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Agricultural Lending – Self Study Guide for Loan Officers

LESSON FIVE

Loan Appraisal

Objective: to look in detail at the analysis of repayment capacity and how to appraise 
information collected about an applicant's character, capital and collateral position.  The process of 
cash flow and balance sheet analysis is examined and key interpretation ratios are introduced.

As already explained in lesson 4, the key elements of loan appraisal are an assessment of the 
applicant's:

 repayment capacity, which can be done through cash flow analysis,

 character or personal creditworthiness,

 capital and collateral, which can be determined through a balance sheet.

1. CASH FLOW ANALYSIS

All the income and expenditure information that has been collected during the field trip is now 
consolidated in a cash flow projection.  The exact period of the projection depends on the envisaged 
loan term.  In agricultural households, one year projections are common because they encompass the 
majority of crop growing seasons.  Loan projections beyond 12 months are very uncertain so it is 
recommended that cash-flow projections are renewed annually for medium and long-term loans.

A typical layout for a cash flow projection can be found on the next page.  The instructions are quite 
simple – you have to write down all the money coming in each month and all the money going out and 
find the difference between them.  This gives the monthly balance or net cash flow. It may be positive 
or negative.  Positive balances can be regarded as net income or surpluses which can be saved provided 
all the household expenses have been taken into account in the plan.  Cumulative net income is 
cumulative savings from which loan repayments can be made.

Information can be grouped together by economic activity, e.g. crop type or product categories, e.g. 
fertilisers, pesticides, machinery costs.  All the facts that were assembled regarding weather impacts, 
price trends, market conditions, management capacity, risk reduction, etc. should be taken into 
account when deciding on what figures to put in the cash flow budget.  As a general rule it is best to be 
conservative with estimates especially for new or expanded enterprises.

Remember the quality of your loan portfolio and the health of your financial institution are going to 
depend on the quality of your cash-flow projections and your assessment of each applicant's repayment 
capacity.  You need sound data from the field, good judgement and accurate arithmetic.  You will need 
a calculator and should work in pencil until you have got it right, unless of course you have a 
computerised spreadsheet to help you.  

A cash flow can be prepared first without including any loan assumption or the proposed amount can be 
included from the beginning.  
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Name: CASH FLOW PROJECTION Year:

MONEY COMING IN Month: Month: Month: Month: Month: Month: Month: Month: Month: Month: Month: Month:

Sales of:

Wages
Remittances
Loans (e.g. from AGLEND)
Other sources:
TOTAL  (A)
MONEY GOING OUT
Farm / business inputs:

Capital equipment:

Household expenses
Other expenses
Existing debt repayments
TOTAL  (B)
MONTHLY NET CASH FLOW (A – B)
CUMULATIVE NET CASH FLOW
Section for Loan Officer use

Loan repayment plan

Revised MONTHLY NET CASH FLOW

Revised CUMULATIVE NET CASH FLOW
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Once a cash-flow projection has been prepared for all the economic activities of all household 
members, and all the family expenditure has been incorporated, it needs to be assessed in relation 
to the loan proposal.  The most commonly used indicators for doing this are:

 the accumulated repayment capacity; and

 net cash flow after loan repayment or "free net cash flow"

i. The accumulated repayment capacity indicator is calculated as follows:

MONEY COMING IN Month: Month: Month: Month: Month: Month: Month:

Sales of:

Wages
Remittances
Loans (e.g. from AGLEND)
Other sources:
TOTAL  (A)
MONEY GOING OUT
Farm / business inputs:

Capital equipment:

Household expenses
Other expenses
Existing debt repayments
TOTAL  (B)
MONTHLY NET CASH FLOW (A – B)

CUMULATIVE NET CASH FLOW C
Section for Loan Officer use

Loan repayment plan D

Revised MONTHLY NCF

Revised CUMULATIVE NCF

Cumulative Net Cash Flow over Loan Period (C)

Total Loan Repayment plus Interest (D)

In other words, this indicator is calculated by adding up all the monthly balances during the 
envisaged loan term and comparing this figure to the total amount to be repaid (including both 
principal and interest).  Since the cumulative net cash flow needs to be higher than the total 
repayment obligation which the applicant would have towards the lender, this indicator must be 
above 1.

> 2
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Since it is advisable to have a substantial security cushion for unforeseen events, it is recommended 
that the ratio should be at least 2:1.  Needless to say, the higher the benchmark is set for this ratio, 
the more conservative is the lender’s risk-taking approach.

AGLEND applies an accumulated repayment capacity indicator of 2, which means 
that the borrower would be able to pay back twice the loan amount (plus interest) 
with the accumulated cash flow generated during the loan period.

Let us look at how the Crespo family would perform in terms of this indicator in 
relation to a loan of $1,000 repayable at the end of one year.

Crespo Loan Application Net Cash Flow before Loan
Repayment  ($)

$ First Quarter 600 

Loan amount 1,000 Second Quarter 1,050 

Interest charged at Third Quarter 600 

2% flat per month 240 Fourth Quarter 550 

TOTAL 1,240 TOTAL for 12 
months

2,800 

Accumulated Repayment Capacity = $2,800 / $1,240 USD = 2.26

Clearly, the Crespo family net cash flow would allow them to repay the required loan amount of 
$1,000 plus interest more than 2 times.  The figure is 0.26 points higher than the required 
benchmark of 2.  These ratios may also be expressed as percentages, e.g. the benchmark is 200% 
and the Crespo accumulated repayment capacity is 226%.

As you can see, the accumulated repayment capacity is a very simple and straightforward indicator 
which can be calculated quickly once a cash flow has been prepared. However, it has one major 
shortcoming: it does not show whether the applicant will be able to cover every individual 
repayment instalment.  

Due to seasonal variations in agricultural activity, the net cash flow of a farm household generally 
varies from month to month.  Between planting and harvest periods there is always a period of 
reduced cash availability that has to be bridged by the applicant.  Loan repayments, if required by 
the lender during this period, may not be at the top of the borrower’s priority list for using scarce 
cash.  AGLEND's current loan product has to be repaid in equal monthly instalments.  Consequently, 
their clients have to ensure that each month’s net cash flow is sufficiently high to cover the 
monthly repayment of capital and interest.

This where the second indicator: net cash flow after loan repayment can be useful.  It can be 
calculated monthly or at the end of the loan period if repayment is due in one final lump sum.  

MONTHLY NET CASH FLOW (A – B)

CUMULATIVE NET CASH FLOW
Section for Loan Officer use

Loan repayment plan X X X X X Y

Revised MONTHLY NCF
Revised CUMULATIVE NCF

Monthly calculation  = One repayment calculation  =
X Y

    X represents monthly repayment instalments and Y represents payment in a lump sum.
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A "free net cash flow" indicator must be positive.  A figure greater than 0.5 indicates that after all 
consumption, economic activity-related expenses and loan repayments have been met, the 
applicant would still have money left that is equal to more than 50% of the loan instalment 
(including interest payments). The existence of such a security cushion over the entire loan term 
provides the borrower with resources to cover unforeseen expenditures, expenditures that are 
higher than initially planned or decreased income.  The assumption is that the existence of a 
security cushion will consistently decrease loan default risk.

AGLEND require the "free net cash flow" ratio to be above 0.5.

Let us turn again to the Crespo family.  Will they have sufficient free net cash flow 
after loan repayment to pass this hurdle in AGLEND’s loan assessment?  Here is a 
summary of figures from their cash flow projection.

Months Monthly Net 
Cash Flow 

(A)

AGLEND Loan 
Repayment 
Instalments

(B)

Net Cash Flow 
after 

Repayment 

A-B=C

Free Net
Cash Flow

C / B

1 165 103.33 61.67 0.59

2 220 103.33 116.67 1.12

3 215 103.33 111.67 1.08

4 200 103.33 96.67 0.93

5 250 103.33 146.67 1.41

6 600 103.33 496.67 4.80

7 200 103.33 96.67 0.93

8 185 103.33 81.67 0.79

9 215 103.33 111.67 1.08

10 160 103.33 56.67 0.54

11 190 103.33 86.67 0.83

12 200 103.33 96.67 0.93

You can see that in every month the free net cash flow is always greater than 0.5 or 50% of the 
monthly repayment instalment.  It suggests that the Crespo family have sufficient reserves to cope 
with unexpected events.

However, accumulated repayment capacity is more important than monthly free net cash flow. As 
many farm households have a highly variable income and expense structure, loan products which 
require equal repayment instalments are not really appropriate.  Ideally, a more flexible repayment
schedule is required.  A number of variations are possible:  

 Monthly interest payments combined with lump-sum repayment of the capital at the end;
 Various irregular payments of interest and capital; 
 The entire loan amount plus interest paid at loan maturity.

In these instances the monthly free net cash-flow will not be of much help.  However, the 
accumulated repayment capacity ratio will be very critical to decide whether a loan should be 
approved or not.  In addition, the free net cash-flow must be positive in all those months where 
payments are planned.  
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Sensitivity analysis  

In order to find out how a cash flow might be affected by adverse factors, the loan assessment may 
include a sensitivity analysis.  The objective is to know whether adverse circumstances would 
undermine the repayment capacity to such a degree that the loan repayment will be at risk. 

Factors to be considered in the sensitivity analysis of cash-flow projections could include:

 Reduced yields due to bad weather conditions, diseases or pests;

 Delays in payments, e.g. delays in payments for crops after harvest;

 Lower than expected sale prices;

 Higher input costs;

 Additional labour costs, e.g. replacing a sick family member with hired labour.

The cash flow indicators should be carefully assessed regarding their sensitivity to possible changes.  
In this way, a specific risk profile for the individual loan can be constructed.  Financial institutions 
need clear policies which state what level of tolerance in relation to cash flow indicators is 
acceptable.  For example, it could be stated that the monthly free net cash flow should not fall 
below zero more than three times within a year for even worst case scenarios.

It is important not to take too simplistic an approach to sensitivity analysis, by just recalculating 
numbers in a mechanical fashion.  We learned earlier how farmers use different risk mitigation 
techniques to keep their vulnerability to risks at a reasonable level.  When analysing a cash-flow, 
these risk mitigating techniques must be taken into account as part of the risk profile of a farm 
household.  Here are some examples:

 Diversification of income sources. Prudent farmers tackle income insecurity by diversifying 
income sources.  Potential losses in one agricultural activity may be off set by other 
agricultural or non-agricultural income-generating activities.

Many farmers have off-farm activities, such as wage-based seasonal labour at other farms, work 
for large agri-business enterprises or the production of handicrafts.  Family members may carry 
out exclusively non-agricultural activities, such as running a small grocery shop or working in 
the nearby town for a wage.  Relatives may also regularly send payments from distant places, 
or even from abroad.

Many farmers try to quickly diversify their sources of income under a crisis scenario, 
particularly by selling their labour to others.

 Liquidation of assets. The majority of farmers have savings in-kind.  One of the most popular 
forms of saving is buying livestock.  So confronted with an emergency, many farmers sell a pig 
or a goat to obtain funds.

 Family safety networks.  In many countries, informal safety networks exist within extended 
families or clans.  If one person has a problem, family support is mobilised.  In many cases
however, this support structure is not without cost.  Farm households must constantly 
contribute to maintain it.  When festivities take place, cash contributions from all invitees are 
expected.  

In the Andean region, it is very popular to borrow money at 0% interest rate from family 
members and repayment conditions are very lax.  However, if a person has lent to others, he 
obtains the right to gain immediate access to money when he needs it.  Understanding how 
these informal networks work is helpful in determining whether a borrower is likely to be able 
to mobilise money at short notice from within his extended family to repay.
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1. Let’s assume that the trader who purchases Pedro Crespo’s wheat is sometimes late with his 
payments.  If he does not pay Pedro the predicted $450 for his wheat in month 6 (June) but in 
month 7 (July) instead, what impact will this shift of cash income have on the cash flow?  

Revised free net cash flow ratio for June:

Revised free net cash flow ratio for July:
(see end of lesson for answers)

Would you still recommend the loan is approved?

2. Pedro Crespo's daughter is getting married in May.  He has already set aside $25 for the 
festivities.  However, he is not sure whether this is enough.  He heard that the future husband 
of his daughter remarked about the low amount.  Pedro is unsure whether he should plan to 
spend another $95.  As he has never done a detailed study of his cash-flow as the AGLEND loan 
officer has done, he decides to ask his advice.  What would you advise him to do?  Do you think 
he can take another $95 from his May net income?

2. CHARACTER ASSESSMENT

The information obtained during the field visit, the results of the careful review of the client history 
and the cross-checking with other information sources must now be combined in a final assessment 
of the personal creditworthiness of the loan applicant.  A structured way of carrying out such a 
character assessment is the introduction of a simple rating system like this one used in AGLEND.

Excellent Fairly 
Good

Sub-
Optimal

Bad

a) Open disclosure of required information

b) Reputation within the community

c) Good credit history with AGLEND and other 
lending institutions 
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a. Disclosure of required information.  Clients should demonstrate that they are interested in a 
relationship of mutual trust with AGLEND.  A proxy for this is the client’s openness to share 
account statements, receipts and other documents with the loan officer as well as show him 
available assets and even cash.

b. Reputation within the community.  AGLEND loan officers inquire whether the potential 
borrower has a reputation of being honest and hard-working.  A proxy for “word of mouth” 
information on reputation within the community is whether the loan applicant has held public 
positions and or played a role at public functions.  For example, if the loan applicant was 
elected to be the treasurer of the local football team, this tells us that the villagers trust him.

c. Good credit history.  A borrower who has never failed in previous loan repayments is less likely 
to default in the future as opposed to somebody who has had repayment problems in the past.  
Consequently, the credit history of a loan applicant discloses important information about his 
behaviour and repayment culture.

In the case of AGLEND, an evaluation of any of the above mentioned three 
character assessment categories as “bad” will result in the immediate rejection of 
the loan appraisal.  This loan application is not even further assessed and is not 
presented to the credit committee.

If any of the three assessment categories receives a “sub-optimal” status, the loan officers will 
need to detail in writing and during the credit committee as to why the loan should still be 
considered.  

AGLEND supervisors make regular checks during credit committee meetings and on-site with the 
applicants to ensure that the rating is not used in a lax manner.

3. Review the criteria that AGLEND uses for assessing the character of the loan applicant.  
Would you change or add anything?

4. What criteria would you use to distinguish between an excellent, fairly good and sub-optimal 
character assessment?  Can you provide concrete examples to illustrate the difference?
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3. CAPITAL

As the next step of the loan appraisal, a brief analysis of the balance sheet should be carried out to 
assess the applicant's capital position.  It is not as critical as the cash flow projection but we can gain 
some useful insights into a business, even that of a small farmer, from a balance sheet. 

Here is a reminder of the balance sheet layout, followed by examples of things you could look out for:

Assets Value Liabilities/Equity Value

Cash in Hand 1 Accounts payable/short term 7

Cash in Bank or Co-operative Account 2 Accounts payable/long term  7

Inventory/Agricultural 3 Loans

Inventory/Trade Leasing contract

Inventory/Other economic activities Household liabilities

Accounts receivable/Short term 4 Other liabilities

Accounts receivable/Long term 4 AGLEND Loan

Machinery and equipment 5 Total liabilities 8   (B)

Household assets Equity 9 (C)  (=A-B)

Plant and/or building 5

Other assets

Total assets 6 (A) Total liabilities plus equity

1 Large amounts of cash - especially outside harvest time – should trigger a closer investigation as to 
why this available cash has not been invested and where it is coming from. Comparably low 
amounts of cash after harvest combined with a lack of investment in visible household or farm 
assets on the other side will also signal a potential problem.  A close analysis should then be carried 
out by the loan officer.

2 The existence of savings in a deposit account indicates that the loan applicant does not consume or 
invest all his/her income but rather sets a certain amount aside.  On the one hand, this could be a 
sign of thriftiness and creating a safety reserve for rainy days.  On the other hand, it could mean 
that there are little investment opportunities and there is a lack of entrepreneurial initiative.  It 
would therefore be very important to scrutinise the reasons for savings.

3 The value of the existing agricultural stocks – supplies or harvested crops – provides insights into 
how successful the farm business is.  Very low stocks prior to the start of the agricultural season can 
indicate the farm’s dependence on external funds to keep on running.  In contrast, large quantities 
of stored crops show that the farmer is able to postpone selling crops until prices are more 
favourable.

4 Accounts receivable (debtors) is an important figure as they can cause severe liquidity problems if 
they are not received on the due date.

5 The composition of fixed assets reveals key information about production methods.  In addition, 
the figures indicate how modern the equipment is and whether the farm household is able to
maintain its machinery.
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6 The amount of total assets indicates how successful the household has been and how much wealth 
it has accumulated over the years.  This figure is particularly interesting when farm households with 
similar family and production patterns are compared.

7 Accounts payable (creditors) indicate that the potential borrower already has obligations with 
other funding sources.  This means that there will be cash outflows in the future that must be taken 
into account.

8 Level of indebtedness – expressing liabilities as a percentage of total assets indicates what 
proportion of the farm’s assets has been financed through borrowing.  

Total Liabilities (B)

  Total Assets (A)

A low ratio, e.g. 20 or 30 % indicates that a farm household was able to purchase and accumulate 
most of its assets with own resources.  In many country contexts, over-indebtedness is a serious 
problem for micro-enterprises and farm households.  Therefore, it is recommended that agricultural 
lenders check the level of indebtedness before and after the proposed loan as part of the loan 
appraisal.  It may be wise to set a maximum level, e.g. 50%.

9 Equity percentage is the mirror image of the level of indebtedness.  It is the equity or owner's 
capital expressed as a percentage of total assets.  

    Equity (C)

Total Assets (A)

Obviously it gives the same message as the indebtedness ratio and instead of a maximum we would 
set a minimum of 50% for this ratio.

AGLEND includes the requested loan amount including interest that will be accrued 
over the projected loan period in the total liabilities when calculating the level of 
indebtedness.  On the asset side, however, AGLEND does not include the planned 
investment.  

This very conservative approach enables the loan officer to assess the application on the assumption 
that the AGLEND loan is either completely diverted to non-economic activity related consumption 
purposes or that the activity fails completely.  As a benchmark, AGLEND has decided that the 
indebtedness ratio should be below 50%.  In other words, more than half of the total assets should be 
financed by the applicant's own funds while less than half should be financed on credit.

The definition of a benchmark for the indebtedness ratio needs to be done with great care. An 
educated guess is often made during the initial phase of an agricultural lending programme.  If 
possible, research should be carried out to analyse the indebtedness ratios of a substantial number of 
past loans at the time of granting the loan and relate these to actual loan performance. This process 
should be repeated at intervals in order to amend the benchmark to reflect actual default risk.

While the inclusion of the requested loan into the calculation of the indebtedness ratio ensures that the 
analysis concentrates on the situation after the loan has been taken, the conservative approach of not 
including the assets to be financed by the loan may not be followed by every agricultural lender.  Thus 
it is important is to state clearly whether the financed assets are included or not – and if they are 
included, how they have been valued. 

One option may be to include the loan on both the liability and assets side, i.e. increasing both by the 
same amount. Another option may be to deduct a security cushion from the loan amount on the asset 
side in order to cater for losses of value and potential deviation of funds. No matter which path is 
chosen in this context, it is most important to define and test out a clear benchmark to reduce default 
risk through over-indebtedness.

x  100

x  100
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Let's have a look at the balance sheet that the AGLEND loan officer constructed for 
the Crespo family.

ASSETS      ($) LIABILITIES & EQUITY           ($)

Cash on hand 5 Accounts payable 100

Deposit in co-
operative

5 AGLEND loan 1,000

Agricultural stocks 765

Accounts receivable 1,425 Equity 1,500

Fixed assets 
(machines)

250

Household goods 150

TOTAL 2,600 TOTAL 2,600

What is the indebtedness ratio?

It is $1,100 which equals 42.3%

$2,600

So they are able to meet the AGLEND benchmark of a maximum indebtedness ratio of 50%, if they 
get the loan to buy the land they want.

4. COLLATERAL

Another purpose of examining the asset and liability structure in the balance sheet is to identify 
appropriate collateral.  Compared to the repayment capacity that is the sine qua non in lending, 
collateral is only of second priority.  

AGLEND considers collateral primarily as a repayment incentive, putting pressure on 
the borrower to repay in a timely fashion.  They have defined the following conditions 
for any asset that they would accept as collateral:

1. Importance to the borrower.  The asset must be of high personal value to the borrower.  
He/she must be psychologically hurt if the asset were to be taken away by AGLEND.

2. Value.  The asset must be known to have a value that is sufficient to cover the loan amount, 
interest for the entire loan term and a possible penalty charge.  The minimum value of the 
asset(s) must be 1.35 of the loan amount.

3. Marketability.  The asset must be easy to sell.  Transfer of property rights should take place 
at little cost and with little formalities.  In addition, the assets must be free from liability of 
third parties.

According to these three factors, the economic value of the collateral is only one side of the story.  
It is even more important that the borrower feels attached to the asset and that losing it would 
cause him/her considerable – even though psychological - damage.

Against this background, AGLEND accepts a wide range of collateral, including household goods like 
TV sets or bicycles, personal guarantors, livestock and land.  In the majority of cases, a combination 
of collateral items is used.

x  100
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In order to avoid lengthy legal procedures, AGLEND asks the borrowers to sign a document agreeing 
to hand over ownership of certain assets to AGLEND at the moment of signing the loan contract.  
With this document, AGLEND becomes the owner of these assets during the entire loan period.  
AGLEND allows the borrower to continue using these assets but is allowed to remove them at any 
time, if the loan becomes overdue.  This allows AGLEND to immediately enforce repayment without 
a court decision.

5. Does a high amount of cash in a business automatically indicate a good borrower?  What 
analysis should be carried out to obtain a clear picture?

6. What are the pros and cons of different ways of calculating the indebtedness ratio? Which 
method would you use in your calculations?

7. What is the collateral policy of your institution?  What could be improved at AGLEND and in
your institution with regard to collateral policy and management?

8. The balance sheet of Pedro Crespo shows a high figure for accounts receivable because he sells the 
bulk of his produce to buyers on credit.  Do you consider this too risky and what would you advise 
him to do about it?

9. If one buyer who owes Pedro money for a fifth of his sales fails to pay at all, what impact 
would this have on the balance sheet and the indebtedness ratio?

In the next lesson we will look at the loan approval process and methods of disbursement.

Answers to Q.1:  Revised free net cash flow ratio for June: 0.45

Revised free net cash flow ratio for July: 5.29

  


