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Table 1.  Operating leverage example (investment per acre).
	
	 Own	 Rent

	 Corn	 Soybeans	 Corn	 Soybeans
	 Yield	 180	 50	 180	 50

	 Farmland investment	 	
	 	 Land purchase	 $4,500	 $4,500
	 	 Real estate taxes	 20	 20
	 	 Land rent	 	 	 $200	 $200

	 Machinery investment	 $330	 $330	 $330	 $330

	 Operating expense investment
	 	 	 Seed	 $70	 $39	 $70	 $39
	 	 	 Fertilizer	 105	 45	 105	 45
	 	 	 Herbicides	 25	 16	 25	 16
	 	 	 Fuel and repairs	 50	 22	 50	 22
	 	 	 Miscellaneous	 10	 10	 10	 10
	 	 	 	 	 Total 	 $260	 $132	 $260	 $132
	
	 Total investment 	 $5,110	 $4,982	 $790	 $662 
	 Total investment per bushel	 $28.39	 $99.64	 $4.39	 $13.24 
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Leverage involves finding ways to increase the 
value or impact of a resource.  Traditional 
discussions of leverage focus on financial 

leverage where equity funds (net worth) are aug-
mented with borrowed funds to increase the size 
of a business. Under profitable conditions financial 
leverage increases the returns to the limited equity 
funds. Financial indicators such as the Debt to As-
set Ratio are used to measure the financial leverage 
of the business. 

Operating leverage is also used extensively in 
farm businesses. Operating leverage increases the 
returns to limited equity funds by using the money 
to “control” assets rather than “own” them. Assets 
can be controlled by renting or leasing the assets or 

hiring custom services. Because a smaller outlay of 
funds is needed to rent acres, a farmer can develop 
a larger business with the same amount of equity.

Example assumptions
A typical example of operating leverage in farm-
ing involves renting rather than buying farmland. 
Table 1 shows typical investment estimates for 
corn and soybean production. The total investment 
for corn production for a farmer owning his/her 
land (including land, machinery, and operating 
expenses) is $5,110 per acre. However, the total in-
vestment for a renter (including land rent, machin-
ery, and operating expenses) is only $790 per acre.
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Table 2.  Returns and risk from $1 million of investment (under various combinations of 
rented and owned land).

Acres farmed	
	 Percent owned	 100%	 67%	 33%	 0%
	 Percent rented	 0%	 33%	 67%	 100%
	 Acres owned	 198	 185	 154	 0
	 Acres rented	 0	 92	 308	 1,377
	   Total  	 198	 277	 462	 1,377

Profitability  
	 High price	 $4.00	 $10.00	 $4.00	 $10.00
	 Net income	 $71,542	 $83,489	 $111,237	 $249,311
	 ROI 1 	 7.2%	 8.3%	 11.1%	 24.9%

	 Low price	 $2.50	 $6.00	 $2.50	 $6.00
	 Net income 	 $24,970	 $18,319	 $2,742	 -$74,380
	 ROI 1	 2.5%	 1.8%	 0.3%	 -7.4%

Risk exposure
	 Investment per acre  2	 $5,046	 $3,607	 $2,165	 $726	
   Invest/cost per acre  3	 16.1	 19.5	 4.4	 2.0

1 Return on investment of $1 million
2  Total investment divided by total cropland acres
3  Investment per acre divided by cost per acre

Size of farming operation
The number of acres of corn and soybeans that 
can be operated with a limited investment of $1 
million is shown in Table 2. Four combinations 
of owned and rented land are shown. Because of 
the high investment requirements of owning land, 
only 198 acres ($1,000,000 / $5,046) can be oper-
ated if the land is purchased. However, if all land is 
rented, 1,377 acres ($1,000,000 / $726) of land can 
be operated.

Profitability
The larger land base achieved through operating 
leverage can produce significantly higher returns if 
crop prices and/or yields are favorable. As shown 
in Table 2, net income under high grain prices 
increases from $71,542 if all land is owned, to 
$249,311 if all land is rented. Return on invest-
ment increases from 7.2 to 24.9 percent.

If crop prices are low, operating leverage can result 
in sharply lower net returns due to the higher cost 
of renting versus owning (debt free) land. Because 
land rental must be paid every year, the operating 
cost of producing corn and soybeans on rented 
land is substantially higher.

As shown in Table 2, if land is owned, low grain 
prices result in a net income of $24,970 and a 
return on investment of 2.5 percent. However, if 
all land is rented, low prices produce a net loss of 
$74,380 and return on investment of a negative 7.4 
percent. So, the risk of loss under low prices in-
creases substantially with operating leverage. The 
same relationship exists from low yields.
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Risk exposure
Because operating leverage allows more acres to be 
operated, investment per acre declines. As shown 
in Table 2, the investment per acre drops from 
$5,046 per acre if all land is owned to $726 per 
acre if all land is rented. 

The Investment/Cost Ratio can be used to illus-
trate the ability of the business to absorb losses. 
Investment per acre is divided by the per acre cost 
of producing the crop. In the example, the ratio 
declines from 16.1 if all land is owned to 2.0 is all 
land is rented. 

To put this ratio in perspective, if all land is 
owned, the operation can withstand 16 years of 
total losses (total crop failure, etc) before it be-
comes insolvent. However, if all land is rented, the 
operation becomes insolvent in two years.

So, in addition to being more vulnerable to losses, 
operating leverage decreases the ability of the op-
eration to absorb losses.

Risk management
The need for risk management is greater due to the 
increased risk exposure from operating leverage. 
Crop or revenue insurance, marketing strategies 
that reduce risk (options, etc.), and flexible leases 
are ways of reducing risk. 

Conclusion
Just like financial leverage, operating leverage can 
substantially increase the size of the operation and 
the potential income from that operation. Howev-
er, it also creates a substantially higher risk expo-
sure because equity is spread thinly and the ability 
to absorb losses is reduced. 

. . . and justice for all            
The U.S. Department of Agriculture (USDA) prohibits discrimination 
in all its programs and activities on the basis of race, color, national 
origin, gender, religion, age, disability, political beliefs, sexual orienta-
tion, and marital or family status. (Not all prohibited bases apply to 
all programs.) Many materials can be made available in alternative 
formats for ADA clients. To file a complaint of discrimination, write 
USDA, Office of Civil Rights, Room 326-W, Whitten Building, 14th 
and Independence Avenue, SW, Washington, DC 20250-9410 or call 
202-720-5964.

Issued in furtherance of Cooperative Extension work, Acts of May 8 
and June 30, 1914, in cooperation with the U.S. Department of Agri-
culture. Jack M. Payne, director, Cooperative Extension Service, Iowa 
State University of Science and Technology, Ames, Iowa.


