move subjective consideration from
this aspect of financial policy.4

Most business firms expect to grow
larger than they are, but it is not al-
ways easy to know the exact direction
in which to grow, or what limits to set.
Planning will depend on whether
growth in the level of operations comes
in "lumps" or is continual and comes
in small units. There is no simple an-
swer as to how far in advance total
commitments should be planned.

With such a degree of uncertainty in
the conditions faced, and the need for
maintaining the confidence of patrons
and investors alike, a firm should strive
for three major objectives in design-
ing its overall financial plan: balance,5
flexibility, and simplicity.

the plans as constructed. More atten-
tion is given the supply cooperative
plan than the others, in order to illus-
trate the reasoning involved.

From the "ideal" financial structure
at a point in time, as suggested by the
plan in each case (farm supply, dairy-
products manufacturing, and grain
marketing), a projection of future lev-
els is made for sales volume and total
assets and their financing. Guidelines
for composition and growth of capital
structures provided by these projec-
tions will then be compared to trends
displayed by representative coopera-
tives in the past. The purpose of com-

E. V. 'Walker and W. H. Baughn, Fi-
nancial Planning and Policy (Harper, 1961),
p. 506.

Some capital should be borrowed even
though members are wi!1in and able to sup-
ply a!! requirements. Furthermore, some pro-
portion of the equity capital should be of a
fairly permanent nature, i.e., common stock,
preferred stock, and/or certificates.



parison will not be to evaluate past
performance, but rather to indicate
whether the suggested goals are more

A Plan For a Farm S

While several measures of firm size
may be employed, the most common
yardstick for comparison appears to be
that of gross annual sales. By this
standard, Pacific Northwest supply co-
operatives range in size from less than
$250,000 to over $1,250,000; however,
the majority have sales of $1,000,000
or less, with several in the $500,000
range. A representative figure of $600,-
000 per year was chosen for this plan.
The product mix reflects a reasonable
balance between the major categories
of farm supplies and equipment sold
by cooperatives. Table 2 shows the
breakdown of sales by category.

Several Oregon cooperatives were
established originally as petroleum sup-
ply firms and continue to show a con-
centration of sales in that direction;
one or two others have acquired farm
implement dealerships, thus greatly ex-
panding the equipment and hardware
portion; others, as a policy, do not
handle certain product lines. However,
the particular mix presented here has
been approximated by a number of
firms and is within reach of all of
them.

It is reasonable for currently suc-
cessful firms to strive for and expect
to achieve some degree of expansion

likely to be achieved through continua-
tion of present policies, or whether
major changes in direction are in order.

upply Cooperative

and growth in the future. Since sales
are used here as a measure of size,
growth in sales figures is the appropri-
ate goal to examine. Three major fac-
tors are evident in the need for expan-
sion of total sales in terms of dollars:
(1) inflation, (2) growth of the mar-
ket itself, and (3) the firm's ambitions
or goals concerning its share of the
market.

If for no other reason, dollar sales
must increase to keep up with infla-
tion. This growth, as measured by the
index of wholesale prices for all cOm-
modities, was 1.6% per year from 1950
to 1962.6 It is assumed that the same
rate will continue for the next 10 years.
This means that a 17.24% increase in
the dollar volume of sales will be nec-
essary simply to offset the effects of
inflation. In the absence of evidence to
the contrary, such an assumption will
be made, and the amount will be
rounded to 17% for use in the plan.

The growth of farmers' production
expenses, consisting primarily of ex-
penditures for supplies and equipment,
gives an indication of the potential

6 Statistical Abstract of the U. S., Depart-
merit of Commerce, Bur. of Census, Wash-
ington, D. C., 1942-62.

Table 2. Product mix of a farm supply cooperative

9

All petroleum products 45
Fertilizer and chemicals 20
Small equipment and hardware 25
Tires, batteries and accessories 10

TOTAL 100

Product Percent of total sales



Table 3. Current farm operating expenses, total and selected components
Oregon, 1949 to 1962t

market for farm supply cooperatives.
As shown in Table 3, total current op-
erating expenses in Oregon rose from
$192.6 million in 1950 to $257.1 mil-
lion in 1962, an increase of 33.5%
over the 12-year period. It can be seen
that some individual categories of sup-
ply expenditures grew even more rap-
idly. This rate could, however, de-
crease in the future. However, in order
to allow for the possibility of new
changes in technology and increased
mechanization, an estimate of 21% is
used for the projected period.

Total sales

Combining the factors for inflation
and growth of the market, the cooper-
ative is faced with the task of increas-
ing sales by 38% in order to simply
maintain its position in the market.
This should be regarded as the mini-
mum goal for a viable firm. Some farm
supply cooperatives may find them-
selves continually altering product mix
and adjusting their direction of opera-
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tion to meet changing conditions. Most
of them, however, have an implicit, if
not explicit, objective of expanding to
some degree their share of the avail-
able market. Past trends indicate that
cooperatives, as an industry group,
have in fact made moderate gains in
their position in the farm supply and
equipment field, compared with expen-
ditures of all farmers. Figure 1 shows
the relative trends.

For this plan, the goal of increasing
the firm's share of the market by 5%
over a period of 10 years has been
chosen. In order to achieve this in-
crease over and above the effects of
inflation and expansion of the market
itself, actual volume in dollars must
increase by an amount equal to 1.38 x
5%, or approximately 7%, during the
projected period. The total increase de-
sired in dollar sales, therefore, will be
38 plus 7, or 45%, resulting in a figure
of $870,000 in the target year. Figure
2 illustrates the current and projected
sales for the plan.

Year Feed
Fertilizer
and lime

Repairs and
operation of
capital items Misc.5 Total

Million dollars
1949 45.4 5.9 37.8 22.2 180.7
1950 49.1 8.9 39.4 23.6 192.6
1951 61.9 8.8 43.1 31.3 227.2
1952 59.3 9.5 46.5 29.0 215.9
1953 48.2 10.0 47.0 28.7 201.8
1954 46.6 10.4 46.0 29.1 200.2
1955 46.8 11.6 47.1 29.7 204.6
1956 48.8 11.6 48.8 33.4 212.4
1957 48.5 14.1 50.8 31.9 219.4
1958 53.0 13.0 51.0 32.6 225.7
1959 56.0 13.5 53.4 35.7 231.7
1960 55.7 13.7 52.5 37.3 227.4
1961 55.7 15.0 52.3 39.3 239.5
1962 60.8 13.9 52.9 41.4 257.1

The Farm 1,scone Situation, USDA, ERS, July 1963. (Supplement.)
Includes pesticides, harness, blacksrnithing, hardware, veterinary medicines, dairy, and nursery and

greenhouse supplies.
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The changes in composition of total
sales as shown are results to be ex-
pected, with an overall increase in vol-
ume under the assumed conditions. A
projection of prevailing market condi-
tions would support the relative decline
of petroleum sales as indicated. While
the trend of technological change con-
tinues, farmers' purchases of petro-
leum products remain relatively stable
in physical terms. The product is not
used exclusively by farmers, and price
competition is severe for many Pa-
cific Northwest cooperatives; they face
a market which is oversupplied, each
dealer striving to increase volume at
the expense of others. With little or
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$ 600,000

-
Tires, batteries,4

accessories --- Small equipment -

hardware

-
Fertilizer 4

_chemicols

- - - Petroleum

$ 870,000

no prospect of price increases or
growth of the market potential, coop-
eratives may expect petroleum sales to
increase only slightly and decline as a
proportion of total sales. Prospects for
fertilizer and chemicals, on the other
hand, have reason for much improve-
ment in the future. Oregon farmers'
expenditures for fertilizer and lime in-
creased from $8.9 million in 1950 to
$13.9 million in 1962 (Table 3).
Changes in technology and further
specialization in crops and production
methods point to increased use of
chemicals other than fertilizer. These
products, used almost exclusively by
farmers, lend themselves to bulk han-

12% l04,400

23% $200,100

30% 26l,00O

35% $304,500

10% $60,000

25% $150,000

2O% $120,000

45°i $270,000

Period I Period It
Now 10 years

from now
Figure 2. Current and projected sales for a farm supply cooperative.



dung and easy storage. Farmer cooper-
atives are in a good position to provide
service in these fields. The large in-
vestment required in fixed plant and
facilities, particularly for the handling
of liquid fertilizer, effectively controls
the number of suppliers in an area and
encourages the handling of large vol-
umes, so that facilities are used to ca-
pacity. All of these factors point to a
greater share of sales in this direction.
Small equipment and hardware again
are more stable in terms of volume
purchased by farmers. As a coopera-
tive grows larger, it should become
more diversified in the service it offers
and inventories carried.7 Tires, bat-
teries, and accessory sales are shown
as increasing slightly, reflecting the in-
creasing degree of mechanization.

Total assets

The operation of any business re-
(luires some assets. The amount of
total assets needed to support and cre-
ate a given volume of sales depends on
several factors, the primary one in
most cases being the type of prod-
uct(s) handled. Sales policies and re-
lationships with suppliers also have a
bearing through the effects of accounts
receivable and inventory burdens.
Farm supply cooperatives in Oregon
have experienced substantial increases
in the costs of doing business over the
past decade. To keep pace with the
technological advances and increased
mechanization in farming, cooperatives
have had to provide a broad range of
services, often requiring the purchase
of complex equipment and facilities.

In some cases, cooperatives have felt the
need to carry a major farm implement line
and have added a full agency to their opera-
tions. This is not included in the plan, how-
ever, since it is not typical of supply associ-
aUons in Oregon.

The introduction of liquid fertilizer,
for example, involves large outlays for
storage tanks and distributing appara-
tus. Frequently the cooperative finds
itself needing to finance equipment for
custom application of chemicals, lime,
and fertilizer to relieve its members of
this burden. Sales will vary from year
to year, depending on crop and weather
conditions, while much of the assets
investment is long-term and binding.
The result has been a trend in the past
for total assets to increase as a per-
centage of total sales.

In determination of total assets re-
quired in this plan, consideration was
given to generally accepted financial
principles, product mix being used,
and past successes of Oregon coopera-
tives with similar operations. A figure
of $300,000 or 50% of sales is used
for the current operating year. In line
with the expected trend for all farm
supply firms and with the hypothesis
that as a supply cooperative grows in
absolute size it will become involved in
more diverse activities and services to
members (some of which may operate
at less than optimum capacity), total
assets of the model are increased in
relation to total sales over the projected
period. They will amount to $565,000,
or 65% of total volume in the tenth
year. Figure 3 shows the totals and
components for the current and pro-
jected period.

The indicated changes in composi-
tion can be explained largely in terms
of growth of the firm and its total as-
sets over the projected period. Cash is
shown to decrease slightly as a pro-
portion of total assets. This reflects
the gradual reduction in relative need
(in terms of dollars) for liquid funds
as a firm increases in size. Cash atid
liquid reserve holdings are subject
to certain minimum-quantity require-

13
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$300,000

ments which may keep the amount on
hand for day-to-day operations and
contingencies out of proportion in a
small firm. Accounts receivable as a
proportion of total assets will vary
with a firm's sales policies. Since any
changes in policy with regard to ct-edit
terms are usually brought about pri-
marily to meet or gain advantage over
competition, their magnitude and tim-
ing are difficult to predict. Therefore,
in spite of a noticeable trend in recent
years toward more liberal credit terms
being offered, for the purposes of this
study it will be assumed that policies
will remain essentially the same

I nves$ments and
pre payments

/

-

,

___Fixed assets

$ 565,000

throughout the period projected.8 The
share of assets invested in inventories
frequently remains constant unless a
major change in product mix occurs.
In the farm supply field, however, the
greater diversity of stocks and serv-
ices expected of a large cooperative
may more than offset its relative effi-

A gradual increase in the accounts re-
ceivable portion of total assets due to more
generous terms being offered may be partly
offset by the fact that a larger and more
diversified farm supply cooperative is in a
relatively stronger position to 'hold the
line" on members' accounts, as it has more
to offer in the way of service and benefits in
return for prompt payment,

7% $39,550

5% $84,750

33% $186,450

20% $lI3000

25% $141,250

10% $30,000
15% $45,000

30% $90,000

25% $75,000

20% $600oo

Period I Period II
Now 10 years

from now
Figure 3. Current and projected total assets for a farm supply cooperative.
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ciency in inventory turnover. This has
been assumed, in projecting an in-
crease of inventories from 30 to 33%
of total assets.

There will be some actual increase
in dollars invested by a growing asso-
ciation in its wholesale cooperatives.
These are essential assets for most re-
tail cooperatives. This is pointed out in
a recent study which suggests that the
relationship should be strengthened:
"In future market structures, the rela-
tively small retail association will find
it increasingly difficult to survive un-
less tied to a multimillion dollar whole-
sale cooperative of which it is part
owner."9

Fixed assets account for a more ob-
vious part of the increase in total as-
sets from 50 to 65% of total sales. The
trend has been toward slower turnover
of fixed assets for all farm supply co-
operatives. The more complex equip-
ment needed to service mechanized ag-
riculture and the greater diversity of
inventory and services (some of which
may be marginal operations) expected
from a larger cooperative are largely
responsible for the increased share of
total assets invested in fixed plant and
facilities. Unlike other components,
fixed assets characteristically come in
"lumps" and as a result cannot be ex-
pected to grow in exact proportion to
volume.10

The capital structure
Whereas the relationship of total

assets to planned or expected sales

A decade of performance by Oregon farm
supply cooperatives, G. E. Korzan, Oreg.
Agric. Expt. Sta. Cir. of Info. 606, 1961.

il In most cases, additions to plant and
equipment not only must be purchased in
"blocks" or "lumps" but must be financed
for some time before any increase in sales or
earnings will accrue. This adds to the prob-
lem of raising sufficient capital.

volume can be determined as a matter
of policy and within limits altered over
time, the capital structure or total
sources of funds, by definition, must
exactly equal the total assets. In the
short run, a firm's capital structure is
fixed; its total assets are determined by
the total sources of funds available.
Over a longer period, management can
take the approach of setting a target
or goal for total assets, and, through
conscious effort and planning, cause
the capital structure to meet this pre-
determined level. The actual composi-
tion as well as the total amount of cap-
ital needed by successful cooperatives
is the concern of this study. A variety
of sources are available; the question
facing each firm, once total require-
ments have 'been determined, is that of
which sources to use and in what com-
bination to best meet its needs.

Figure 4 illustrates a capital struc-
ture designed to finance these require-
ments. The combination of sources
used here incorporates a degree of
balance, flexibility, and simplicity, and
is realistic for supply cooperatives
within the size range being. considered
in this study.

The current liabilities portion of the
capital structure consists primarily of
accounts payable, short-term borrow-
ings, and accrued expenses and is as-
sumed to maintain a more or less con-
stant proportion as the firm expands.

Capital borrowed from the Bank for
Cooperatives, commercial banks, or
other lending institutions consists of
long-term loans for facilities. This,
together with short-term borrowings
(included under current liabilities),
should be a key element in the capital
structure of every cooperative. Bal-
ance between borrowing capital and
other sources of funds is important.
Long-term borrowed capital is shown

15



$300,000
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Current liabilities
,

,/,. Long-term, borrowed
..capitaI -,

Revolving fund
..capital _--

Reserves(unalloca ted)

Preferred stock and for
certificates of equity

Common stock
--(or membership fees)

$ 565,000

10% $56,500

20% Il3,000

20% $113,000

5% $ 28,250

30% $169,500

15% $84,750

10% $30,000:oI $45,000

25% $ 75,000

10% $30,000

$75,00025%

l5% $45,000

Period r Period It
Now IC years

from now
Figure 4. Current and projected capital structure of a farm supply cooperative.

to increase from 15 to 20% over the itself than from the benefits that could
decade because revolving fund capital accrue to members and their farm busi-
is likely to become more difficult to nesses as a result. A large organization
acquire. in reasonably sound condition can

Borrowed funds frequently can be readily obtain funds for seasonal in-
shown to be a more economical source ventory financing and other purposes
than equity capital. The availability of without endangering its position, and
borrowed funds can act as a limitation at a more favorable rate than indi-
on their use. However, a firm should vidual members are able to borrow for
have no severe problems in this regard farm operations.
if it has maintained a sound financial The projection in Figure 4 shows an
position (net worth/total assets), suc- overall financing program which gives
cessful operations, and a good reputa- considerable emphasis to bank borrow-
tion in the past. ings and preferred stock or certificates

The desirability of bank borrowings of indebtedness and indicates some
in the capital structure of some large shift away from revolving fund capi-
diversified farm cooperatives may stem tal and reserves. A reasonable balance
less from the need of the association is maintained throughout the plan be-



tween debt and equity, and between
the alternative sources of equity capi-
tal. Reserves, as might be expected,
represent a smaller proportion of total
financing because nonallocated earn-
ings seem less likely in the years ahead.

A cooperative should review its fi-
nancial position each year in relation
to goals of the overall plan and make
changes in direction if necessary.
Changes can be made without strain if
the capital structure is not limited by
excessive use of binding long-term
contracts. Changes in technology are
unpredictable and may alter the entire
pattern of farming in an area, render-
ing present operations of the coopera-
tive obsolete in a few years. In actual
operation, as the firm's performance is
checked against the projection, allow-
ance can be made for changes in exog-
enous factors or errors in the orig-
inal assumptions.

Plan compared with operating cooper-
ativés

How does the capital structure and
its projection compare with the actual
situation of farm supply cooperatives?
What major deviations exist in the
combination of sources, and what has
been the relative success of firms using
them? Examples of historical data on
financial operations, conditions, and
policies of three fairly typical firms
will be presented to suggest some an-
swers to these questions.

The total volume of sales (and its
growth rate), in providing a measure
of the economic need for a cooperative,
sets the starting point from which total
assets and capital structure require
ments are determined. During the past
decade, the performance of Oregon
farm supply cooperatives has been
characterized by growth in sales vol-
ume. Tables 4, 5, and 6 list approxi-

mate data and trends for three firms.
Cooperative "A", for example, is typ-
ical of those in the "small" (under
$250,000 annual sales) volume range.
The approximate composition of assets
and capital structure clearly resembles
the plan. Product mix changed some-
what over time, with expansion of spe-
cialty crops in the area causing an in-
crease in the market for irrigation sup-
plies and hardware. This cooperative
achieved an increase in volume of 28%
over the past 8 years, or the equivalent
of 35% in 10 years. While on the
surface this may appear satisfactory,
real gains are less than desirable for a
small firm, assuming the rates of in-

flation and potential market growth set
forth earlier. Cooperative "B", while
maintaining a relatively static combi-
nation of services, increased sales by
19% in 10 years. Exceptional growth
was achieved by Cooperative "C",
which was able to increase sales by
93% in a decade, 88% of it in the last
six years. Substantial shifts in empha-
sis and introduction of new services to
meet changing technology appear to be
largely responsible in this case.

Some further details on the composi-
tion and financing of total assets and
policies employed by these selected co-
operatives during recent periods of
growth (or decline) are appropriate
for comparison with the plan.

Cooperative "A", as did the plan,
used preferred stock as a major source
of capital and gradually replaced a
large portion of it with a revolving
fund and common stock. No definite
promotional effort was used to recall
the interest-bearing stock; as shares
were turned in, they were simply not
reissued.

Additions to fixed assets, designed
to increase volume, were financed en-
tirely by lengthening the revolving

17



Table 4. Total sales, total assets, and capital structure-Cooperative "A", 1955-62

Year
1955 1956 1957 1958 1959 1960 1961 1962

Total sales
(thousand dollars) : 163 178 185 204 198 219 205 212

Net margin percentage
(percent of total sales) 3.05 4.82 5.18 5.51 5.92 8.25 5.43 4.58

Total assets
(thousand dollars) : 76 86 100 108 106 114 118 137

Total assets
(percent) 46.7 48.7 3.7 2.8 53.4 52.0 57.s 64.5Total sales

Composition of assets
(percent of total)

Cash 4.2 3.2 2.4 1.0 2.5 2.6 2.7 2.3
Receivables 17.6 20.4 19.7 23.0 22.1 25.6 26.2 25.1
Inventories 23.3 27.5 34.2 32.6 31.0 25.7 27.3 32.6
Investments and prepay-

ments 33.0 31.9 30.1 31.8 33.7 37.0 35.4 30.3
Fixed assets 21.9 17.0 13.6 11.6 10.7 9.1 8.4 9.7

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Composition of capital structure

(percent of total)
Current liabilities 2.7 6.4 10.5 10.0 2.3 2.8 8.8 15.9
Long-term borrowed cap-

ital 3.9 3.8 4.0 4.6 4.7 3.7
Revolving fund 34.8 36.0 37.7 39.1 40.9 47.0 40.0 34.9
Reserves 14.9 7.3 2.2 2.5 4.0 6.0
Preferred stock 26.5 23.9 20.4 18.6 18.9 16.9 13.8 10.2
Common stock 17.2 22.6 27.4 27.7 31.0 30.8 33.4 29.3

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

'In 1962, the product mix was: petroleum, 67.9%; fertilizer and chemicals, 8.4%; and small equipment and hardware, 23.7%.



Table 5. Total sales, total assets, and capital structureCooperative "B", 1951-60

Year
1951 1952 1953 1954 1955 1956 1957 1958 1959 1960

Total sales
(thousand dollars) : 363 388 451 440 469 422 454 390 390 411

Net margin percentage
(percent of total sales) : 4.68 2.48 5.03 1.30 2.12 1.42 4.60 1.49 2.09 1.37

Total assets
(thousand dollars) : 218 202 221 223 236 261 251 248 254 250

Total assets
(percent) 59.9 51.9 48.9 50.6 50.4 62.1 55.2 63.7 65.0 60.9Total sales

Composition of assets
(percent of total)

Cash 5 9 9 4 4 5 3 3 2 4
Receivables 11 11 14 17 15 15 18 17 15 15

Inventories 38 29 28 31 37 38 38 40 40 38
Investments and prepayments 28 32 31 24 23 23 24 25 25 26
Fixed assets 18 20 18 23 21 18 17 16 17 16

100 100 100 100 100 100 100 100 100 100

Composition of capital structure
(percent of total)

Current liabilities 8 6 7 6 9 13 5 7 9 8

Long-term borrowed capital 20 10 11 14 14 17 14 13 12 14

Revolving fund 40 51 47 49 46 43 45 45 48 49

Reserves . 12 6 12 7 7 6 12 6 7 5

Preferred stock 9 10 10 10 9 9 10 10 10 10

Common stock 8 11 11 12 12 11 12 14 13 13

100 100 100 100 100 100 100 100 100 100

In 1961, the product mix was: petroleum, 45%; tires, batteries and accessories, 2%; hardware, 19%; and fertilizer and chemicals, 32%.



In 1961, the product mix was: petroleum, 25%; t,res, batteries and accessories, 16%; machinery, parts and hardware, 43%; and fertilizer and chemicals,
16%.

Includes allocated reserves.

Table 6. Total sales, total assets, and capital structureCooperative "C", 1955-60

1955 1956
Year

1957 1958 1959 1960

Total sales
(thousand dollars) : 633 697 735 820 943 1,033

Net margin percentage
(percent of total sales) 3.18 5.35 3.20 4.04 4.86 3.37

Total assets
(thousand dollars) 387 521 538 631 659 762

Total assets
Total sales (percent) 61.0 74.7 72.9 76.9 70.0 73.8

Composition of assets
(percent of total)

Cash 5 4 5 3 2 2
Receivables 10 9 11 15 15 12
Inventories 35 36 34 35 38 46
Investments and prepayments 39 30 30 27 27 26
Fixed assets 12 21 20 19 17 16

100 100 100 100 100 100
Composition of capital structure

(percent of total)
Current liabilities 3 5 4 4 4 6
Borrowed capital 13 9 15 12 16
Long-term revolving fund 93 75 74 68 67 60
Reserves
Preferred stock (certificates of

equity) 4 7 13 13 17 18
Common stock

100 100 100 100 100 100



fund period. While the period is rela-
tively short at present, pressures likely
in the near future could increase reli-
ance on this source, if no newly in-
vested equity capital were forthcoming.

In comparison to the plan, Coopera-
tive "B" has relied more heavily on
the revolving fund, slightly more on
borrowed capital, and less on common
and preferred stock for its financing in
the past. Its product mix approxi-
mately resembles that of the plan and
has changed very little in the past 10
years. Total assets were 51% of sales
10 years ago; they are 61% currently.
Shortage of working capital has been
a persistent problem for this associa-
tion. This was caused in part by heavy
investment in inventories and difficulty
in controlling receivables, which are
the concern of internal management.11
A considerable amount of financing
was provided by short-term notes of
members, which were later replaced
entirely by outside financing in the
form of bank loans, most of 'which
were on longer terms. Additions to
plant and equipment were financed by
some new outside borrowing and by
lengthening the revolving fund period,
a process which has continued for
seven or eight years. The death bene-
fit policy is not specified in bylaw form,
but a loose commitment is made to pay
the stock portion immediately and to
revolve the book credits in their turn.
Planning in advance and securing fi-
nances for more expansion and mod-
ernization of facilities will be neces-
sary again in the near future in order
to maintain a competitive position.

An independent auditor pointed out that
in 1960 this cooperative's inventortes repre-
sented 72% of current assets, compared to an
average of 38% in other similar associa-
tions, The need for strengthening credit pol-
icies is also frequently mentioned in audi-
tor's reports on Cooperative "B."

Borrowed capital and, to an increas-
ing extent, preferred stock (certificates
of equity) have played an important
part in the capital financing plan of
Cooperative "C" since 1955. Sales vol-
ume increased by 88% in that time,
and the introduction of new services,
plus additions to fixed assets and in-
ventories required to support such
growth, created the need for substan-
tial increments of equity capital.'2 The
proportion provided by retained earn-
ings has declined steadily, however.

Advance planning and financing of
new product lines or facilities before
their need becomes urgent (and a mar-
gin of business is lost to.competitors)
has been a policy of this association.
Typically, members were informed of
the advantages and estimated cost of a
potential new service made desirable
by changes in technology. If and when
a substantial portion of the cost was
raised in new equity capital (interest-
bearing certificates), the expansion was
implemented. Thus, members were
made aware of the cost and importance
of each new service provided by their
cooperative.

In this association, the certificates of
equity issued are kept active and cir-
culating by members, who can take ad-
vantage of an investment opportunity
while financing the cooperative. (The
interest rate was recently increased to
six from four %). No attempt is made
to promote this source of capital be-
yond what is actually needed, however,
as it is desirable for future require-
ments to avoid heavy interest expense
and maintain a reserve of members

" The installation of storage and distribu-
tion facilities for liquid fertilizer, for exam-
ple, required an initial outlay of nearly
$100,000. Additional amounts were needed to
finance applicator units and inventories for
the first year's operations.
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willing to invest. Newly invested cap-
ital is used for expansion of facilities
only while current earnings and de-
preciation support operations and re-
placement. Cooperative "C" strives to
keep depreciation allowances reserved
for replacement, carrying over from
one year to the next the portion not
actually used for that purpose. If more
funds are needed for working capital
in any year, they are borrowed.
While this policy may appear rigid in
the short run, it does avoid the possi-
ble difficulties occasioned by cumula-
tive pressures, and in that way adds to
the firm's overall flexibility. During a
period of rising sales, the temptation
for many cooperatives is to retain most
of the expanded earnings and to finance
expansion and working capital from
the revolving fund. Cooperative "C"
has kept a substantial portion of cur-
rent earnings flowing back to its mem-
bers. It has made cash refunds of 25%
from association earnings and has

Dairy-products manufacturing coop-
eratives, as do other marketing cooper-
atives, differ basically in the nature of
their operations from farm supply
firms. A marketing cooperative is usu-
ally an integral part of the farm busi-
ness and, as such, is reasonably as-
sured of handling all or most of each
member's production of the commodity
involved Patronage commitments are
usually made on a longer term basis,
i.e., one crop year or production pe-
riod. This is in contrast to the farm
supply business where each transac-
tion, on a day-to-day basis, must meet
the test of competition and provide
satisfaction in order to ensure future
volume. A firm whose operations con-
sist of pooling (and/or processing)
and selling a commodity to a few buy-
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passed on a portion of the wholesale
cooperative's refunds in cash as well.
This measure enhances member rela-
tions by serving as a reminder of cur-
rent benefits from patronage. The re-
volving period for earnings allocated
to book credits is 11 years at present.

Death benefit provisions for member
equities involve a degree of accelera-
tion for revolving book credits. In ad-
dition to the regular revolving of the
oldest credits (eg., 11 years), cash
redemption of newer allocations are
made up to a maximum of $750 per
member, or a total of $3,000 for the
association, in any one year. Certifi-
cates are purchased for cash immedi-
ately and resold to other members.
Management and directors feel that a
goal for equitable handling of earnings
should be in the neighborhood of a
50% cash patronage refund and a
50% allocation to the revolving fund,
with a revolving period of 10 to 12
years.

A Plan for a Dairy-Products Manufacturing Cooperative

ers and returning the proceeds to pro-
ducers has another advantage over one
which must solicit patronage on an in-
dividual basis from many buyers who
are also its owners. The former will
have large volumes of funds moving
through the business during the normal
course of operations, making it a rela-
tively simple matter to "siphon off" or
withhold the amount necessary to cover
operating costs, a margin for refunds,
and, when necessary, additional financ-
ing for expansion for facilities and
service.

To the extent that this can be done
through management of prices paid to
farmers, marketing cooperatives are in
a position to plan and achieve their
goals of margins and capital financing.



External conditions facing dairy-
products manufacturing plants in Ore-
gon are those of a declining industry.
Butter production in the state declined
from 17.5 million pounds in 1950 to
10 milion pounds in 1963. Cheese pro-
duction decreased 20% in the last dec-
ade, while it increased 30% for the
United States as a whole. Shortage of
raw product has been the cause of this
decline; small milk producers are dis-
appearing and larger operators find it
more profitable to concentrate on the
fluid milk or 'Grade A" market. In-
creased land values (due to urban ex-
pansion) and competition from spe-
cialty crops in the Willamette Valley
have eliminated many of the small
shippers in that area. As a result, milk-
products manufacturing plants are
faced with excess capacity and in-
creasing unit costs. Flexibility of finan-
cial position and efficient use of tech-
nology are essential for survival under
such conditions. Careful management
is needed to keep unit costs within the
range of competitive operation.

The objective of a milk-products
manufacturing cooperative should be
the provision of a continuing, stable,
and reliable market outlet for its pro-
ducer members. Conditions in the in-
dustry suggest that any significant
growth in volume would be an unreal-
istic objective for Oregon dairy coop-
eratives in the future, unless some
major change in market structure, such

1947-49 avg. 1957-59 avg.

Source: National Food Situation, USDA. May 1964.

Pounds

as consolidation or mergers, occurs.
The plan presented here portrays a de-
clining volume situation of a magni-
tude that is expected to develop over
the next decade.

Total sales
The decline in volumein physical

termsof butter, cheese, and ice cream
production in Oregon has more than
offset the effects of inflation on dollar
sales during the past 10 years. Butter
production declined 30% and cheese
20% in that period. Total sales of
manufactured dairy products by firms
in this study are generally reflected by
the projection in Figure 5. Factors
apparent in market and consumption
patterns are the basis of the future
trends indicated for product mix, viz.,
butter decreasing as a percentage of
the total; cheese increasing slightly;
and ice cream, milk powder, and other
products increasing from 10 to 15%.
Table 7 indicates past trends in the per
capita consumption of butter, cheese,
and ice cream. Substitute products
have decreased the effective demand
for butter. Cheese consumption has
been rising and promises to provide a
ready market in the future.

The category "ice cream, milk pow-
der, and other" used in the plan is
shown to increase as a percentage and
in absolute amount. This projection is
based on the expected increase in the
use of instant and prepared foods.

Table 7. Apparent civilian per capita consumption of dairy products in
the United States, selected calendar years

1960 1961 1962 1963
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Butter 10.6 8.2 7.5 7.4 7.2 6.7
Cheese 7.0 7.9 8.4 8.6 9.1 9.3
Ice cream 18.7 18.4 18.3 18.0 17.9 18.1



$ 1,000,000

which will utilize milk powders and
other more processed forms.

Total assets

As was pointed out in the discus-
sion concerning supply cooperatives,
increasing costs have resulted in a
slower turnover of total assets. In the
case of dairy-products manufacturing
firms, additional pressure is exerted by
the decline in volume being processed
by existing facilities. The projection in
Figure 6 shows an increase in total
assets as a percentage of sales over 10
years and an increase in fixed assets as
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Ice cream,
milk powder,

and other

Butter
S.-

-..-- Cheese - - -

$ 750,000

a proportion of the total. Inventories
are shown to decrease somewhat as a
percentage of total assets over time.

The capital structure
Figure 7 indicates a continued gen-

eral use of the revolving fund over the
projected period. The revolving fund
procedure of retaining the net earnings
or part of net proceeds to pay off
those who contributed at an earlier
time needs to be maintained if at all
possible in this situation. A coopera-
tive that anticipates no increase in vol-
ume would have problems sellingpre-

bob $100,000

40% $400,000

50% $500,000

I5% $112,500

30% $225,000

55% $412,500

Period I Period II
N ow IC years

from now
Figure 5. Current and projected total sales for a dairy-products manufacturing cooperative.



$ 300,000

Cash

Receivables

In vec-i tories

- Investments and

ferred stock or other equities. Further-
more, no large amounts of capital are
likely to be needed for plant or equip-
m ent.

The revol\'ing fund procedure ex-
plicitly shows members that their equi-
ties will be revolved out of the associa-
tion in case of merger, sale, or disso-
lution if at all possible. This is more
than can be said for some common
stock (or membership fees) and some
certificates of equity.

Plan compared with operating cooper-
- atives

Only a few comments will be made
with regard to showing the reliability
of this plan, because the same kind of

prepayments - -

- Fixed assets----

262. 500

reasoning is employed here as in the
discussion of the supply firm.

In recent years, one cooperative pur-
chased a local fluid milk plant partly as
a move to protect its own supply of
raw product for manufacturing and
partly to increase volume. Volume de-
clined steadily from 1950 through
1957. In 1963, volume of business ex-
ceeded one million dollars, a substan-
tial growth over the low volume of
$724,000 in 1957.

No cash investment is. required to
become a member in this cooperative,
since the $10 membership share can be
earned through retains. The policy in
recent years has been to pay high
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5% $ 15,000

20% $60,000

20% $60,000

10% $30,000

450/0 I35,000

5% $13.125

$52,50020%

5% $39,375

0% $26,250

50% $131,250

Period I Period 11
Now 0 years

from now
Figure 6. Current and projected total assets for a dairy-products manufacturing cooperative.



$300,000
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prices to shippers, with the result that
there is little or no margin at the end
of the year for distribution or retire-
ment of old equities. The major capi-
tal source for operations is the depreci-
ation allowance. No outstanding equi-
ties of members or former members
have been revolved as yet; no interest
has been paid on them; and no plans
exist at this time for their future re-
tirement. Death benefits provide only
for repurchase of the $10 membership
share or its conversion to preferred
stock. This capital structure is one in
which present members are being
highly subsidized by former members.
They have, in effect, "inherited" the

Current liabilities

Long-term borrowed
capital
Reserves..

-Revolving fund

Preferred and---
common stock

$262,500

use and benefits of the association,
complete with equity financing. For-
mer members received a lower total
pay-out, since a portion of their sav-
ings was retained for operation of the
business and expansion of facilities,
whereas present shippers receive full
payment of net margins in the form
of higher prices for their milk and
are not contributing to the financing
of the association.

Another cooperative more closely re-
sembles the model firm in this study.
It handles Grade A milk for its mem-
bers only as a central collection agent,
and it is not engaged in retail distri-
bution. The supply of raw product has

15% $45,000

10% $30000

bob $30,000

55% $165,000

I0% $30,000

15°/o $39,375

0% $26,250

I0% $26,250

55% $144,375

l0% $26,250

Period I Period II
Now 10 years

from now
Figure 7. Current and projected capital structure for a dairy-products manufacturing cooperative.



been declining steadily over the past
decade, as more and more small ship-
pers discontinued milk production in
favor of specialty crops. Membership
totaled 3,400 in 1942, 1,800 in 1952,
and 760 in 1962. Butter production de-
creased by 61% and cheese production
by 30% from 1954 to 1961. It is clear
that under such circumstances, capital
needs for expansion of facilities are
likely to be small or zero. The pressure
of declining volume on unit costs is a
major problem, and advantage must be
taken of every efficiency in manage-
ment and processing innovations to
simply maintain the present position.
Increments of capital are needed for
periodic modernization of equipment
and other adjustments in operations.

While approximately 40% of the
total financing comes from the revolv-
ing fund, the proportion in reserves
has been increased in recent years. At
the same time, a plan has been carried
out to lengthen the revolving term by
redeeming one-half the value of old
equities in cash and one-half in certifi-
cates which are revolved one term
later. This "reduced payment" method

A Plan for a Grain M
Characteristics of marketing (as op-

posed to supply) cooperatives are par-
ticularly evident in the case of grain
marketing firms. Membership turnover
is typically low, and a majority of the
members usually market their total
prodtiction through the association.
Volume is therefore predictable, at
least on an annual basis, in terms of
the average yield in the area and acre-
age planted by members. Capital
sources can be planned considerably in
advance of estimated needs.
Size of firm

The largest single outside factor
affecting the fortunes of grain cooper-

avoids a complete interruption in re-
volvement, which might undermine the
confidence of members. Equities of
deceased members are paid in cash,
subject to maximum limits of $1,000
per individual or $5,000 for the associ-
ation each year until completely re-
funded, regardless of the revolving
term in effect. Book credits of mem-
bers who discontinue operations or
move from the area are revolved in
the normal term.

Alternatives open to this firm are
limited. The fluid milk market in the
area is saturated and expensive to
enter. Conversion to another type of
operation, e.g., fruit or vegetable proc-
essing, would be expensive and inap-
propriate for the present membership.
The cooperative has fulfilled its orig-
inal objectives in providing a market
outlet and service for its producer
members. Changed conditions may
eventually eliminate milk production
and the need for a cooperative in the
area. Termination of business and the
sale of assets at that time, if it occurs,
should not be interpreted as failure,
but rather as a wise economic decision.

arketing Cooperative
atives is the trend in government pro-
grams for wheat and other grains. The
direction of these policies over a period
of time not only influences total pro-
duction and market price, but, in the
case of storage programs, can deter-
mine the extent of a direct source of
revenue for many firms. During the
postwar period, government storage
programs resulted in an unexpected
source of income for Oregon grain
marketing cooperatives.13 This has en-

' Revenues from government storage of
grain in their facilities accounted for over
50% of total revenues for representative
firms during the peak period of 1955-56.
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abled those with storage facilities to
realize a higher rate of return on their
investment in fixed assets and to build
up their equity position in a much
shorter period of time. The role that
will be played by storage in the future
revenue position of grain cooperatives
is uncertain.

Because the future price of wheat is
so uncertain, it may be better to indi-
cate the size of the firm in bushels
rather than dollar volume of business.
Therefore, the size is established at
two million bushels, increasing by 10%
in 10 years due to increase in average

2,000,000 bushet
volume
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preferred stock

yield and/or acquisition of new mem-
bers.'4 A capital structUre to support
this volume is outlined and rationalized
in the final paragraphs of this study.

The capital structure
This plan (Figure 8) suggests in-

creasing emphasis on borrowed capi-
tal and common stock and preferred
stock (including membership fees),
but the revolving fund still remains

This small increase in size, of course,
gives no consideration to possible mergers. It
is believed several of these firms may merge
in the next 10 years.

2,200,000 bushel
vol urn e

$t,000,00o
5% $ 50,000

15°!. $150,000

70% $700,000

b0,0 $ioo,000

5% $45,000
5% $45,000

85% 765,000

5% $45,000

Period I Period II
Now 10 years

from now
Figure 8. Projected capital structure for a grain marketing cooperative.



the principal source of capital. Some
of the larger firms had revenue of
$200,000 from storage in some years.
Revenue from this source is likely to
be down substantially in the future.
Managers are concerned about main-
taining net income when much of the
revenue from storage may be lost. Loss
of net income will slow down the turn-
over of the revolving fund.

More so than in some other types
of business, a large complement of
fixed assets is needed to begin opera-
tions in grain marketing, and subse-
quent additions to facilities come in
large "lumps" or "blocks" as well.
This suggests the need for borrowing
large sums at the outset, secured by
mortgages on the facilities purchased.
Once substantial size has been attained
and facility loans are paid off, some
borrowing can still be desirable to give
balance to the capital structure.

The complete absence of long-term
debt as a part of total financing char-
acterizes several grain cooperatives in
oregon. Between 65 and 95% of total
financing is now provided by the re-
volving fund. These firms were able to
increase their ratio of net worth to
total assets from an average of less

The foregoing plans and discussion
have projected total future capital re-
quirements for selected cooperatives
and suggested a capital structure de-
signed to adequately meet those needs.
How much of the total should come
from outside sources? how much
should come from the members? What
is the best method of acquiring equity
capital? These are basic questions fac-
ing a cooperative when it determines
the nature of its financial structure.

than 60% in 1952 to over 95% in 1962.

A reduction in the length of revolv-
ing term was accomplished during the
same period.

While this is an impressive record
from the standpoint of achieving a
sound financial position for the firm,
more might have been done for the
benefit of members and their farm
btisinesses. In most cases, members
are in need of additional capital to fi-
nance their farm operations. A coop-
erative in sound condition is able to
borrow funds for operating capital at
a much more favorable rate than in-
dividual members themselves. By bor-
rowing a portion of its total assets, a
firm could return more of the invested
equity and proceeds of operations to
its members. Borrowing 15%, or even
more, of total long-term capital would
allow a reduction in outstanding mem-
ber equity holdings and a shortening
of the revolving period. That portion
returned would either be used for
working capital on the farm or saved
by the members. In either case, addi-
tional net benefit is realized by mem-
bers. An obsession with the goal of
becoming "debt-free" for its own sake
is not in line with desirable objectives
for cooperatives.

THE REVOLVING FUND METHOD OF FINANCING

Plans in this study have stressed sev-
eral alternatives for raising member
capital. Some Oregon cooperatives em-
ploy a variety of sources, but most
have relied heavily on the revolving
fund.

Terminology used in reference to
funds obtained by the method in ques-
tion varies widely. In this study, "the
revolving fund," "revolving book cred-
its," or "book equities" will be used to
include all equity funds obtained from
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members through authorized deduc-
tions or earnings retained from current
operations. They may be evidenced by
certificates of equity issued to mem-
bers or by credit to individual patrons
on the books of the association. In
principle, funds thus obtained are held
as additions to total capital, and, when
the association has reached the point
where its Financial position warrants
it, capital supplied by the current year's
patrons is used to start retiring the
oldest outstanding revolving fund in-
vestments supplied by patrons of ear-
lier years.

The principle of distributing mar-
gins or savings according to patronage
or individual use is unique to coopera-
tives. An "equitable" method of financ-
ing is desired so that the capital fur-
nished by each member bears a rela-
tionship to his patronage. As a solu-
tion to this problem, many coopera-
tives have adopted the revolving fund
plan.

While an association may provide in
its bylaws for a Fixed revolving fund
period, in most cooperatives the length
of this term is reviewed and deter-
mined each year by the board of di-
rectors. The Fixed revolving period is
regarded as a disadvantage by many,
as it restricts flexibility in management
of the total capital fund:

Most of the disadvantages of revolv-
ing fund financing reported by associa-
tions could be avoided by leaving the ac-
tual period of revolution to the discre-
tion of the board of directors. Thus, as-
sociations would not be required to re-
volve capital in a year when it was fi-
nancially inadvisable to do so.'

On the other hand, however, an indefi-
nite policy of revolving, subject to re-

H. H. Hulbert, and others, Revolving
fund method of financing farmer coo pera-
lives, USDA, FCS, Gen. Rept. 41, 1958,
p. 60.
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view and delay each year, may encour-
age laxity in management of the firm's
total finances, and can have the effect
of undermining members' confidence
in their cooperatives. Successful oper-
ation of the revolving fund plan must
be based on an adequate understanding
by the members of its operation and
of the financial objectives of the asso-
ciation.

It is conceded that the revolving
fund method is "equitable" and "busi-
nesslike" as a means of raising equity
capital. However, its characteristics
suggest that its use, as a proportion of
total financing, should be limited. A
balanced and flexible financial struc-
ture cannot rely on a fluctuating level
of earnings for all of its foundation
and growth capital.

The major weakness in a policy of
using retained earnings for all perma-
nent facilities and expansion is that
the source cannot be controlled to
match any long-range plan of expendi-
tures. A period of declining or nega-
tive margins is often the time when
additional funds for expansion and
modernization of facilities are most
needed. It is true that during the period
of rapid growth in sales and substan-
tial margins after the war, many co-
operatives used the revolving fund al-

most exclusively and found that it
worked rather well. It supported the
objective that producers and members
who benefit from a cooperative should
provide the bulk of the risk capital re-
quired, and the fund was a relatively
simple and easy way of generating
equity financing. In fact, an important
practical feature of the revolving fund
method has been the ease, simplicity,
and economy of achieving additional
capital. The procedure of simply with-
holding savings or part of net proceeds
at the end of the year and advising



each member of the amount of money
he had "invested" or "loaned" to the
association was easier than actively
seeking new investment from the mem-
bers.

Oregon cooperatives have relied
heavily on the revolving fund. Several
firms have had to increase the length
of the revolving term in the past five
years. Three have revolved nothing
since 1955, two since 1950, and one
since 1936. What began as a method
of accumulating member capital on a
circulating or revolving basis has ap-
parently bogged down. This acts as a
detriment to the overall confidence of
members in their cooperative and will
adversely effect its ability to accumu-
late funds in the future.

Alternatives suggested in this study

consist primarily of increasing the use
of common and/or preferred stock, in
some cases, with some increased use
of borrowed funds. To simply conclude
that more and more common and pre-
ferred stock must be sold may be an
unrealistic solution, since it can be
sold only in an environment of confi-
dence, which many cooperatives find
difficult to establish. However, if mem-
bers were made aware of the need for
invested capital and the benefits which
could accrue to them as owners and pa-
trons of a well-financed cooperative,
they would be more inclined to support
their association with both some in-
vested funds and patronage. In this
respect, member education is a vital
part of any cooperative's overall finan-
cial program.
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