
Step ?-Deueloping and Testing Transitional Plans

Q:What steps are needed to
irnplernent tb e fe asible alterna,tiue ?

ii an opportunit))
transform your

9ustness. tn$
t explicitty specifJ) wbar

wben eacb action

farm) will occur. The description builds on the
information assembled in previous steps and
could include answers to some of the following
questions:
. \Xlhat needs to be changed?
. Why does that need to be changed?
. Vhen does the change need to occur?
. lWhat resources are needed to accomplish the

change?
. Vhat risks are associated with making the

change (analysis ofrisk is described in Step 8)?
r \X/ill the change generate the necessary

profit/rerurn?
. How will the change impact the farm,s cash

flow?
. How will the change impact the match be-

tween resource avatJabltty and needs?
. \fill the change fulfill the owners, goals for

maklng the change [compare the results of
the change to the description of the prob-
lem/shortcoming of the current business (be-
girining of Step 6)J?
Most of these questions should be familiar

because they are similar to the criteria suggested
in the preceding two steps.

lmportance of
Transitional Plans

Transitional planning is important because
farmers operate with a large proportion of fixed
assets that are difficult to acquire and dispose of.
Moreoveq many assets are linked together. For
example, row crop. farmers usually have
planters, cultivators and harvesting equipment of

similar width, or least a multiple thereof. In such
a situation, a question the farmer may ask is
whether to replace each asset individually over
several years or replace the entire set at once. A
partial budget and time value of money anaiyses
can assist with this decision.

Similar to the long-run planning step, the
process of short-run planning begins with se-
lecting a set of enterprises on the basis of net
economic income. Once the set of short-run en-
terprises is defined, the business owners can de-
velop functional plans for production, marketing,
financing, labor, capitalinvestments, and ttx and,
estate management.

A complete set of projected financial state-
ments including cash flow, net income andbal-
ance sheet statements should be developed.
These plans can then be shared with interested
pafiies (such as lenders, landowners, or in-
vestors) to inform them of the plan. Thatway,
they can be prepared for fluctuations in cash
flow that may accompany the transition. More-
over, major investrnent requests will not be a sur-
prise.

Questions to Consider
To succeed in your planning effort it is im-

perative that you think about and consider a
wide range of issues. To aid you in this process
the following list of questions is provided as a
guide to help evaluate your proposed actions.
You need only consider the questions/issues that
are relevant to your transitional plan.

Generally desoibe the transition or steps nec-

resources required to ac-
reed to be identified and

The uarious com-
io be tested to ensure

results occur.

The objective of this step is to prepare a tran-
sitional action plan, implementing the changes
you envision for your farm. Identifizing which
resources will be needed and when they will be
needed are critical components of this plan. Es-
tablishing a time frame for accomplishing the
changes, and an understanding of the financial
impact is required. Thus, the decision criteria
(profiability, cash flow, goal fulfillment, etc,) rhat
you used in previous steps to determine the fea-
sibility of initiating this change shouid be tracked
to help stay on course. Also, a review of the
farm's individuai functional plans should be part
of this step.

In practice transitional planning involves de-
veloping a series of successive short-run plans
for several years. Alternatively, some may pre-
pare shofi-run pians only for the years when
major changes are expected in their operation.
Regardless of approach. an imponant compo-
nent in transitiona.l planning is to outline, in suf-
ficient detail, how, when, where, and why
changes h the cunent farm business (or baseline
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essary to implement the aitemative:
. \(hat is the goai of this transitional plan, and

how will the success of this transition be

measured?
. 'W'hat 

resources are needed to implement the

altemaiive?
. What resources does the business cunently

have?
o \Vhat resources is the business missing (con-

sider both tangible and intangible resources)?

. \X/hen will the missing resources be

needed?
r How will these resources be acquired?

o How wili the acquisition be financed?

. 'What 
resources will the business no

longer need?
. 'When 

will the resources no longer be

needed?
. How will those resources be disposed of

(including putting them to another use if

that is more profitable than disposing of

them)?
. How will the revenue from the disposed

assets be used?
. Does the business have the cash to imple-

ment the transition (as revealed by a whole-

farm cash flow budget)?
. Is the transitional plan profitable (a partial

budget analysis that considers the time value

of money, for examPle)?
. How.do these transitional steps align with the

owners' skills/interests / goals?
o 'Sflhat 

might go wrong with this transitional

plan (refer to Step 8)r
. \X/hat are the advantages of this transitional
' plan cornpared to other transitional plans?

. \(hat was assumed in deciding that this tran-

sitional plan would implement the alterna-

tive?
If *ris alternative changes the ownership of

farm assets:
. 'When will ownership of the farm assets

change?
. How wili ownership of the farm assets

change?
. How will this change in asset ownership be

financed?
. .!(hat 

are the risks associated with changing

ownership of the assets?
. Are there tax considerations in changing the

ownership of the assets?

If the answers to these questions indicate that

the transitional plan could be implemented, you

should be ready to move your planning process
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to Step 8 (constrarnts, contingency plans, and

risk management). tf the transitional plan is not

yet ready to be implemented, you may want to

review a-nd update some or all of Steps 6 and7.

FUNCTIONAT PTANS
A comprehensive transition plan should ad-

dress issues for specific activities or functions.

Some of the plans for functional activities may

be enterprise specific, such as production and

marketlng plans. Other functional plans may

apply to the whble farm, such as income tax

management. You will need to decide whether

the functional plan encompasses the whole farm

or only parts of ihe operation. Collectively, the

functional plans could be considered an overall

implementation strategy or ffansitional plan de-

scribing how, when, and where the objectives

and goals will be accomplished for each func-

tion as well as for the entire business.

The information compiled in these functional

plans has several uses. One, the information can

be used in developing budgets. For example' the

production plan should provide details about the

type, quantity, and timing for inputs. This infor-

mation can then be used in the development of

enterprise budgets and the whole-farm cash flow

budget. Two, the information can be used in as-

sessing whether there are adequate resources to

operate the business. For exampie' the labor

management plan should provide an indication

as to whether there will be sufficient workers

avalable tluoughout the year. Ttree, the plans

should indicate how resources will be managed.

Examples would include the labor management

plan and the capital budget. They should reveal

how employees wilI be directed or when capi-

ta1 assets will be acquired.

The challenging pafi is coordinating the var-

ious activities of the different functions. The

size, complexity, and inter-related activities of

the farm impact the coordination task. The fol-

lowng sections suggest ideas you may want to

consider as you prepare functional plans.

Production Plan
A production plan is an oppoftunity to spec-

ily the production practices for crops (such as

no-ti1l, minimum-till, organic, or conventional)

and/or for livestock (such as cow-calf, feeder,

daty, orlayers). Attention to labor requirements

and crop or gazrng rotation requirements could

be critical for the enterprise' Even if it does not

appear to be critical at this point, it could be-

come critical as the whole farm plan is put to-

gether. For exampie, raising sugar beets requires

a three yeat totatiofi whereas winter wheat re-

quires the crop be planted in the fall. Therefore,

winter wheat may not be able to follow sugar

beets every year, especially during late harvest

seasons for sugar beets.

The expected yields for the enterprise can be

taken fiom Step 3, but you may want to specfi

a range of yields. Step 9 addresses specifying

benchmaiks (or milestones) for the farm busi-

ness. If the expected yields for the first year arc

used in the analysis, the long-run profitability

could be understated. If the expected yields for

the later yearc are used, ihe short-run profiabil

ity could be overstated and there are flo grarafl-

tees that the long-run expected yields can be

achieved. In addition, the range of expected

yields can be considered during Step 8 in testing

the sensitivity of profitabilrty to changes in yields.

Marketing Plan
In the marketing category,you should identifi'

the consumer of the output of the enterprise. This

allows you to adjust your production practices to

better match the market. The availability of mar-

kets is an important factor for some commodities

because you could have a product that cannot

be sold. Assessing the availabiliiy of markets

could be important, depending on the commod-

rty, and can be tested as price variation as part of

Step 8.

Financing Plan
A financing plan addresses who to borrow

from (lending institr-rtions, suppliers, relatives),

when to borrow, when to pay back (fall, winteq

spring, monthly), how long the repayment pe-

riod should extend (e.g., six months, one yea\

five years, thuty years), and which aspects of the

farm wil1 be financed with bonowed capital (op-

erating, equipment purchases, land purchases).

Capital Budgeting Plan
Managing the capital assets on the farm is

often refered to as capital budgeting. To prepare

this pian you need to consider queslions such as:

what assets will be acquired; when will they be

acquired; whether they will be purchased or

leased; and if purchased, what will be the likely

source of cash for completing the purchase. Like-

wise, a capial budgeting plan may address when

assets will be disposed of, and whether they will

be sold to a co-owner of the business.



Labor Management Plan
A labor management plan'may address fam-

ily workers, employees or both. Issues might in-
clude defining tasks and jobs; assigning
responsibilities and tasks; devising a communi-
cation system; designing a procedure for per-
formance evaluations; determining form and
amount of compensation; assessing need for ad-
ditional laborers; and, recruiting, trainiog, and
superuising employees.

Risk Management Plan
This functional area primarily addresses how

risk exposure will be managed. Most farmers do
not want to eliminate risk exposure because that
also eliminates most oppoltunities for earring a
profit. But you will want to manage your risk ex-
posure through diversification, insurance, or en-
rolling in government farm programs. Part of this
functional plan has been addressed in earlier
steps when you identified risks your operation is
exposed to. The issue of risk management also
is addressed in more detail in Step B.

Income and Self-Employment
Tax Management Plan

Tax management should identify tactics to
follow to assure that a reasonable level of in-
come and self-employment tax is paid by the
owners. The goal should not be to eliminate
these taxes, but to maximize afterlax income.

Plan to Transfer Ownership
of Assets and Business

Acquiring a business also means that some-
day ownership will be relinquished. For most

family businesses, one person's sale or disposal
is another person's opportunity to acquire.
Therefore, this functional plan will likely address
when does someone else become a co-owner
of the business, when will ownership of assets
transfer to someone else, does an arLrficlal entity
hold ownership of assets so only ownership of
the business needs to change over time. This is
a complex area that often has ramifications
throughout the business and famrly. Professional
counsel is highly recommended in the develop-
ment of this plan. '

FINANCIAL EVAIUATION
For all changes to the farm, ihe most critical

evaluation is the linancial impact, because if the
farm is not financially viable all other considera-
tions are eventually not possible. The following
paragraphs provide some suggested financial
tools that you should consider when preparing
transitional plans to help make informed deci-
sions and provide assistance in staying on track
to accomplish the intended result.

Cash Flow Analysis
As discussed in Step 1, a cash flow statement

repofts the sources and uses of the farm's cash
resources. Such statements not only show the
change in the farm's cash resources throughout
the year, but also when the cash was received or
spent. An understanding of the timing of cash
receipts and expenditures is critical in transition
planning.

Because cash flow analysis is only concerned
with covering cash expenses, it is important to
remember long-term survivability depends on

covering important'non-cash needs. For exam-
ple, machinery depreciation and unpaid farm
management and labor are two critical non-cash
expenses. The farm operation that does not
gefierate sufficient cash to cover depreciation,
and the farmer, who provides his management
and labor for free, is on a dangerous downhill
slide.

Partial Budgeting
Partial budgets are used to estimate the

change tliat will occur in profit or loss from some
change in the farm by considering only those
items of income and expense that change. Par-
tial budgets do not calculate the total income an{
expense of the fwo alternatives, but only in-
volves those items of income and expense that
change to estimate the difference in profit or loss
expected from the change.

Partiai budgeting is especially useful in ana-
lyzing relative minor changes in the farm busi-
ness such as hiring a custom operator as
opposed to purchasing a piece of equipment, or
ushg a marketing hedge as opposed to selling at
haruest. This tool is relatively easy to use be-
cause it ignores all income and expenses that re-
main constant.

The general format for a pafiia\ budget is pre-
sented in an accompanying table. To interpret
the headings corectly, the farmer must select
one practice as the base plan, and the other as
the alternative. If the positive impact of the a1-
ternative is greater than the negative impact of
the alternative, the change should be imple-
mented.

Positive impact. This section of the budget



recognizes that both increased income and de-

creased expenses are positive impacts. First, list

all items of income from the alternate plan that

will not be received from the base plan in the

section titled additional income. In the reduced

expenses section,list the items of expense for

the base plan that wouid be avoided with the al-

ternate plan. The toml of these tlvo categories is

the positive impact of engaging in the altemate,

rather than the base scenario.

Negative impact. This section is the oppo-

site of the positive side of the budget. Inthe re-

duced income section, list the items of income

from the base plan that will not be received

from the alternate plan compared to the base

pian. In rhe add.itional expenses section list the

items of expense from the aliernate plan that

would not have been incured with the base

plan. The total of these two categories is the

total negative impact of engaging in the alter-

nate activity, rather than the base p1an.

Because the total farm business is a combi-

nation ofseveral activities or enterprises thatare

inter-related and generally complement one an-

other, accounting for those interrelationships is

important. Budget analysis is one impofiant

tool that can be used in this assessment process.

Using the Information from
Financial Statements

A word of caution: the need for accurate

record-keeping is critlcal because decisions are

no better than the information they are based

on. Financiai measules derived from incom-

plete or inaccurate information are typically

misleading and can lead to bad business deci-

sions. The value of accurate outlook informa-

tion was discussed in detail in Step 3. As you

implement your transitional plan it is impera-

tive that you continue to evaluate the informa-

tion and assumptions upon which your

financial analysis is based.

Several types of financial analysis are appro-

priate. At a minimum, you should evaluate your

performance over time. Comparing financial

documents from past years is useful because

they reveal trends or patterns. Comparing cur-

rent statements to past statements reveal what

has been happening to the farm business' fi-

nancial situation. The balance sheets show

changes in owner's equify and risk exposure
(whether they have been increasing, decreasing,

or remaining the same); the income statements

reveal trends in profit; the cash flow statements

can help you understand the timing of cash

avatlability and needs. The information from

these three financial statements also can be used

to prepare additional financial measures that re-

veal the strengths and weaknesses of the farm.

These additional financial measures (discussed

in greater detail in Step 9t can be used to make

several comparisons and help you understand

how and why the actual olltcome of the farm

differs from what you had expected.

Conclusion
The emphasis on this step is determining the

intermediate steps to change yollr cuffent farm
(as described in Step 1) into the targeted alter-

nat:e farm (as described in Step 6). This step

relies on methodologies described in previous

steps (primarily Steps 5 and6). The emphasis is

on using functional plans to prepare a transi-

tional plan, outlining the sequence of changes

necessary to implement the alternative farm.

Positive lmpact Negative lmpact

1A. Additional Income
(List the items of income from the alternative
plan that would not be received with the base plan.)

a

a

b 18. Reduced lncome
(List the items of income for the base plan that will

not be received from the alternative plan.)

a

a

2A. Reduced expenses
(List the items of expense for the base plan that will

be avoided with the alternative plan.)

a

a

a

$ 28. Additional Expenses
(List the items of expense for the alternative plan

that are not required with the base plan.)

a

a

3A. Subtotal (1A + 2A) 38. Subtotal (1 B + 28)

Difference (3A - 38)
(A positive difference indicates that the net income from the alternative plan
exceeds the net income of the base plan by this amount.)

$

32 National Crop Insurance Services


