Photo ourtesy of Oklahom

LOCAL EOOD ECONOMICS FACT

~+EVALUATING THE~

FINANCIAL EFﬁ(j

OEuECAL F@G)D 7, |
PROBY Lo

By exploring the flnanual efﬂuency of farms and ranches \Am direct market, we
can better understand what factors could improve their viability and performance.
The goal is to:
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1. Ascertain the average efficiency levels of farm operations that participate in
direct and intermediated markets.

2. Identify the factors that have the greatest influence on the relative efficiency of
farms and ranches that participate in local food systems.

3. Estimate the relationship between marketing strategy and farm profitability and
productivity, with a particular focus on the role of farm size.
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Variable Costs

» The average estimated efficiency of local food producers is 43% implying that,

on average, a farm can increase profit by about 133%" by improving efficiency.

» Farmers could earn higher profits using a different combination of fixed and
variable inputs.

»  Overall, most direct market producers are not producing on the efficiency
frontier and could realize significant improvements in profitability with
changes in their operations.
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The Data and Approach

We use data from the 2013
Phase Ill ARMS, a nationally
representative survey that
targets about 30,000 farms,
providing annual, national-
level data on farm business.
Stochastic profit efficiency
frontier is estimated using
local food producers’ cost and
profit data, where profit is
defined as return on assets.

Return on assets: represents
the total income generated
from the farm divided by
the total assets employed to
generate this income.

Profit efficiency frontier: maps
the combinations of fixed and
variable inputs that are utilized
by the most profitable local
food producers. Producers
located above or below this
frontier could increase profit
(defined as return on assets)

using a different combination

of inputs.

eXtension

Economic Impacts of Local
and Regional Food Systems



Variables with a statistically significant
impact on return on assets (ROA)

Total variable
expense minus labor

Portion of total acres
farmed that are owned

Labor Expense

Size of Impact

Gross cash
farm income
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Key Takeaways:

—

An increase in gross cash
farm income leads to an
increase in ROA

A decrease in total variable
expenses leads to an
increase in ROA

A decrease in portion of total
acres farmed that are owned
leads to an increase in ROA

A decrease in labor expense
leads to an increase in ROA

*Many local food producers could increase
profitability by improving their efficiency such
as changing their relative investment in labor,

production inputs and land.

*Scale has the largest impact on financial
efficiency among direct market producers.

*The choice of market channel was not shown to
have an impact on efficiency.

Data Sources:

Implications for Farm Performance
and Efficiency

»  Gross cash farm income has the largest
impact on financial efficiency, providing
evidence that, all else constant, the
most important factor in the efficiency
of direct market producers is scale.

»  Market channel participation was not
statistically significant; there are many
different choices a producer can make
in terms of where they choose to sell
their product and remain efficient.

» Since different market outlets require
different business strategies, the
differences across channels may
already be accounted for in how
producers manage variable expenses.

»  Fixed expenses were found to be
insignificant; managing variable
expenses, not fixed expenses, is the
key managerial focus for direct market
producers to achieve profit efficiency.

» Land ownership is not a determinant of
efficiency in the direct marketing sector.

»  Results suggest that wealth building
strategies (land ownership and
growth through value appreciation)
may run counter to attaining short-
term profitability and cash returns.
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