Business Principles from the Dairy Farm

by James Landis

“Know well the condition of your flocks, and pay attention to your herds.” — Proverbs 27:23

Write Legibly

The twelve principles | discuss here use illustrations from the dairy farm, but they apply to
many other businesses as well. One of the first principles is that a businessman must know the
cost of producing his basic unit of production. Arriving at that one important figure requires
that he bring together all the records related to his business.

In dairying, the unit of production used is almost always 100 Ibs (cwt.) of milk. So how much
does it cost you to produce 100 Ibs. of milk on your farm? If you don’t know, you should stop
eating until you find out. Every dairy businessman owes it to himself, his family, and his
associates to know this number. Get help if necessary, but don’t put it off. Find that number.

Shoot at the Closest Target

Focus on what it costs you to produce 100 Ibs. of milk and not on the payout price you receive
for your milk. The logic is simple—you can do something about your costs, but you can do very
little about your payout price. Focusing on your payout price is like trying to hit a target 400
yards away with a .22 caliber rifle. It is almost an exercise in futility. Focus instead on the target
set 40 yards away—the target of cost/cwt.

Don’t Throw Away the Key

Some farmers have a tendency of throwing the records in a drawer and ignoring them until tax
time or until they want to apply for a loan. Ignoring the figures or working with stale numbers is
like forgetting where you hid the key to your house. Reliable records and accurate figures allow
the farmer to “get inside” his business. He should spend at least as much time studying the
records each month as it takes him to milk twice-a-day.

Learn to Share

Share the records. For many years | filled out a monthly cash-flow statement for our dairy and
sent it to my father. This practice kept my father interested in the farm, and several times he
offered help in very constructive ways.

Records should be shared (I did not say published) with others —mentors, parents, team
members, bankers, counselors, partners—on a monthly basis. Sharing records on a regular basis
assures that the records will be kept up to date. The end of the year and tax time will not come
as a crisis experience.

Sharing records gives others confidence that the operator knows what he is doing. If signs of
trouble appear, those who have the facts may have suggestions for improvement. Or if they
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have complete confidence in what they see, they will be more inclined to weather the storm
with him.

| once helped a farmer get his records in shape to where | knew the facts. He held nothing back.
The same farmer had church troubles. | visited one of his fellow parishioners and listened to
quite a few charges about the ethical implications of the farmer’s financial condition. Because
the farmer had opened his records to me, | did not hesitate to tell the accuser, “l know the
facts, and what you are telling me is not true.”

Distinguish Between Two Key Aspects of Your Business

When doing cost/cwt. studies, we find it useful to divide cost/cwt figures into two
classes—Operating Cost/Cwt. and Capital Use Cost/Cwt. Think of your farm as two separate
businesses.

The one business owns everything. All expenses associated with ownership (taxes, interest,
principal) are paid by that company. The Ownership Company pays all capital-use costs.

The other company operates the dairy from day to day and pays all the operating expenses
(feed, utilities, repairs, maintenance, labor). This is the Operating Company.

Keep Gas in the Tank

It is the responsibility of the Operating Company to keep gas in the tank of the business. This
company must operate in the black. In a healthy business, the excess of income will be paid out
as rentals to the Ownership Company.

Seldom, if ever, should the Operating Company borrow any money to operate on. Borrowing
money or leaving accounts unpaid in order to operate this company signals that the operation
is going in the hole. The car is running out of gas.

Never Eat Rotten Meat

If the Operating Company cannot pay all its expenses out of its cash flow, no amount of capital
added to the operation will make it a viable business. An immediate change resulting in positive
cash flow must be made. If the hemorrhaging cannot be stanched, the operation is doomed.
The longer the dairy operates the more money it loses. It is time to sell the cows.

Feed the Fat Cat

Now let’s talk about the Ownership Company. What is the capital-use cost/ cwt. of milk
produced on that farm? In other words, what is the return to the owner of the assets? This is
really two related questions. Does the operation have enough capital to operate efficiently,
and/ or is capital badly invested in inefficient buildings or non-productive machinery?

Separating out the Ownership Company’s capital-use costs gives us a chance to examine these
guestions. Too often operators are in a big a hurry to become owners. They should start out
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slowly with only small doses of borrowed money while they accumulate capital, and more
importantly, experience.

Watch for Smoke Signals
| have been involved in more than one case where there has been financial trouble, and it’s not
hard to smell smoke before we even get close to finding the real cost of production/cwt.

One sign is an indifferent attitude toward records. In one case, | had previously discussed the
kind of records we needed and set up an appointment well ahead of my arrival. After a tour of
the dairy and a discussion of a wondrous feed supplement, we finally made it to the house.
“Mom,” the farmer called out, “where’s the checkbook?” Need | say more?

Another sign of financial trouble is when the farmer states that “all records are confidential”
and asks me to promise that | will not share his figures with anyone.

Grow Your Mind

Farmers who are willing to learn from others and test other dairymen’s practices can prosper
while those around them are going broke. | know of one conventional longtime-dairyman with
free-stalls who felt sure grazing would not work. “A neighbor down the road tried grazing and
they heard the cows bawling clear up at our farm.” Why did it not work? The farmer did not
investigate.

Another dairyman made fun of the practices of a neighboring grazier. The object of the
dairyman’s ridicule later told me, “I have enough in my checking account to pay off the $50,000
feed bill he’s behind on.”

What I’'m getting at is that every dairyman should be open to improving his business and
lowering his costs. Operating costs are determined in the operator’s head, not by the climate,
or the barn, or the machinery. Working in the same locale, dairymen will have widely differing
operating costs.

There is no single magic practice that will assure a low cost/cwt. But one thing | have observed
is that the most successful dairymen are usually the most ready to learn from others. They then
adapt good ideas to their own operations.

The caveat here is that some innovative dairymen adopt many practices that do not lower their
cost/cwt. As was said of one such struggling dairyman, “He never saw a new idea he didn’t
like.”

Fly the Plane

While in instrument flight training, my flight instructor purposely had the tower give me a bad
command. Then he scolded me for trying to follow the order. “You are flying the airplane,” he
said. “You are the one who will crash, not the tower.”
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So it is with your dairy. You are the pilot in command. Blaming others if you wreck the plane will
do no good. Are you running your farm, or are regulators and salesmen and bankers and neigh-
bors and professors really running your dairy? Are you willing to accept full responsibility for
the success or failure of your operation?

If you fail to make a profit is it because of low milk prices, high feed prices, drought, a neighbor
suing you, Johnnes disease, or is it your fault? Or don’t you have a clue?

Efficiency and God’s blessing enable you to make a profit. Griping and looking expectantly to
the government for a handout or for regulations that force others to pay a higher price for your
product, does not. Profit is your reward. Profit enables you to live, and to be generous in your
dealings, and to lower the cost of living for those who consume your product.

Make your dairy an efficient and pleasing place of plenty that rewards you with a profit. Design
it that way. Plan it that way.

Live by the Book

What a marvelous business to be in! Every day should be a work in sync with God and his
wonderful creation. What a great opportunity to work closely with living things and to nurture
life under your care.

Do you enjoy your way of life and revel in the opportunity you have to be a steward of God’s
handiwork? Your attitude toward life and those around you will show in your farm --how you
care for your land, buildings, and livestock; how you get along with your neighbors; and
whether or not you make a profit.

Always remember that the farm is the means to an end, not the end in itself. If the farm
demands all your time and consumes your family, you must change something, or get shut of it.
You must keep clearly focused on the eternal purpose of the business—pleasing God.

Staying focused on why you are in this business is the soundest business principle of all.
Everything you do should be affected by this one thing.

Factor in the Prime Number

The very first principle we studied was the principle of writing legibly, that is, keeping careful
records in order to determine the cost of producing your basic unit of production (usually 100
Ibs.. of milk in the dairy business). The cost of producing 100 Ibs. of milk is the ultimate measure
of your farm’s efficiency and productivity. This is your prime number, and when properly
calculated, it will not lie. Even if you do not get the technique exactly right, using the same
calculations each month will give you a good indication of which direction your financial go-cart
is moving and at what speed.

You must factor this number into all potential changes you make concerning your business. This
is paramount and leads to the next principle.
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Hunt for the Big Buck

Hunting for a way to lower your cost/100 lbs. of milk means that you must be open to change.
Change here means that we are prepared to adopt new practices or ideas if our research shows
that they will lower the cost/100 Ibs. of milk on our farms. This is where the big bucks are, but
remember that change for change’s sake improves nothing. Sometimes, as in intensively man-
aged grazing, we are simply returning to methods used by our forefathers, but applying new
tools (high tensile fence and power fencers).

Work for Bread Today, Not Candy Tomorrow

We must continue to make a profit as we make positive changes. Some farmers spend large
sums of money on the very best genetics in their breeding program. They must wait 3-4 years
for the anticipated return from improved production. In the meantime, they have incurred
future costs much greater than the original one-time semen straw. The cow may not conceive.
A number of the offspring will be bulls. Some of the heifer calves will never make it to the
milking string. So, the real cost of buying the popular genetics rises; and, with no immediate
return, even the real productive value often does little to actually reduce the cost of producing
a cwt. of milk on your farm. Current profit is always better than future prospects.

This same hard-nosed principle applies to feed purchases, mineral supplements, milking
equipment, and every other aspect of your dairy. If you can’t see that the product lowers your
near-term cost of production, don’t buy it.

Always Keep Bread on the Table

When we considered changing to more of a grazing-style operation, one partner said, “All right,
let’s tear down the silos.” My response was that the silos were paid for. Another partner sug-
gested, “If we're going to switch to grazing, let’s do it right—let’s replace these Holsteins with
Jerseys.”

We did not make such radical changes. Our Holsteins continued to make money, and some of
them learned to graze. Today, through low-cost genetics we have downsized the entire herd
into a mixed-breed herd that grazes well, and we stored thousands of tons of silage in those
upright silos before we abandoned them.

The important point is that we continued to make money with each adaptation as we moved
toward our hybrid grazing system. Furthermore, many of the changes were relatively
inexpensive to implement and could be paid for out of cash flow.

Keep it Simple
Another principle in lowering cost/100 Ibs. of milk is to implement a simple system that can
work without a lot of stress.

Forget the individual cow. Handle the mob. Go to a fast milking system in a “shed” rather than

take-offs in a “parlor.” Too much machinery and technology can raises costs and be needlessly
complicated.
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New Zealand milk-sheds are consistently simple affairs, usually without automatic wash
systems or automatic take-offs. But the milk harvested per man-hour is seldom matched by the
most technologically advanced systems. Why pay twice as much to milk half as fast? Keep it
simple.

Think Efficient, Not Big

“Big” and “efficient” are two very different words. Too many dairymen have the mistaken
notion that the big “industrial dairies” are putting the little guys out of business. It’s just not
true. The least efficient producers, whether big or small, are the ones who will not survive the
hard times.

A small producer can be very efficient. He can grow all his own feed, control all his labor force,
have little machinery and have only a small investment in buildings. A small producer can make
a profit every year.

Most dairies decline in efficiency as their operation grows in size. The cost to produce a 100 Ibs.
of milk goes up, not down. The result is a lower profit margin per 100 Ibs. of milk spread out
over a greater volume.

This inverse relationship between size and efficiency is the reason that a small farmer who does
not regularly make a small profit should never attempt a major size increase in his operation. It
is almost certain that such an expansion will result in a disaster.

Imitate the Tortoise, Not the Hare
A steady earning of small sums is better than a risky, rapid, take-all or lose-all, approach.

Several things mark an operation as financially sound: debt is serviced from productive income,
debt is not serviced by increased borrowing based on rising farm values, margin is adequate to
cover normal setbacks, margin allows for frugal living expenses.

Don’t Shop ‘til you Drop
It’s easy to spend money, but will the spending lower your cost/100 Ibs. of milk?

For instance, the old loader tractor suffers many breakdowns and creates much aggravation.
But the question is, will a new loader tractor lower the cost/100 Ibs. of milk on your dairy?

When faced with such a decision, one must think of alternatives. Could the farm be reorganized
to eliminate the use of the loader tractor? Could the old tractor be repaired and run well
enough to get by for another year or two? Can a few operations be hired out to minimize the
need for the tractor?

Four-wheelers, pickups, buildings, feed, cattle—every purchase should face these tough
guestions. All buying decisions should be based on whether or not the product or service will
lower the cost/100 Ibs. of milk.
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Pay Attention to the Danger Signs!
Debt is like machinery. Used carefully it can multiply power; used carelessly or without
understanding it can kill or maim.

Aim to pay debt off out of productive income. You don’t want to have to sell out to pay off your
debt. Never be comfortable with debt. At best, it's a community of leeches. At worst, it's swim-
ming with crocodiles.

Make sure that debt is your servant and not your master.

Step on the Scales

Finding the actual cost/100 Ibs. of milk for your farm is not as simple as rushing to the barn with
a calculator and dividing the pounds of milk in the tank by the amount of feed used for that
day. Neither can it be calculated by how much cash is left over, or short, after the bills are paid.

To get an accurate idea of what it costs you to produce 100 Ibs. of milk on your farm, you must
have records showing income and expenses for a period of one year and a physical inventory
taken at the beginning and end of the period. The change in inventory values must be used in
figuring your cost (accrual accounting) because inventory changes during the year mask the
gain or loss that occurs there.

To get started you can use some estimates, but the better your numbers, the more meaningful
the cost figures will be.

The Operating Cost/100 lbs. of milk is the crucial figure in this system. If the operating cost is
too high, the farm is doomed unless immediate changes can be made to lower the Operating
Cost/100 lbs. of milk. The longer a farmer with a high operating cost/100 lbs. of milk stays in

business, the farther in the hole he goes.

Conversely, lowering the Operating Cost/100 Ibs. of milk almost always increases the
profitability of the operation. If the milk payout price is low, the farmer can survive and maybe
even make a small profit. When the payout price goes up, the profit margin increases. There-
fore, lowering the Operating Cost/100 Ibs. of milk should be a constant goal.

How to Find Operating Cost/100 Ibs. of milk

1. Determine your Operating Inventory. To do this you must take a physical inventory at
the beginning and end of a one-year period. This includes grain in the bin, silage in the
silos, hay in the mow, cow numbers, money in the checkbook, supplies on hand, bills
owing on items included in inventory, milk produced but not yet paid for, growing crops
in the field. When calculating the value of these items, use the same modest value (per
ton or per cow) at the beginning and end of the year. It is the change in number and
amount of these items that interests us. For instance, if a silo is half full at the beginning
of the year and empty at the end of the year, there has been a decrease in value of the
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stored feed. If the silo is half full at the beginning of the year and full at the end of the
year, there has been an increase in value. The same is true for cattle numbers. We want
to adjust the cash costs to reflect this inventory change.

2. Now find your Gross Operating Expenses for the year. Add together all the operating
costs for the year—feed, fertilizer, supplies, breeding, vet & medicine, utilities,
maintenance & repairs, fuel, seed & chemicals, living expenses or cash paid out as
salary, all labor expenses, custom hire, freight and hauling, cattle purchases, and
miscellaneous expenses. (Note: DO NOT INCLUDE INTEREST OR PRINCIPAL PAYMENTS
OR PROPERTY TAXES).

3. Next you want to find your Net Operating Expense for the year. Subtract from your
Gross Operating Expense all sources of cash income during the year (cattle sales, crop
sales, refunds, government payments, machine work). Now adjust your expenses for the
change in your Operating Inventory. This is known as accrual accounting. If your
Operating Inventory increased during the year, subtract the amount from your Gross
Operating Expense. If your Operating Inventory decreased during the year, add the
amount to your Gross Operating Expense. The result is the Net Operating Expense for
your dairy.

4. Now take the number of 100 Ibs. of milk sold during the year. Pay no attention to DHIA
or other calculated figures. Divide your Net Operating Expense by the number of 100
Ibs. of milk sold. This is the Operating Cost/100 Ibs. of milk for your farm.

How to Find Capital Use Cost/100 Ibs. of milk

1. Take aninventory at the end of the period of all the capital items involved in your dairy.
This includes feed, fertilizer, supplies on hand, cattle, machinery, buildings and land
owned (not rented), all machinery—everything of value.

2. Place an appraised value on each item at estimated sale value at the end of the period
(not book value). Add up the estimated sale value of all the capital used in your dairy.
Multiply it by the current interest rate of what it would cost you to borrow the money.

3. Add to the #2 figure all property taxes on owned land, buildings, machinery, vehicles,
cattle, etc.

4. Add rental payments on rented land, buildings, machinery, or cattle that are not already
included as an operating expense. (Hopefully, there will not be any leased cattle on the
farm. Cattle are the very best investment on any dairy farm and you should own them if
you have to lease everything else.)
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5. Divide the total of #2 through #4 by the number of 100 Ibs. of milk sold on your farm.
This is your Capital Use Cost/100 Ibs. of milk.

How to Find Production Cost/100 Ibs. of milk

Add the Operating Cost/100 lbs. of milk and the Capital Use Cost/100 Ibs. of milk. The
combined figure tells you your Production Cost/100 Ibs. of milk. How does your
Production Cost/100 Ibs. of milk compare to your milk payout price for the year? This
figure tells you the health of your business in one number.

James G. Landis has been involved in dairy farming, business, education, and church work all his life. James
and his wife, Doris, presently spend much time researching, teaching, traveling, and writing as well as serving
in an advisory capacity to seven children and 38 grandchildren. They presently reside in the farming
community at Waynesboro, Georgia and attend the Burkeland Mennonite Church. James has written articles,
stories, and five published books that range across a wide range of subjects: Anabaptist and Native American

history, living our faith, farming, economics, and human interest tales. For more information on his books,
visit his website at www.conquestpublishing.com .
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