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Introduction
Thefollowing illustrates an gpproach that has helped farm families appreciate the impact of profitability

on their business and way of life without requiring them to become economists or accountants. Farm
families can use this approach to understand the price they pay for the choices they make.

The Concept of Profit

Profitability, solvency, and liquidity are the three most important goas of any business. Profitability isthe
most important one. In family businesses such as afarm, the goa of profitability competes with non-
business god's, such as having adequate leisure time.

Where profitability ranks with these non-business gods is the choice of the family, but farm families
need to remember that, in most cases, the farm must provide aliving if it is to continue to be away of
life. So while being extremdly profitable is seldom the number one god of farm families, being a lesst
somewhat profitable has to be one of their primary gods.

Asagoad, profit isnt aways understood well. Sometimesiit is confused with cash flow. Sometimesit is
confused with the highest income or the lowest cost. In rough terms, profitability isincome minus
expense. |dedlly the difference is positive and large. In contrast, cash flow is money in and money ouit.
Cash flow doesn't differentiate between money that is earned versus money that is borrowed or
recelved as agift or prize.

Businessesthat view profitability as the number one god have avery precise method for measuring
profitability. The detailed method of caculating profitability is described very well in severad references
and is not repeated in the body of thisarticle.  Briefly, the calculation of profitability in generd termsis
asfollows

Gross Cash Farm Income
- Gross Cash Farm Expense
= Net Cash Farm Income
+/- Inventory Changes (feed quantity changesis an example)
+/- Capitd Item Adjustments (depreciation and machine purchases are examples)
= Net Farm Income From Operations (NFIFO)




NFIFO is the return to the resources contributed to the farm business by the farm family: to unpaid
family labor, to unpaid family management, and to the family's equity (net worth) in the farm business,
Quite often, NFIFO is less than the opportunity cost of unpaid family labor, management and equity
capitd. A smple definition of opportunity cost is “the best aternative return that could be earned by the
operator's labor, management, and equity capita.”

For the farm family without non-farm income, NFIFO is the source of funds for family living expenses,
including housing and furnishings, food, medica expenses, children’s education, the family car,
entertainment, socia security taxes, income taxes, and other persona items. It aso represents money to
pay principa on borrowings for land, buildings, and equipment and is a source of funds for new business
and persond savings.

Asthe basic formulafor caculating NFIFO shows, NFIFO typicaly conssts of cash and non-cash
components. Both components together represent alevel of profit. In contrast, only the cash component
is part of cash flow, but cash flow can include sources of cash that are not part of profit. Such sources
of cash include loans, savings from previous years, gifts, inheritances and prizes. The amount of cash
inflow minus cash outflow is often alarger amount than NFIFO. When this happens it can create afase
sense of affluence for the farm family. Profit and cash flow are significantly different!

If family living expenses exceed NFIFO, equity will declineif there are no outside sources of income,
whether or not NFIFO equals or exceeds opportunity costs. The cash to pay for living expenses above
NFIFO may come from loans, savings, or from the portion of net farm earnings alocated to capita item
or inventory adjustment. When the latter happens, it is often said that the family isliving off of
depreciation. Thisisaway in which cash flow can hide alack of profitability.

Quite often, NFIFO is less than family living costs, which can cause the family to rely on non-farm
sources for even the basic essentids of family living. One has to question the viability of any busness
that fully uses most of the family's [abor, management and equity but doesn't support it without non-farm
income. Prolongation of this Stuation will tend to discourage farm families who then might quit farming to
use their resources esawhere.

Profitability L evels -
Economic and Normal Profits Defined

If NFIFO provides enough dollars to exactly pay the opportunity codt, (the best dternative return that
could be earned by the operator's |abor, management, and equity capita) then the business has
produced what an economist would call anorma profit. It is aso the breakeven point between income,
expense and the opportunity cost of labor, management and equity. For a particular example family
farm, assume anormal profit of exactly $30,000.

More than $30,000 is what an economist would cal an economic profit for that example farm. In other
words, an economic profit occurs when the collective returns to labor, management, and equity capital
(NFIFO) are greater than their opportunity costs. Any economic profits earned by a family farm should
be credited as a return to management. If a Fortune 500 company owned that farm and earned less than
$30,000 of NFIFO on that farm, they would say they lost money. In fact, they didn't necessarily lose
money but they did fal short of their profitability god. Only if their NFIFO were more than $30,000
would they say they made a profit. This is understandable because Fortune 500 companies hire labor



and management who expect to be paid wages and sdary. Equity in Fortune 500 companiesis owned
by stockholders who expect regular dividends.

Fortune 500 companies don't dways succeed in making an economic profit or any profit at al but they
aso are not eager to enter any business activity not likely to produce an economic profit.

The fact that investors are congtantly looking for opportunities to earn economic profits makesit difficult
to maintain profits a that level. As more and more entities compete for economic profits, the industry
initialy finds ways to reduce the cost of production viaincreased efficiency. This may alow economic
profitsto perast for awhile. But eventualy competition narrows the margin between income and
expense until economic profits disgppear. As economic profits disappear, the least efficient producers
may fall to achieve even normd profits and may go out of business. If enough of them leave the indudtry,
economic profits might return only to repest the cycle.

So far there have aways been more than enough people whose desire to farm is stronger than their
desire to earn economic profits. One of the reasons that economic profits do not often occur in farming
isthat too many people are willing to contribute too much labor, management and equity for economic
profitsto exis.

Farmsrardly earn economic profits. If everyone decided that they would not invest in afarming
operation unless it offered the redlistic opportunity to earn economic profits, then it might be more
possible for the remaining farmers to reach that standard of profitability. In such aworld, some people
who desired economic profits more than they desired farming as an occupation would choose to quit
farming to achieve the other god. In such a case, there may be fewer farmers and lessinvested in
agriculture than there is now.

PROFITABILITY LEVELS- PURPOSE

So how much can anyone relax their standards of profitability if they have a strong desire to farm? The
answer to this question is different for each individua. However, the following descriptions are offered
to help individuas assess therisk of failure they accept at different levels of expected profitability. The
descriptions can be especidly ussful when someone is deciding aoout ther first investment in farming,
when faced with amgor investment decision in their existing farm operation and when their farm
operation has financid difficulty. The descriptions of profitability levels are in numerical sequenceto
assis reader's understanding. The description levels are numbered from one to ten with ten being the
most desirable and one being the least desirable levd.

It is not suggested that anyone starts or tries to start on one extreme with the intent of finishing at the
other extreme. Between the extremes, family farms can move from leve to level in ether direction even
though the closer afarm's profitability isto level one, the grester the tendency for movement to be
toward level one. Idedlly, one would begin at level ten and remain there. While that sedom happens,
some people do begin at level saven or eight and move up. Others move down. Most farms bounce
between levels, five, Sx, seven, and eight with variations in wesether, price, and other factors.

Ten Profitability L evels




Level ten, the highest levd, is an economic profit or where NFIFO is greater than the opportunity cost
of unpaid labor, management and equity capitd.

Leve nine isanorma profit where NFIFO exactly equals the opportunity costs of labor, management,
and equity.

Leved eight isaleve below normd profit but high enough to pay business expenses, provide a
comfortable family living and dlow some increase in family savings over and above the increase in equity
that occurs when loans on assets are paid.

Level sevendiffersfrom leve eght in that there isn't enough profit to increase family savings over and
above farm equity increases.

Leve gx differsfrom level seven in that business expenses cannot be paid while maintaining a
satisfactory standard of living unless savings are used or non-farm income is earned.

Levd five differsfrom level Sx in that necessary bills are paid but family living is quite redtricted even if
thereis non- farm income.
By levd fivethereislittle if any savings (other than equity) Ieft over from other years.

Levd four differsfrom leve five in that despite the bdt tightening of leve five, loans are refinanced to
defer principa payments as long as possible so that other bills can be paid. This can accurately be called
mortgeging the future. Money for family living is restricted even if non-farm incomeis available.
Sometimes refinancing occurs at an earlier sep. In the 1970s and early 1980s, inflating asset vaues
alowed many family farmsto regularly borrow more money despite continued low levels of profitability.

Leve three differs from level four in that there is not enough money to pay even the restructured
principa payments athough the family severely redtricts persond expensesto pay essentia current
business expenses. Unpaid bills accumulate. If it wasn't dready occurring as early as leve Sx, by now
mogt of the non-farm incomeis being used for the farm ingtead of for the family. Equity is declining very
rapidly while debt increases with equal speed.

At leve two, there isn't enough money to pay al current business or other expenses despite non-farm
income and loan restructuring. Unpaid hills pile up with ever-increasing speed.

At levd one, insolvency occursif stress didn't end the business afew levels erlier.

Profitability L evels - Further Interpretation

The more one relaxes their sandard of profitability below economic profits (Leve ten) the greeter the
risk that is assumed and the easier one falsto the next lowest level. The farther down the numerica
sequence of levels, the faster one goes in the wrong direction.

Too many of the farm families that seek financid advice are a leve five or lower. At whatever leve |
find them, | try to help them understand what their level of profit is, and what it would teke to moveto a
higher leve. Just asimportant, | help them understand thet the lower the level, the lesslikely they areto
succeed and continue to farm for long. Farm families that find themsdlves a level Sx or lower oweiit to



themsalves to seek financid advice soon. Of course farm families at level seven or higher might dso
benfit from financid advice.

| get quite enthused about level nine Situations and seldom see level ten cases. I'm redistic enough to
know that most people would have to wait yearsto find the right dedlsif they didn't relax their
profitability standardsto leve eight or seven. However | get quite nervous about any levels lower than
level seven especidly for anyone getting Sarted in farming. Thisis because, below level seven, the
likelihood of business success decreases subgtantialy.

Summary

Many farm families have a number of non-business gods that interfere with maximizing profitability. This
isn't necessarily bad, but too often the level of profitability that farm families are willing to accept, places
them under greet risk, not only of faling short of busness godss, but falling short of persona gods of
improved family living and security. Financia analyss can hdp farm families understand the price they
pay for the choices they make.

ENDNOTES

1/ Tom Kriegl is the Farm Management Project Coordinator with the Univergity of Wisconsin Center
for Dairy Profitability, Wisconsn and Associate Professor, Department of Agriculture/Agri-Business,
Cooperative Extenson Service, Univergty of Wisconsn-Extension.

2/ Bulletin NCR-34 contains forms and ingtructions that will help caculate net farm income and other
financid measures.

NCR-34 isout of print but may be available from the University of Wisconsin-Extension, Cooperative
Extension Service Agriculturd Agent in most Wisconsin counties.

For additiona information on completing a net worth statement refer to Taking Inventory of Farm
Assets and Liabilitiesto Build Y our Net Worth Statement (Balance Sheet) by Robert A. Luening, Vol.
19, No. 5, September 10, 1986, and Managing The Farm and Recommendations For Preparation of
Net Worth and Farm Income Statements by Gary G. Frank, Vol. 25, No.l, May 22, 1992 Managing
The Farm.

For amore rigorous discussion of andyzing profitability in any farming venture, refer to Guidelines For
Andyzing Financdid Performance of Wiscongn Swine Farms by Tom Kriegl and Dan Short, Vol. 24,
No. 6, November 15, 1991 Managing The Farm and Profitability, Liquidity, Solvency, Financid
Efficiency, and Repayment Capacity (The Pentagon of Financid Andysis) by Gary G. Frank, Val. 25,
No.2, June 15, 1992, Managing The Farm.




