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F arms and ranches, like other small busi-

nesses, require sound management to survive
and prosper. The continual development of new
agricultural technologies means that farm and
ranch managers must stay informed of the lat-
est advances and decide whether to adopt them.
Adopting a risky, unproven technology that fails
to meet expectations can cause financial diffi-
culties or even termination of the farm business.
On the other hand, failing to adopt profitable
new technologies will put the farm business at a
competitive disadvantage that could also prove
disastrous in the long run. In addition, changing
public policies regarding environmental protec-
tion, taxes, and price supports can make certain
alternatives and strategies more or less profit-
able than they have been in the past. Finally,
changes in consumer tastes, the demographic
makeup of our population, and world agricul-
tural trade policies affect the demand for agri-
cultural products.

The continual need for farm and ranch man-
agers to keep current and update their skills
motivated us to write this seventh edition.

This book is divided into six parts. Part I
begins with the chapter “Farm Management in
the Twenty-First Century.” It describes some
of the technological and economic forces driving
the changes we see in agriculture. By reading
this chapter students will find an incentive to
study farm management and an appreciation for
the management skills modern farm managers
must have or acquire. Part I concludes with an

REFACE

explanation of the concept of management and
the decision-making process, with an increased
emphasis on the importance of strategic planning
and decision making.

Part II presents the basic tools needed to
measure management performance, financial
progress, and the financial condition of the farm
business. It discusses how to collect and orga-
nize accounting data and how to construct and
analyze farm financial statements. Data from an
example farm is used to demonstrate the analy-
sis process in the chapter on whole farm busi-
ness analysis.

Part III contains three chapters on basic
microeconomic principles. The topics in this
part provide the basic tools needed to make
good management decisions. Students will learn
how and when economic principles can be used
in management decision-making, along with the
importance of the different types of economic
costs. The discussion of economies of size has
been revised and expanded.

Practical use of budgeting is emphasized
in Part IV. The discussion includes chapters on
enterprise, partial, whole farm, and cash flow
budgets. The format and use for each type of
budget, sources of data to use, and break-even
analysis techniques are discussed in detail.

Topics necessary to further refine a man-
ager’s decision-making skills are included in
Part V. Farm business organization, risk con-
trol, income tax management, investment analy-
sis, and enterprise analysis are discussed. The

xi
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chapter on income tax management has been
updated with the latest changes available. The
chapter on investment analysis includes a dis-
cussion of the concepts of annual equivalent
and capital recovery values. A new chapter on
separating the whole farm analysis into profit
centers and cost centers has been incorporated
into this edition.

Part VI discusses strategies for acquiring
the resources needed on farms and ranches,
including chapters on capital and credit, land,
human resources, and machinery. The human
resource chapter includes sections on improving
managerial capacity and bridging the cultural
barriers that may be encountered in managing
agricultural labor.

Much of the material in the sixth edition’s
instructor manual has been updated and moved
to the text’s seventh edition Web site. An elec-
tronic slide presentation covering each chap-
ter, a test question bank, class exercises, and
answers to the end of chapter questions can be
found at www.mhhe.com/kay7e.

The authors would like to thank the instruc-
tors who have adopted the previous edition for
their courses and the many students who have
used it both in and out of formal classrooms.
Your comments and suggestions have been
carefully considered and many were incorpo-
rated in this edition. Suggestions for future
improvements are always welcome. A special
thanks goes to the following McGraw-Hill
reviewers for their many thoughtful ideas and
comments provided during the preparation of
this edition.

Nicole Klein

South Dakota State University
Dennis Toalson

Southeast Community College
Mallory Vestal

West Texas A&M University
Barry Ward

The Ohio State University

New to this edition:

* 44 new/revised figures, tables and boxes
» Updated material on:

Enterprise budget examples

2010 tax rates

Current price levels for commodities
Marginal tax rates

Balance sheets, income statements,
financial analysis, statement of

cash flows, accrual adjustments and
statement of owner equity

* New material added:

Revenue insurance for livestock
production

USDA commodity payment programs
Choice of fiscal year and filing dates on
farm returns

Balloon loan payment schedules
Beginning farmer loans

Five methods of comparing investments
Profit and cost centers

Creating a business plan

Ronald D. Kay
William M. Edwards
Patricia A. Duffy



p\BOUT THE AUTHORS

Ronald D. Kay is Professor Emeritus in the Department
of Agricultural Economics at Texas A&M University.

Dr. Kay taught farm management at Texas A&M
University for 25 years, retiring at the end of 1996. He
was raised on a farm in southwest lowa and received his
B.S. in agriculture and Ph.D. in agricultural economics
from Iowa State University. Dr. Kay has experience as
both a professional farm manager and a farm management
consultant, and he maintains an active interest in a
farming operation. He is a member of several professional
organizations, including the American Society of Farm
Managers and Rural Appraisers, where he was a certified
instructor in their management education program.

Dr. Kay received the Society’s Excellence in Education
award for 2002.

William M. Edwards is Professor of Economics at lowa
State University, from which he received his B.S., M.S.,
and Ph.D. degrees in agricultural economics. He grew

up on a family farm in south-central lowa, and worked
as an agricultural economist with the Farmer’s Home
Administration and a Peace Corps volunteer with the
Colombian Agrarian Reform Institute. Since 1974, he
has taught on-campus and distance education courses and
carried out extension programs in farm management at
Iowa State University. In 1997, he received the lowa
State University Extension Achievement Award.

Dr. Edwards served as president of the Extension Section
of the American Agricultural Economics Association in
2006-2007.

xiii



xiv

ABOUT THE AUTHORS

Patricia A. Duffy is Professor in the Department of
Agricultural Economics and Rural Sociology and
Assistant Provost at Auburn University, where she
has taught farm management since 1985. She grew up
in Massachusetts and received her B.A. from Boston
College. After finishing this degree, she served as a
Peace Corps volunteer for two years, teaching basic
agriculture sciences in a vocational secondary school.
She received her Ph.D. in agricultural economics
from Texas A&M University. Her research papers

in farm management and policy have been published
in a variety of professional journals. In 1994, she
received an award from the Southern Agricultural
Economics Association for distinguished professional
contribution in teaching programs. In 2001, she
received Auburn University’s College of Agriculture
teaching award.



FARM
MANAGEMENT




© Getty Royalty Free




P A RT

MANAGEMENT

ood management is a crucial factor in the success of any business. Farms
and ranches are no exception. To be successful, farm and ranch managers need to
spend more time making management decisions and developing management skills
than their parents and grandparents did.

This is because production agriculture in the United States and other countries is
changing along the following lines: more mechanization, increasing farm size, contin-
ued adoption of new production technologies, growing capital investment per worker,
more borrowed or leased capital, new marketing alternatives, and increased business
risk. These factors create new management problems, but also present new opportuni-
ties for managers with the right skills.

These trends will likely continue throughout the twenty-first century. Farmers will
make the same type of management decisions as in the past, but will be able to make
them faster and more accurately. Advances in the ability to collect, transfer, and store
data about growing conditions, pest and disease problems, and product quality will
give managers more signals to which to respond. Moreover, future farm and ranch op-
erators will have to balance their personal goals for an independent lifestyle, financial
security, and rural living against societal concerns about food safety, environmental
quality, and agrarian values.



The long-term direction of a ranch or farm is determined through a process called
strategic planning. Farm families establish goals for themselves and their businesses
based on their personal values, individual skills and interests, financial and physi-
cal resources, and the economic and social conditions facing agriculture in the next
generation. They can choose to emphasize wider profit margins or higher volumes of
production or to produce special services and products. After identifying and select-
ing strategies to help achieve their goals, farm and ranch operators employ tactical
management to carry them out. There are many decisions to be made and many alter-
natives to analyze. Finally, the results of those decisions must be monitored and evalu-
ated and control measures implemented where results are not acceptable.

Chapter 1 discusses some factors that will affect the management of farms and
ranches in the twenty-first century. These factors will require a new type of man-
ager who can absorb, organize, and use large amounts of information—particularly
information related to new technologies. Resources will be a mix of owned, rented,
and borrowed assets. Products will need to be more differentiated to match consumer
tastes and safety standards. Industrial uses for agricultural products will increase rela-
tive to food uses. The profitability of a new technology must be determined quickly
and accurately before it is or is not adopted. A twenty-first century manager also will
need new human resource skills as the number and diversity of employees increase.

Chapter 2 explains the concept of management, including strategic planning and
tactical decision making. What is management? What functions do managers perform?
How should managers make decisions? What knowledge and skills are needed to be a
successful manager? The answers to the first three questions are discussed in Chapter 2.
Answers to the last question will require studying the remainder of the book.
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CHAPTEHR

FARM MANAGEMENT IN THE

TWENTY-FIRST

CHAPTER QUTLINE

Structure of Farms and Ranches

New Technology

The Information Age

Controlling Assets

Human Resources

Producing to Meet Consumer Demands
Contracting and Vertical Integration
Environmental and Health Concerns
Globalization

Summary

Questions for Review and Further Thought

What will future farm managers be doing as
we progress through the twenty-first century?
They will be doing what they are doing now,
making decisions. They will still be using eco-
nomic principles, budgets, record summaries,
investment analyses, financial statements, and
other management techniques to help make
those decisions. What types of decisions will

CENTURY

CHAPTER OBJECTIVES

1. Discuss how changes in the structure
and technology of agriculture in the
twenty-first century will affect the next
generation of farm and ranch managers

2. Identify the management skills that future
farmers and ranchers will need to respond
to these changes

managers be making in future decades? They
will still be deciding input and output levels
and combinations and when and how to acquire
additional resources. They will continue to ana-
lyze the risks and returns from adopting new
technology, making new capital investments,
adjusting farm size, changing enterprises, and
seeking new markets for their products.
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Will anything about management decisions
in the future be different? Yes. While the broad
types of decisions being made will be the same,
the details and information used will change.
Technology will continue to provide new inputs
to employ and new, more specialized products for
production and marketing. Management infor-
mation systems, aided by electronic innovations,
will provide more accurate and timely informa-
tion for use in making management decisions.
Farmers and ranchers will have to compete more
aggressively with nonagricultural businesses for
the use of land, labor, and capital resources. As in
the past, the better managers will adapt to these
changes and efficiently produce commodities
that consumers and industry want.

STRUCTURE OF FARMS
AND RANCHES

The number of farms in the United States has been
decreasing since 1940, as shown in Figure 1-1.
The amount of land in farms and ranches has been

7000 -
6000 -
5000 -
4000 -

3000 -

Number of farms

2000 -

1000 -

relatively constant; this means the average produc-
tion per farm has increased considerably, as shown
in Figure 1-2. Several factors have contributed to
this change.

First, labor-saving technology in the form
of larger agricultural machinery, more efficient
planting and harvesting systems, automated
equipment, and specialized livestock buildings
has made it possible for fewer farm workers to
produce more crops and livestock. Second, em-
ployment opportunities outside agriculture have
become more attractive and plentiful, encourag-
ing labor to move out of agriculture. Also during
this period of change, the cost of labor has in-
creased faster than the cost of capital, making it
profitable for farm managers to substitute capital
for labor in many areas of production.

Third, farm and ranch operators have aspired
to earn higher levels of income and to enjoy a
standard of living comparable to that of nonfarm
families. One way to achieve a higher income
has been for each farm family to control more
resources and produce more output while hold-
ing costs per unit level or even decreasing them.

Q
D
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Figure 1-1 Number of farms in the United States.

Source: Census of Agriculture, USDA.
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Figure 1-2 Total sales per farm in 2002 dollars.
Source: Census of Agriculture, USDA. Definition adjusted in 1997.

Other managers, though, have worked to increase
profit margins per unit while keeping the size of
their business the same. The desire for an im-
proved standard of living has provided much of
the motivation for increasing farm size, and new
technology has provided the means for growth.

Fourth, some new technology is available
only in a minimum size or scale, which encour-
ages farmers to expand production and spread the
fixed costs of the technology over enough units
to be economically efficient. Examples include
grain drying and handling systems, four-wheel
drive tractors, large harvesting machines, con-
finement livestock buildings, and automated
cattle feedlots. Perhaps even more important
are the time and effort required for a manager to
learn new skills in production, marketing, and
finance. These skills also represent a fixed in-
vestment and thus generate a larger return to the
operator when they are applied to more units of
production. Chapter 9 contains more discussion
about economies of size in agriculture.

Operators who do not wish to grow their in-
dividual businesses will look for alliances and
partnerships, both formal and informal, with
other producers that will allow them to achieve

Part-time farmers
and ranchers

High volume, low
margin producers

Low volume, high
value producers

Specialty product
and service providers

Figure 1-3  Alternative strategies for farm and
ranch businesses.

the same economies as larger operations. Ex-
amples include jointly owning machinery and
equipment with other producers, outsourcing
some tasks such as harvesting or raising re-
placement breeding stock, and joining small,
closed cooperatives.

As illustrated in Figure 1-3, farmers and
ranchers in the twenty-first century will choose
from among four general business strategies:
low volume, high value producers; high vol-
ume, low margin producers; specialty product
and service providers; and part-time operators.
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Low Volume, High Value Producers

Lack of access to additional land, labor, and
capital effectively limits the potential of many
growers for expanding their businesses. For
them, the key to higher profits is producing
higher valued commodities. Some look for
nontraditional enterprises such as emus, bison,
asparagus, or pumpkins. Promotion, quality
standards and marketing become critical to their
success. Others try variations of traditional com-
modities, such as organically grown produce,
tofu soybeans, free-range poultry, or seed crops.
Margins may be increased even more through
added processing and direct marketing. Such
enterprises often involve high production risks,
uncertain markets and intensive management,
but can be quite profitable even on a small scale.

High Volume, Low Margin Producers

There will always be a demand for generic feed
grains, oil seeds, fruits and vegetables, cotton,
and livestock products. Many producers choose
to stick with familiar enterprises and expand
production as a means of increasing their in-
come. For them, squeezing every nickel out of
production costs is critical. Growing the busi-
ness usually involves leveraging it with bor-
rowed or rented assets. Profit margins are thin,
so it is critical to set a floor under market prices
or total revenue through insurance products and
marketing contracts.

Specialty Product and Service Providers

A third strategy is to specialize in just one or
two skills and become one of the best at per-
forming them. Examples are custom harvest-
ing, custom cattle feeding, raising seed stock
or replacement breeding stock, repairing and
refurbishing equipment, hauling and applying
manure, and applying pesticides and fertilizers.
Even “agri-tourism” can be considered a special
service to consumers. Often a key component of
this strategy is making maximum use of expen-
sive, highly specialized equipment and facilities.

Marketing the services of the business and inter-
acting with customers are also important ingre-
dients for success.

Part-time Operators

Many farmers hold other jobs in addition to
farming. Part-time farmers and ranchers ac-
count for nearly 59 percent of the U.S. total,
according to data from the U.S. Census of Agri-
culture. However, they produce only 15 percent
of total agricultural sales. Many of these small-
scale operations are “lifestyle” farms run by
people who enjoy producing crops and livestock
even when the potential profits are low. Their
primary management concerns are to limit their
financial risk and balance farm labor needs with
off-farm employment. A combination of farm-
ing and nonfarm employment may provide the
most acceptable level of financial security and
job satisfaction for many families.

Farms of all sizes will continue to find their
niche in U.S. agriculture. Naturally, the largest
farms contribute the highest proportion of total
sales of farm products, as shown in Table 1-1.
The consolidation of small- and medium-sized
farms and ranches into larger units will likely
continue, as older operators retire and their land
is combined with existing farm units.

Management and operation of farms by
family units will continue to be the norm. This
is especially true for agricultural enterprises

Distribution of Farm
Sales, United States

TABLE 1-1

Sales class Percent of farms Percent of sales

Less than $50,000 78.1 4.7
$50,000-$99,999 5.7 3.1
$100,000-$249,999 6.7 8.3
$250,000-$999,999 7.0 25.8
$1,000,000 or more 2.5 58.1

Source: 2007 Census of Agriculture, USDA.
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that cannot concentrate production into a small
geographic area, such as crop production or
extensive grazing of cattle or sheep. Enter-
prises that can centralize production, such as
poultry and hog production or cattle feeding,
can be more easily organized into large-scale
business entities. Management of these farms
will be segregated into several layers, and ar-
eas of responsibility will be more specialized.
Most managers of centralized production en-
terprises will be salaried employees rather than
owner-operators.

Some family farm businesses will find that
by cooperating with their neighbors and relatives
they can achieve many of the same advantages
that larger-scale operations enjoy. Decades ago,
farmers formed grain threshing or haying crews
to take advantage of new harvesting technology.
Today, several farmers join together to guaran-
tee a constant, uniform supply of livestock or
crops in a quantity that can be transported and
processed efficiently. As the number of input
suppliers and processing firms diminishes, pro-
ducers must collaborate to maintain their bar-
gaining position. This is one example of how
a cooperative effort or strategic alliance can
provide economic benefits. Another example is
several operators forming an input purchasing
group to achieve quantity discounts. A small
amount of managerial independence must be
sacrificed to conform to the needs of the group.
However, personal ownership and operation of
each business is preserved.

NEW TECHNOLOGY

Agricultural technology has been evolving for
many decades and will continue to do so. The
field of biotechnology offers possible gains in
production efficiency, which may include crop
varieties engineered to fit growing conditions at
particular locations, resistant to herbicide dam-
age or to certain insects and diseases, or hav-
ing a more highly valued chemical composition
such as higher protein or oil content. Livestock

performance may be improved by introducing
new genetic characteristics or by improving
nutrient use. New nonfood uses for agricultural
products, such as biodiesel and ethanol, will
open new markets but may also cause changes
in the desired characteristics or composition of
products grown specifically for these uses.

One example of a recent technology is the
use of global positioning systems (GPS) to pin-
point the exact location of equipment in a field.
Combined with other technology, this may have
widespread application in the twenty-first cen-
tury. By combining satellite reception with a
yield monitor on harvesting equipment, the crop
yield can be measured and recorded continu-
ously for every point in the field. Variations in
yield due to soil type, previous crops, different
tillage methods, and fertilizer rates can be iden-
tified quickly and recommendations made to
correct problems. This technology is now being
used to automatically adjust the application
rates of fertilizer and chemicals as the applica-
tor moves across the field. With this equipment,
fertilizer and chemicals are applied only at the
rates and locations needed.

Automated GPS can also keep crop produc-
tion machinery on a consistent course, when
used with automatic guidance systems on trac-
tors, harvesters and sprayers. Field time and op-
erator fatigue are reduced and more efficient use
of crop inputs results from less overlapping of
applications. Operator errors while using equip-
ment at night are reduced, as well.

These technologies and others yet to be
developed will provide the farm manager of
the twenty-first century with a continual chal-
lenge. Should this or any new technology be
adopted? The cost of any new technology must
be weighed against its benefits, which may
come in several forms. There may be increased
yields, an improvement in product quality, less
variation in yield, or a reduced impact on the
environment. Decisions about if and when to
adopt a new technology will affect the prof-
itability and long-term viability of a farm or
ranch business.
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THE INFORMATION AGE

Many decision-making principles and budgeting
tools have been underused in the past. Individual
farm data needed to use them were not available,
or the process for analyzing the data was too
complex. Recent years have seen rapid changes
in methods of data collection, analysis, and in-
terpretation. Electronic sensors and processors
used in large-scale industries are now accessible
and affordable to farms and ranches, as well as
to purchasers of agricultural products.

Not only will more whole-farm data be
available, but data specific to small land areas
or to individual animals will become more com-
mon. These specific data will help managers cus-
tomize the treatment of each acre of land or each
head of livestock. Yields can be monitored and
recorded as harvesting machines move across the
field. GPS can use satellite signals to identify the
exact position of harvesting units when the data
are collected. Automated machines may be able
to take a soil sample every few yards, analyze it

instantly, and record the results by field location.
Satellite photographs and other techniques may
provide information on the specific location of
weed and insect infestations or moisture, permit-
ting a limited, pinpoint application of pesticide
or irrigation water.

Miniature electronic sensors will be able
to collect and record information from live-
stock by continuously monitoring individual
animal performance levels, feed intake, and
health status. When undesirable changes are
detected, there could be automatic adjustment
in environmental conditions and feed rations.
This information could also be related back to
genetic background, physical facilities, feed
rations, health programs, and other manage-
ment factors to improve and fine-tune animal
performance. Ear tags, electronic implants, and
detailed production records can provide identity
preservation of both crops and livestock from
the original producer to the final consumer.

Financial transactions may be recorded and
automatically transferred to accounts through

B erilli Farms, Inc. consists of only a few hun-
dred acres. These acres have been transformed
from growing common field grains to producing
high-value specialty crops. Fresh vegetables are
sold to a local wholesale grocer. High-protein
alfalfa has been contracted to a dairy in the next
county. High-quality turf grass seed goes to a
chain of nurseries.

Keeping a stable work crew of 25 machinery
operators, truck drivers, sorters, and crop scouts is a
real test of the Berilli family’s human relations skills.
All of their employees are trained to gather data on
crop growth and yields from monitors mounted on
machinery or in fields, and to download it into their
handheld computers. Each morning before chemicals
or fertilizers are applied, a variable-rate application
plan is read into the control units of the applicators.

A Twenty-First Century Example: Berilli Farms

The Berillis use sophisticated crop simulation
computer models to formulate these recommenda-
tions, taking into account current input prices and
the selling prices for their products that they have
contracted or hedged. Each week they review
their cash-flow position and electronically trans-
fer operating funds into their business account.
All their crops are protected by multiple peril crop
insurance and are committed to delivery accord-
ing to a detailed production contract.

The grocers, dairies, and nurseries they supply
send them real-time data about the results of qual-
ity tests performed on their products and the vari-
eties selling the fastest. At the end of the year, the
Berillis analyze the costs and returns from each
crop, field, and buyer and replace the least profit-
able ventures with more promising ones.
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the use of debit cards and bar-code symbols
whenever purchases and sales occur. Smaller
purchases may be made with preloaded cash
cards. These transactions can also be posted
automatically to the accounting system for an
individual farm and classified by enterprise, pro-
duction period, vendor, or business unit. These
technological advances mean that the informa-
tion in a farmer’s accounting system can be ac-
curate and up to date at the end of each day.

Personal computers have greatly enhanced
capacities to receive, process, and store infor-
mation and to communicate with outside data
sources. Portable computers and personal data
recorders allow precise decisions to be made in
the pickup or on the tractor, as well as in the
office. The first computers were used primar-
ily to sort data and do calculations, but increas-
ingly computers are being designed and used
as communication tools. Wireless transmission
technology and global computer networks are
increasing the availability, speed, and accuracy
of information sharing about weather, markets
and other critical events.

Managers in the last century often found
the lack of accurate, timely, and complete in-
formation to be frustrating. Managers of the
twenty-first century may also be frustrated by in-
formation, only the cause of their frustration will
be the large quantity and continual flow of infor-
mation available to them. A vital task of twenty-
first century managers will be to determine
which information is critical to their decision
making, which is useful, and which is irrelevant.
Even when this is done, the critical and useful
information must be analyzed and stored in an
easily accessible manner for future reference.

CONTROLLING ASSETS

Outside capital will continue to be needed to
finance large-scale operations. Management of
traditional sources of farm credit, such as rural
banks, is becoming more vertically integrated,
and funds will come from national money

markets. Credit will also be available from non-
traditional sources such as input suppliers and
processors. Farm managers will increasingly
have to compete with nonfarm businesses for
access to capital, as the rural and urban finan-
cial markets become more closely tied together.
This competition will necessitate more detailed
documentation of financial performance and
credit needs, and more conformity to generally
accepted accounting principles and performance
measures. Farmers will need to use standard ac-
counting methods and principles and perhaps
even have audited financial statements to gain
access to commercial capital markets.

Standardized records and on-line data bases
will help make comparative analysis with simi-
lar farms more meaningful. The farm manager
will have to decide whether to train an employee
to carry out the required accounting and analysis
or hire this expertise from outside the business.
Even if outside help is used, the manager must
have the skills and knowledge to read, interpret,
and use this accounting information.

Controlling assets is becoming more im-
portant than owning them. Farmers have long
gained access to land by renting it. Leasing ma-
chinery, buildings, and livestock has been less
common, but will likely increase in use. Cus-
tom farming and contract livestock production
are other means by which a good manager can
apply his or her expertise without taking the fi-
nancial risks of ownership. When other parties
supply much of the capital, the operator can
produce a larger volume at less risk, although
the profit margin may be smaller.

HuMAN RESOURCES

Farm managers of the twenty-first century are
depending more on a team of employees or part-
ners to carry out specific duties in the operation.
Working with other people will become a more
important factor in the success of the operation.
Motivation, communication, evaluation, and
training of personnel will become essential skills.
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Farm businesses will have to offer wages,
benefits, and working conditions competitive
with nonfarm employment opportunities. They
will likely have to follow more regulations re-
garding worker safety in handling farm chemi-
cals and equipment and see that employees are
properly trained in the use of new technologies.
Many of the most efficient farms and ranches
in the twenty-first century will be those with a
small number of operators or employees who
have specialized responsibilities. They will
have mastered the communication and team-
work skills needed in such operations.

Modern managers will need to take advan-
tage of the expertise of paid consultants and
advisors. For some very technical decisions,
such as diagnosing animal and plant diseases,
developing legal contracts, or executing com-
modity pricing strategies, the manager may pay
a consultant to make recommendations. In other
cases, the farm manager will obtain information
from outside sources but do the analysis and
decision making. Examples include formulat-
ing livestock rations or crop fertility programs
based on the results of laboratory tests. In either
case, the successful manager must learn to com-
municate clearly and efficiently with the consul-
tant. This means understanding the terminology
and principles involved and summarizing infor-
mation in a concise form before submitting it.

PRODUCING TO MEET
CONSUMER DEMANDS

Agriculture has long been characterized by the
production of “undifferentiated” commodities.
Historically, grain and livestock products from
different farms have been treated alike by buy-
ers if these products met basic quality standards
and grades. The trend is to offer more highly
specialized and processed food products to the
consumer, so buyers are beginning to imple-
ment stricter product standards for producers.
For example, livestock processors want
uniform animals with specific size and leanness
characteristics to fit their processing equip-
ment, packaging standards, and quality levels.
Improved measuring devices, product identifi-
cation and data processing will make it easier
to pay differential prices to producers based
on product characteristics and to trace each lot
to its point of origin. As processors invest in
larger-scale plants, they must operate them at
full capacity to reduce costs and remain com-
petitive. Producers who can assure the packer
of a continuous supply of high-quality, uniform
animals will receive a premium price. Those
who cannot may find themselves shut out of
many markets or forced to accept a lower price.
In crop production, the protein and oil con-
tent of grain and forages is becoming easier to

Howard Berkmann continues to produce tradi-
tional cross-bred, uniform lean hogs for the local
packing plant. One morning each week he deliv-
ers a load of hogs, and by evening, he receives by
electronic mail a summary of the carcass data and
pricing formula from the packer. He downloads
the information into his swine production com-
puter software and prints out a current summary
for the facility from which the hogs came and the
genetic group they represented.

Custom Pork Production: Producing for the Market

A few years ago, Howard started a specialty
group of Berkshire hogs designed for the Japa-
nese market. The particular coloring and marbling
of the meat earns him a premium price. He nego-
tiated an agreement with a Berkshire breeder in
a neighboring state to supply him with a regular
stream of replacement gilts. Several times a week,
he checks the Japanese livestock markets for for-
ward pricing opportunities, and he has visited his
marketing contact in Tokyo.
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measure, making differential pricing possible.
Biotechnology research will allow plant charac-
teristics to be altered and genetically engineered
varieties to be produced for specific uses, regions,
and production technologies.

More agricultural products will be used for
industrial purposes, such as biofuels, renewable
energy, pharmaceutical products, and biode-
gradable packaging. This will require increased
attention to product quality, segregation of pro-
duction, record keeping, and marketing con-
tracts. Traditional marketing channels and price
patterns will change.

So called niche markets will also become
more important. Organic produce, extra-lean
meat, specialty fruits and vegetables, and custom-
grown products for restaurants and food services
will be in greater demand. As international
trade barriers continue to fall, foreign markets
also will be more important. These markets
may require products with special character-
istics. Farm managers who seek out these mar-
kets and learn the production techniques
necessary to meet their specifications can real-
ize a higher return from their resources. The
manager will have to evaluate the additional
costs and increased risks associated with spe-
cialty markets and compare them with the
potentially higher returns.

CONTRACTING AND VERTICAL
INTEGRATION

Just as some farmers and ranchers will pro-
duce specific products, others will specialize
in a particular phase of producing more generic
products. Examples include raising dairy re-
placement heifers, harvesting crops on a cus-
tom hire basis, or producing bedding plants for
home gardeners. Such operators can develop a
high degree of expertise in their particular area
and apply it to a high volume of production.
Many of these managers produce an inter-
mediate product or service so there may not be a
widespread market at an established market price.

To ensure that they can sell their product they
may enter into a marketing contract with a pro-
cessor, wholesale distributor, or other farmers.
The contract may guarantee that a constant sup-
ply of product of a minimum quality and type
will be delivered. In some cases the buyer may
supply some of the inputs and management,
such as when pigs or broilers are finished in
contract facilities on independent farms. Such
arrangements are called vertical integration.

ENVIRONMENTAL AND HEALTH
CONCERNS

As the availability of an adequate quantity of
food becomes ever more taken for granted, con-
cerns about food quality and food safety as well
as the present and future condition of our soil,
water, and air will continue to receive high pri-
ority from the nonfarm population. Farmers and
ranchers have always had a strong interest in
maintaining the productivity of natural resources
under their control. However, the off-farm and
long-term effects that new production technolo-
gies have on the environment have not always
been well quantified or understood. As more
people decide to live in rural areas, the contact
between farm and nonfarm residents will in-
crease. This will lead to increased concern about
agricultural wastes and their effects on air and
water quality. Pressure from nonfarm rural resi-
dents may even cause some production systems
such as concentrated livestock feeding to shift to
less populated regions. Farm managers will have
to choose between discontinuing those enter-
prises or moving their businesses.

As research and experience improve the
understanding of the interactions among various
biological systems, education and regulation
will be used to increase the margin of safety for
preserving resources for future generations. Top
agricultural managers of today recognize the
need to keep abreast of the environmental impli-
cations of their production practices and are often
leaders in developing sustainable production
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systems. All farm managers in the twenty-first
century must be aware of the effects their pro-
duction practices have on the environment, both
on and off the farm, and take the steps necessary
to keep our agricultural resources productive
and environmentally safe.

The value of agricultural assets, particularly
farmland, will be affected by environmental
conditions and regulations. When farms are sold
or appraised, environmental audits are becom-
ing routine to warn potential buyers of any costs
that might be incurred to clean up environmental
hazards. The crop production combinations and
practices allowed by a farm’s conservation plan
also affect its value. Farm managers will have to
evaluate every decision for profitability and for
how it affects the environment. The successful
managers will be those who can generate a profit
while sustaining resources on the farm and mini-
mizing environmental problems off the farm.

GLOBALIZATION

Agricultural producers all over the world are
finding that their success or failure is increas-
ingly tied to weather, public policies, and con-
sumer tastes that exist thousands of miles away.
Expansion of markets through international
trade has long been an avenue by which farm-
ers have sought to enhance the prices of their
products and channel increased production to
consumers. However, the governments of many
countries, including the United States, have
tried to protect their farmers from foreign com-
petition through the use of trade barriers such as
tariffs, quotas, and sanitary regulations.

In recent years many of these barriers have
been lowered or eliminated. The World Trade
Organization (WTO) is an international orga-
nization dedicated to negotiating freer trade
throughout the world to increase the efficiency
of food production and improve standards of
living for millions of people. Other cooperative
arrangements such as the North American Free
Trade Agreement (NAFTA) have been able

to achieve similar objectives among smaller
groups of nations.

One long-term effect of such efforts is for
countries and regions to specialize in products
for which they have a comparative advantage,
that is, those that their particular climate, soil, or
labor supply allows them to produce more effi-
ciently than other regions. Those countries can
then exchange commodities with each other, and
citizens in both countries end up with a higher
and more varied standard of living. For example,
since the implementation of NAFTA began in
1994, the United States and Canada have sold
increasing quantities of feed grains to Mexico,
allowing Mexico to increase its livestock produc-
tion and the quantity of meat in the diets of its
citizens. Likewise, Mexico has been able to sup-
ply more fresh fruits and vegetables to U.S. and
Canadian markets. These are examples of a much
larger set of changes known as globalization.

Along with the lowering of trade barri-
ers, the WTO is working to reduce subsidies
and other favorable treatments to farmers by
national governments that would encourage
them to produce more of a certain product than
they would based solely on competitive mar-
ket prices. This is to prevent policies in some
countries from driving down international com-
modity prices for producers in other countries.
Losing price supports or input subsidies will
cause short-term financial losses for some farm-
ers, but it will increase the efficiency of world
agriculture in the long run.

Opportunity or Threat?

Some producers and commodity groups recog-
nize globalization as an opportunity to expand
the markets for their products. Others see the
trends as a threat, especially if they are unable to
produce as efficiently as farmers in other coun-
tries and no longer enjoy the protection of trade
barriers. They may need to develop a strategic
plan that involves reducing production costs,
looking for new enterprises, or finding alterna-
tive markets in which they can better compete.
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Besides changing the flow of international
trade, globalization can affect consumer tastes
and preferences. Improved communication
and transportation can introduce consumers to
products and types of food they were not famil-
iar with previously. A decade ago bananas and
other tropical fruits were not common in eastern
European countries. Likewise, consumers in the
United States were not familiar with kiwifruit or
some types of imported cheeses.

Globalization also means that farmers and
other producers around the world will increasingly

compete for the same raw materials. Petro-
leum and other forms of energy are becom-
ing increasingly scarce and expensive. Higher
transportation costs will alter trade patterns.
Agricultural labor will move across borders to
fill the demand for workers, regardless of im-
migration laws. Investment capital will flow to
where the highest returns are available. All of
these changes will force successful farmers and
ranchers to continually assess their external en-
vironments and internal resources to meet their
long-term goals.

SUMMARY

Farmers and ranchers in the twenty-first century will be making most of the same basic decisions
that they have made in the past century. The difference is they will be making them faster and with
more accurate information. Farm businesses will continue to become larger, and their operators will
have to acquire specialized skills in managing personnel, interpreting data, competing for resources
with nonfarm businesses, and customizing products to meet the demands of new markets. Changes
in world trade policies and globalization of agriculture will have both positive and negative effects
to which farmers must respond. All this must be done while balancing the need to earn a profit in the
short run with the need to preserve agricultural resources and environmental quality into the future.
While some farm managers will look at these trends as threats to the way they have traditionally
operated their businesses, others will see them as new opportunities to gain a competitive advantage
and to prosper.

QUESTIONS FOR REVIEW AND FURTHER THOUGHT —

1. What forces have caused farms and ranches to become larger? Which of them are likely to continue? How can
smaller businesses compete successfully?

2. How will quick access to more information help farm managers in the twenty-first century make better
decisions?

3. List two examples of specialty agricultural markets and the changes a conventional producer might have to
make to fill them.

4. What agricultural products from other countries do you consume? Do any of these compete with products
produced by farmers in your country?

5. List other new challenges not discussed in this chapter that you think farm and ranch managers may have
to face in the future.
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Successful managers cannot simply memorize
answers to problems, nor can they do exactly
as their parents did. Some managers make de-
cisions by habit. What worked last year also
will work this year, and maybe again next year.
But good managers learn to continually rethink
their decisions as economic, technological, and
environmental conditions change. Farmers and
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1. Understand the functions of management

2. Present the steps in developing a strategic
management plan for a farm or ranch

3. Identify some common goals of farm and
ranch managers and show how they affect
decision making

4. Explain the steps in the decision-making
process

5. Describe some unique characteristics of
the decision-making environment for
agriculture

ranchers are continually bombarded by new
information about prices, weather, technology,
public regulations, and consumers’ tastes. This
information affects the organization of their
businesses; what commodities to produce; how
to produce them; what inputs to use; how much
of each input to use; how to finance their busi-
nesses; and how, where, and when to market their
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products. New information is vital for making
new decisions and will often cause old manage-
ment strategies to be reconsidered.

Important changes can occur in climate,
weather, government programs and policies,
imports and exports, international events, and
many other factors that affect the supply and
demand situation for agricultural commodities.
Long-term trends must be recognized and taken
into account.

Technology is also a constant source of
change. Examples include the development of
new seed varieties; new methods for weed and
insect control; new animal health products and
feed ingredients; and new designs, controls,
and monitors for machinery. Other changes
occur in income tax rules, environmental regu-
lations, and farm commodity programs. These
factors are all sources of new information that
the manager must take into account when for-
mulating strategies and making decisions.

Some managers achieve better results than
others, even when faced with the same eco-
nomic conditions, climate, and technology
choices. Table 2-1 contains some evidence of
this from a group of farms in a farm business
association. Farms in the top one-third of the
group had an average return to management and
net farm income ratio many times higher than
those of farms in the lowest one-third. However,

TABLE 2-1 | Comparison of Mid-Size
Grain Farms in Kentucky
Highest third Lowest third

Item (average) (average)
Gross farm returns $1,155,847 $700,672
Return to management $ 327,310 —$ 42,264
Net income as % 37.8% 5.9%

of gross
Crop acres farmed 1,547 1,414
Months of labor utilized 42.8 41.6

Source: Kentucky Farm Business Management Program, Annual
Summary Data 2008, University of Kentucky.

the high-profit farms had only slightly more
land and labor than the low-profit farms. There-
fore, the wide range in net farm income and
return on assets cannot totally be explained by
the different quantities of resources available.
The explanation must lie in the management
ability of the farm operators.

FUNCTIONS OF MANAGEMENT

Farm and ranch managers perform many func-
tions. Much of their time is spent doing routine
jobs and chores. However, the functions that
distinguish a manager from a mere worker are
those that involve a considerable amount of
thought and judgment. They can be summarized
under the general categories of planning, imple-
mentation, control, and adjustment.

Planning

The most fundamental and important of the
functions is planning. It means choosing a course
of action, policy, or procedure. Not much will
happen without a plan. To formulate a plan, man-
agers must first establish goals, or be sure they
clearly understand the business owner’s goals.
Second, they must identify the quantity and qual-
ity of resources available to meet the goals. In
agriculture, such resources include land, water,
machinery, livestock, buildings, and labor. Third,
the resources must be allocated among several
competing uses. The manager must identify all
possible alternatives, analyze them, and select
those that will come closest to meeting the goals
of the business. All these steps require the manager
to make careful long-run and short-run decisions.

Implementation

Once a plan is developed, it must be imple-
mented. This includes acquiring the resources
and materials necessary to put the plan into ef-
fect, plus overseeing the entire process. Coordi-
nating, staffing, purchasing, and supervising are
steps that fit under the implementation function.



Control

The control function includes monitoring re-
sults, recording information, and comparing
results to a standard. It ensures that the plan
is being followed and producing the desired
results, or provides an early warning so adjust-
ments can be made if it is not. Outcomes and
other related data become a source of new infor-
mation to use for improving future plans.

Adjustment

If the information gathered during the control
process shows that outcomes are not meeting
the manager’s objectives, adjustments need to
be made. This may involve fine-tuning the tech-
nology being used, or it may require changing
enterprises. In some cases more detailed pro-
duction and cost data will have to be collected
to identify specific problems.

Figure 2-1 illustrates the flow of action
from planning through implementation and
control to adjustment. It also shows that infor-
mation obtained from the control function can
be used for revising future plans. This circular
process of constant improvement and refinement
of decisions can continue through many cycles.

Planning

Y

Implementation

New

. . Adjustment
information

Figure 2-1 Management flow chart based on
four functions of management.
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But first, some basic decisions must be made
about exactly why the business even exists and
where it is headed.

STRATEGIC FARM MANAGEMENT

Management of a farm or ranch can be divided
into two broad categories: strategic and tactical.
Strategic management consists of charting the
overall long-term course of the business. Tactical
management consists of taking short-run actions
that keep the business moving along the chosen
course until the destination is reached.

Always doing things right in farming is not
enough to ensure success. Farmers and ranch-
ers must also do the right things. Strategic man-
agement seeks to discover what the right things
are for a particular business at a particular time.
Simply doing what the previous generation
did will not keep the farm competitive in the
long run.

Strategic management is an ongoing pro-
cess. However, this process can be broken down
into a series of logical steps:

1. Define the mission of the business.

2. Formulate the goals of the business.

3. Assess the resources of the business
(internal scanning).

4. Survey the business environment (external
scanning).

5. Identify and select strategies that will reach
the goals.

6. Implement and refine the selected
strategies.

Defining the Mission of the Business

A mission statement is a short description of
why a business exists. For some farms and
ranches, the mission statement includes strictly
business considerations. For a family-owned
and operated business, the mission of the farm
may be only one component of the overall
family mission, which may reflect social, reli-
gious, and cultural values as well as economic
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George and Connie Altman have been milking
cows and growing crops since their early twenties.
At age 35, they decided to assess where their
farming operation was and where they wanted it
to go. They chose the following mission statement

A Mission Statement

for their business: “Our mission is to produce safe
and nutritious milk at a reasonable cost, to maintain
and enhance the quality of the natural resources un-
der our control, and to contribute toward making
our community a satisfying place to live.”

considerations. Mission statements should em-
phasize the special talents and concerns of each
farm business and its managers.

Formulating the Goals of the Business
Goals provide a reference point for making de-
cisions and measuring progress. For a family-
owned and operated farm, the goals of the
business may be a subset of the overall family
goals. For larger farms where hired managers
are employed, the owners may define the goals
while the manager strives to achieve them.

Not all farm managers will have the same
goals, even when their resources are similar. This
is because people have different values. Values
influence the goals people set and the priorities
they put on them. Table 2-2 lists some typi-
cal values held by farmers and ranchers. How
strongly they feel about each of them will affect
their business and family goals. When more than
one person is involved in setting goals, it is im-
portant to recognize differences in values and to
be willing to compromise if necessary to arrive
at a mutually acceptable set of goals.

When goals are being established, keep in
mind the following important points:

1. Goals should be written. This allows
everyone involved to see and agree on
them and provides a record for review at
later dates.

2. Goals should be specific. “To own 240 acres
of class I farm land in Washington County”
is a more useful goal than “to own land.” It
helps the manager determine whether a goal

has been reached and provides a sense of
accomplishment and an opportunity to think
about defining new goals.

3. Goals should be measurable. The goal
of owning 240 acres is measurable, and
each year the manager can gauge progress
toward the goal.

4. Goals should have a timetable. “To own
240 acres within five years” is more useful
than a goal with an open-ended or vague
completion date. The deadline helps keep
the manager focused on achieving the goal.

TABLE 2-2 | Common Values Among

Farmers and Ranchers

Do you agree or disagree?

1. A farm or ranch is a good place to raise a family.
A farm or ranch should be run as a business.
It is acceptable for farmers to borrow money.

W

A farmer should have at least two weeks of vacation
each year.
5. Itis better to be self-employed than to work for
someone else.
6. Itis acceptable for a farmer to also work off the
farm.
7. 1t is more enjoyable to work alone than with other
people.
8. Farmers should strive to conserve soil and keep
water and air resources clean.
9. A family farm should be passed on to the next
generation.
10. All family members should be involved in the
operation.




A farm operated by a family unit often has
more than one set of goals because of the close
and direct involvement of family members with
the farm business. There can be personal goals
as well as business goals, and each individual
within the family may have different goals. In
these situations, it is important to use a family
conference or discussion to agree on at least the
business goals. Without an agreement, everyone
may go in different directions, and none of the
business goals will be reached. This also applies
to farms and ranches with multiple partners or
shareholders.

Individuals and the businesses they manage
differ, so many potential goals exist. Surveys
of farm operators have identified the following
common farm and ranch goals:

» Survive, stay in business, do not go broke,
avoid foreclosure.

» Maximize profits, get the best return on
investment.

* Maintain or increase standard of living,
attain a desirable family income.

e Own land, accumulate assets.

» Reduce debt, become free of debt.

* Avoid years of low profit, maintain a stable
income.

 Pass the entire farm on to the next
generation.

* Increase leisure and free time.

* Increase farm size, expand, add acres.

* Maintain or improve the quality of soil,
water, and air resources.

* Own and manage my own business.

These goals are stated in a general manner and
would need to be made more specific before
they would be useful to an individual business.
Rarely does a single goal exist; farm operators
usually have multiple goals. When this occurs,
the manager must decide which goals are most
important. Some combinations of goals may be
impossible to achieve simultaneously, which
makes the ranking process even more impor-
tant. Another job for the manager is to balance
the tradeoffs among conflicting goals.
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Prioritizing Goals

Any of the goals listed may rank first for a
certain individual, depending on the time and
circumstances. Goals can and do change with
changes in age, financial condition, family status,
and experience. Also, long-run goals may differ
from short-run goals. Profit maximization is often
assumed to be the major goal of all business.
However, farm operators often rank survival or
staying in business above profit maximization.
Achieving a profit plays a direct, or at least an
indirect, role in meeting many other possible
goals, including business survival.

Profit is needed to pay family living expenses
and taxes, increase owner equity, decrease debt,
and expand production. However, several possible
goals on the list imply minimization or avoidance
of risk, which may conflict with profit maximi-
zation. The most profitable long-run production
plans and strategies are often among the most
risky as well. Highly variable profits from year to
year may greatly reduce the chances for survival,
and conflict with the desire for a stable income.
For these and other reasons, profit maximiza-
tion is not always the most important goal for all
farm operators. Profit may be maximized subject
to achieving minimum acceptable levels of other
goals, such as security, leisure, and environmen-
tal stewardship. Nevertheless, profit maximization
has the advantage of being easily measured, quan-
tified, and compared across different businesses.

Assessing the Resources of the Business

Farms and ranches vary widely in the quantity
and quality of physical, human, and financial
resources available to them. An honest and thor-
ough assessment of these resources will help the
manager choose realistic strategies for achieving
the goals of the business. This process is often
called internal scanning.

Physical resources The land base is prob-
ably the most critical physical resource. Produc-
tivity, topography, drainage, and fertility are just
a few of the qualities that determine the potential
of land for agricultural use. The number of acres



24 PARTI Management

available and their location are also important.
In many states, detailed databases exist that
describe the important characteristics of a par-
ticular tract of land.

Other physical resources that should be
evaluated include breeding livestock, buildings
and fences, machinery and equipment, irrigation
installations, and established perennial crops
such as orchards, vineyards, and pasture.

Human resources The skills of the
operator(s) and other employees often determine
the success or failure of certain enterprises.
Some workers are talented with machinery,
while others do better with livestock. Still others
excel at marketing or accounting. Equally
important is the degree to which each person in
the operation likes or dislikes doing certain jobs.
It is a good idea to conduct a thorough audit of
personal skills and preferences before identify-
ing competitive strategies for a farm business.

Financial resources Even when the phys-
ical and human resources are present to carry
out certain enterprises, capital may be a limiting
factor. Financial resources can be evaluated by
completing a set of financial statements and by
exploring the possibility of obtaining additional
capital from lenders or outside investors. These
tools and strategies will be discussed in detail in
later chapters.

An honest and thorough appraisal of the
farm’s physical, human, and financial strengths
and weaknesses will steer it toward realistic
strategies. Particular attention should be given
to identifying resources that will give the farm
or ranch a competitive advantage over other
firms. If certain key resources are found to be in
short supply, strategies to fill these gaps need to
be formulated.

Surveying the Business Environment

Critically analyzing the business environment in
which a ranch or farm operates is called external
scanning. Although the major types of livestock
and crops grown in various parts of the world do
not change rapidly, many of their characteristics

have. Changing consumer tastes and expanded
international markets have led some customers
to pay premiums for lean meat or high-protein
grains, for example.

Other trends affect the availability of
new resources and the choices of technology.
Changes in government regulations may create
new constraints, or even remove some. The prudent
manager must be aware of all these changes
in the external environment and react to them
early. If new production practices that lower
costs per unit are adopted by most producers,
then the operation that does not change will
soon be at a competitive disadvantage.

Prices of some key inputs such as fuel and
fertilizer may rise faster than others. This can
affect crop and livestock production practices
used, the choice of products, and the marketing
channels used.

Some trends may represent threats to the
farm or ranch, which could decrease profits if
no corrective action is taken. For example, de-
creasing consumption of a crop such as tobacco
may require alternative crops to be considered.
Other trends, such as a desire for diets lower in
fat, may present opportunities for a farm that
can help it reach its goals faster.

Whether a trend represents an opportunity
or a threat will sometimes depend on the partic-
ular nature and location of the farm. Lowering
of international trade barriers may expose farm-
ers to foreign competition that they have been
protected from in the past. By the same token,
freer trade may open up new markets for prod-
ucts for which producers have a comparative
advantage.

Identifying and Selecting Strategies

Everyone connected with the farm should brain-
storm about possible plans for the future. By
matching up the most promising opportunities
with the strong points of the particular farm or
ranch, an overall business strategy with a high
chance of success can be formulated. Changes
may have to be made, but they will be part of
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J une and Carl Washington have raised corn, to-
bacco, and hay on their rolling 460-acre farm for
nearly 18 years. They have also run 50 stock cows
on their rough pastureland and farrowed and sold
feeder pigs from 35 sows each year. Through hard
work and careful budgeting they have managed
to pay down their mortgage and send the children
off to school.

This year they lost their tobacco quota, and it is
getting harder to sell the feeder pigs through local
sale barns. They would like to sell pigs directly to
one of the finishing operations in the area, but all
of them want a larger volume of pigs, delivered
at regular intervals. Without their children around
to help, June and Carl don’t think they can handle
increased hog chores. Besides, they would have to
buy extra corn.

Internal and External Scanning

Their county beef producers association is
negotiating a contract to sell high-quality feeder
calves to an out-of-state feedlot, by pooling
calves from all their members. Carl has always
enjoyed working with cattle. After comparing
a series of whole farm budgets developed with
the help of their farm business association con-
sultant, the Washingtons decide to liquidate their
swine operation and purchase 30 first-calf heifers.
They also plan to gradually renovate their pas-
tures and subdivide them and increase their
hay acres. By selecting their best heifer calves
for replacements, they hope to build their herd
up to 100 females in five years. They will keep
Supervised Performance Analysis (SPA) records
to measure the production and financial success
of their venture.

a deliberate, integrated plan, not just haphazard
reactions.

Several general strategies were identified in
Chapter 1: a low-volume, high-value producer;
a high-volume, low-margin producer; a special
service provider; and a part-time operator. Some
businesses can expand their options by forming
strategic alliances with other farms or ranches
that have complementary skills, such as a feeder
pig producer and a custom hog finisher. Alli-
ances can also be formed with processors and
wholesalers.

Some businesses have more possible strate-
gies for reaching their goals than others. In the
arid regions of the western United States, for
example, the land resource is such that the only
alternative may be to use it as pasture for live-
stock production. But even in this situation, the
manager must still decide whether to use the pas-
ture for cow/calf production, for grazing stocker
steers during the summer, or for sheep and goat
production. Other regions have land suitable
for both crop and livestock production, so more

alternatives exist. As the number of alternatives
for the farm’s limited resources increases, So
does the complexity of the manager’s decisions.

Implementing and Refining
the Selected Strategies

Even the best strategy does not happen by itself.
The manager must formulate action steps, place
them in a timetable, and execute them promptly.
In some cases a formal business plan will be
developed and presented to potential lenders
or partners. Some common elements found in
farm and ranch business plans are outlined in
Box 2-3. Concrete, short-term objectives need
to be set so that progress toward long-term goals
can be measured. The manager then needs to
decide what information will be needed to eval-
uate the success or failure of the strategy and
how to collect and analyze the data.

Above all, strategic management should not
be a one-time, limited process. It is an ongo-
ing activity in which the manager is constantly
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Once you have carried out the strategic plan-
ning process you may want to organize your
conclusions into a business plan. A well-written
business plan can be useful for justifying a loan
application to obtain the capital you need to follow
your plan, for convincing possible partners and
land owners that your farm or ranch has a viable
chance for success in the long run, and for guiding
your own decisions in the future.

A farm or ranch business plan can include the
following elements.

+ Executive summary: a brief overview of the
current situation and your aspirations for the
future

» Mission statement: why the business will exist

+ Description of the business: location, major
enterprises, history, legal structure

* Products and services: what the business
will produce and sell

Creating a Business Plan

* Resources available: owned and rented
land, machinery line, useful buildings,
breeding livestock

* Potential markets: where products can be sold,
customer base for services or specialty products

* Personnel: who will be involved in the
operation, experience, special skills and
training, availability

» Financial statements: net worth and net
income statements, cash flow projections,
sources of capital

+ Risk management strategies: how risk will
be limited to a level consistent with financial
resources

* Letters of reference: from people familiar
with the farming operation and the managers

On-line resources for developing a farm or
ranch business plan are available from Purdue
University and the University of Minnesota.

alert for new threats or opportunities, ready to
take advantage of new resources, and willing to
adapt the farm’s strategies to changes in the val-
ues and goals of the individuals involved.

Tactical Management

Once an overall strategy for the farm or ranch
has been developed, the manager must make
tactical decisions about how to implement it.
Tactical decisions include when and where to
market crops, what rations to feed livestock,
when to trade machinery, and whom to hire for
the milking parlor. They may be as minute as
which field to till on a given day or which tele-
phone service to buy.

There are many different tactics available to
carry out the same business strategy. Later we
will examine some budgeting tools useful for
making tactical decisions.

DECISION MAKING

Without decisions, nothing will happen. Even
allowing things to drift along as they are implies
a decision, perhaps not a good decision, but a
decision nevertheless.

The decision-making process can be broken
down into several logical and orderly steps:

1. Identify and define the problem or
opportunity.

2. ldentify alternative solutions.

3. Collect data and information.

4. Analyze the alternatives and make a
decision.

5. Implement the decision.

6. Monitor and evaluate the results.

7. Accept responsibility.

Following these steps will not make every deci-
sion perfect. It will, however, help a manager



act in a logical and organized manner when con-
fronted with choices.

Identifying and Defining the Problem

or Opportunity

Many problems confront a farm or ranch man-
ager. Most are tactical decisions such as choosing
what seed to use, selecting a livestock ration,
deciding how to market production, and deciding
how to obtain access to land.

Problems may be identified by comparing
results from the business to the levels that could
be attained or that similar farms are achieving.
For example, a farm may have a cotton yield
100 pounds per acre lower than the average for
other farms in the same county on the same soil
type. This difference between what is (the farm
yield) and what should be (the county average yield
or better) identifies a condition that needs attention.
What appears to be a problem is often a symptom
of a deeper problem, however. The low cotton
yields could be caused by low fertility or inad-
equate pest control. These, in turn, could be caused
by even more fundamental production problems.

A manager must constantly be on the alert
to identify problems as quickly as possible.
Most problems will not go away by them-
selves. Once a problem area is identified, it
should be defined as specifically as possible.
Good problem definition will minimize the
time required to complete the remainder of the
decision-making steps.

Identifying Alternative Solutions

Step two is to begin listing potential solutions
to the problem. Some may be obvious once the
problem is defined, while some may require
time and research. Still others may become ap-
parent during the process of collecting data and
information. This is the time to brainstorm and
list any idea that comes to mind. Custom, tradi-
tion, or habit should not restrict the number or
types of alternatives considered. The most fea-
sible ones can be sorted out later.
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Collecting Data and Information

The next step is to gather data, information,
and facts about the alternatives. Data may be
obtained from many sources, including univer-
sity extension services, bulletins and pamphlets
from agricultural experiment stations, electronic
data services, farm input dealers, salespersons
of agricultural inputs, radio and television, com-
puter networks, farm magazines and newsletters,
and neighbors. Perhaps the most useful source of
data and information is an accurate and complete
set of past records for the manager’s own farm
or ranch. New technology for collecting and
analyzing data has made it much easier to have
current and complete information available.
Whatever the source, the accuracy, usefulness,
and cost of the information obtained should be
carefully considered.

Decision making typically requires infor-
mation about future events, because plans for
producing crops and livestock must be made
long before the final products are ready to mar-
ket. The decision maker may have to formulate
some estimates or expectations about future
prices and yields. Past observations provide a
starting point, but will often need to be adjusted
for current and projected conditions. Later we
will study risk management techniques that
farm and ranch managers use to soften the ef-
fects of forecasts of future conditions that turn
out to be wrong.

Gathering data and facts and transforming
them into useful information can be a never-
ending task. A manager may never be satisfied
with the accuracy and reliability of the data and
the resulting information. However, this step
must end at some point. Gathering data has a
cost in terms of time and money. Too much
time spent gathering and analyzing data may
result in a higher cost than can be justified by
the extra benefit received. Good judgment and
practical experience may have to substitute for
information that is unavailable or available only
at a cost greater than the additional return from
its use.
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Analyzing the Alternatives
and Making a Decision

Each alternative should be analyzed in a logi-
cal and organized manner. The principles and
procedures discussed in Part Three provide the
basis for sound analytical methods.

Choosing the best solution to a problem
is not always easy, nor is the best solution always
obvious. Sometimes the best solution is to
change nothing, or to go back, redefine the prob-
lem, and go through the decision-making steps
again. These are legitimate actions, but they
should not be used to avoid making a decision
when a promising alternative is available.

After carefully analyzing each alternative,
the one that will best meet the established goals
is normally selected. Some managers create a list
of desired outcomes and assign a score to each
alternative strategy based on how well it meets
each goal. The scores for all the alternatives can
then be summed and used to rank them.

Sometimes none of the alternatives appears
to be definitely better than any other. If profit
maximization is the primary goal, the alternative
resulting in the largest profit or increase in profit
would be chosen. However, the selection is often
complicated by uncertainty about the future, par-
ticularly future prices. If several alternatives have
nearly the same profit potential, the manager
must then assess the probability that each will
achieve the expected outcome, and the poten-
tial problems that could arise if it doesn’t.

Making decisions is never easy, but it is
what people must do when they become man-
agers. Most decisions will be made with less
than the desired level of information. An alter-
native must be selected from a set of possible
actions, all of which have some disadvantages
and carry some risk. Just because a decision
is difficult is no reason to postpone making it,
though. Many opportunities have been lost by
delay and hesitation.

Step 1. Identify the problem
Soil erosion rates on the more sloping parts of the
farm are above acceptable rates.

Step 2. Identify alternatives

Some of the neighbors use terraces or strip crop-
ping on similar slopes. Many farmers are experi-
menting with reduced tillage or no-till practices.

Step 3. Collect information

Study research results from similar soils, compar-
ing reduced tillage, terraces, and strip cropping.
Obtain prices for different equipment and for
building terraces. Visit with neighbors about their
results. Consult extension experts about what
changes in crop production practices and fertility
would be needed.

The Decision-Making Process: An Example

Step 4. Analyze the alternatives and select one

Taking into account long-term costs and effects on
yield, reduced tillage seems to be the most profitable
way to bring soil erosion down to an acceptable level.

Step 5. Implement the decision
Purchase a new planter and modify the tillage
implements.

Step 6. Monitor the results
Compare yields, calculate machinery and chemical
costs, and measure erosion rates for several years.

Step 7. Accept responsibility for results

Yields and erosion are acceptable, but costs
have increased. Fine tune fertilizer and pesticide
applications.




Implementing the Decision

Nothing will happen and no goals will be met by
simply making a decision. That decision must
be correctly and promptly implemented, which
means taking some action. Resources need to
be acquired, financing arranged, a timetable
constructed, and expectations communicated
to partners and employees. This takes organiza-
tional skills. Remember that not implementing a
decision has the same result as not making the
decision at all.

Monitoring and Evaluating the Results

Managers must know the results of their deci-
sions. The longer it takes for the results of a
decision to become known, the more likely it is
that the results will be different than expected.
Sometimes even a good decision will have bad
results. Good managers will monitor the results
of a decision with an eye toward modifying or
changing it.

The more frequently a decision is repeated,
the more useful it is to evaluate it. Deciding
where to market crops or what genetic lines
to choose for livestock is done over and over.
Monitoring prices received or performance
traits achieved allows better alternatives to be
identified over time. Decisions that can be eas-
ily reversed also deserve to be evaluated more
closely than those that cannot be changed.

Managers must set up a system to assess
the results of any decision, so that any devia-
tion from the expected outcome can be quickly
identified. This is part of the control function of
management. Profit and loss statements sum-
marize the economic impact of a decision, yield
records measure the impact on crop production,
and daily milk or feed efficiency logs monitor
livestock performance. Careful observation and
good records will provide new data to be ana-
lyzed. The results of this analysis provide new
information to use in modifying or correcting
the original decision and making future deci-
sions. Evaluating decisions is a way to “learn
from your past mistakes.”
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Accepting Responsibility

Responsibility for the outcome of a decision rests
with the decision maker. A reluctance to bear
responsibility may explain why some individuals
find it so difficult to make decisions. Sometimes
even good decisions bring bad results, due to un-
certainties of markets and production. Blaming
the government, the weather, or suppliers and
processors when a decision turns out bad will
not improve the results of the next decision. The
manager must try to control the damage and then
turn attention to the future.

CHARACTERISTICS
OF DECISIONS

The amount of time and effort a manager
devotes to making a decision will not be the
same in every case. Some decisions can be
made almost instantly, while others may take
months or years of investigation and thought.
Some of the characteristics that affect how the
steps in the decision-making process are applied
to a specific problem include:

Importance

Frequency

Imminence
Revocability

Number of alternatives

A e

Importance

Some farm and ranch decisions are more impor-
tant than others. Importance can be measured
in several ways, such as the number of dollars
involved in the decision or the size of the po-
tential gain or loss. Decisions risking only a few
dollars, such as sorting hogs into pens or buy-
ing small tools, may be made rather routinely.
For these, little time needs to be spent gather-
ing data and proceeding through the steps in the
decision-making process.

On the other hand, decisions involving a large
amount of capital or potential profits and losses
need to be analyzed more carefully. Decisions
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about purchasing land, installing an irrigation
system, and constructing a new total-confinement
hog building easily justify more time spent on
gathering data and analyzing the alternatives.

Frequency

Some decisions may be made only once in a
lifetime, such as choosing farming or ranching
as a vocation or buying a farm. Other decisions
are made almost daily, such as scheduling field
work activities, balancing livestock rations, and
setting breeding schedules. Frequent decisions
are often made based on some rule of thumb or
the operator’s intuitive judgment. Nevertheless,
small errors in frequent decisions can accumu-
late into a substantial problem over time.

Imminence

A manager is often faced with making a de-
cision quickly or before a deadline to avoid a
potential loss. Grain prices moving up or down
rapidly call for quick action. Other decisions
have no deadline, and there is little or no pen-
alty for delaying the decision until more infor-
mation is available and more time can be spent
analyzing the alternatives. The thoroughness
with which any decision is made will depend on
the time available to make it.

Revocability

Some decisions can be easily reversed or
changed if later observations indicate that the
first decision was not the best. Examples are
calibrating a seeder or adjusting a feeder, which
can be changed rather quickly and easily. Man-
agers may spend less time making the initial
decision in these situations, because corrections
can be made quickly and at little cost.

Other decisions may not be reversible or
can be changed only at a high cost. Examples
would be the decision to drill a new irrigation
well or to construct a new livestock building.
Once the decision is made to go ahead with

these projects and they are completed, the
choice is to either use them or abandon them.
It may be difficult or impossible to recover
the money invested. These nonreversible de-
cisions justify much more of the manager’s
time.

Number of Alternatives

Some decisions have only two possible alterna-
tives. They are of the “yes or no” or “either, or”
type. The manager may find these decisions to
be easier and less time consuming than others
that have many alternative solutions or courses
of action. Where many alternatives exist, such
as selecting seed varieties, the manager may be
forced to spend considerable time identifying
the alternatives and analyzing each one.

THE DECISION-MAKING
ENVIRONMENT IN AGRICULTURE

Is managing a farm or ranch greatly different
from managing other types of businesses? The
basic functions, principles, and techniques of
management are the same everywhere, but a
typical farm or ranch business has some unique
characteristics that affect the way decisions
are made.

Biological Processes and Weather

One distinguishing characteristic of agriculture
is the limitation placed on a manager’s deci-
sions by the biological and physical laws of
nature. Managers soon find there are some
things they cannot control. Nothing can be
done to shorten the gestation period in livestock
production, there is a limit on how much feed
a pig can consume in a day, and crops require
some minimum time to reach maturity. Even
attempts to control the effects of climate with
irrigation equipment and confinement build-
ings can be thwarted by sudden rainstorms and
blizzards.



The unpredictability of the production pro-
cess is unique to agriculture. Not even the best
manager can forecast with certainty the effects
of variations in rainfall, temperature, disease, or
genetic combinations. This introduces an ele-
ment of risk that most nonfarm businesses do
not face.

Fixed Supply of Land

In most industries, a business can buy more raw
materials or replicate production facilities when
demand for their products increases. However,
the supply of the most valuable resource in ag-
ricultural production, land, is essentially fixed.
Farm managers can only try to increase the
productivity of the existing land base or out-
bid other farms for the limited amount of land
available for sale or rent. This makes decisions
about buying, selling, and renting land particu-
larly crucial. It also causes the sale and rental
prices of farmland to be especially sensitive to
changes in the prices of agricultural commodi-
ties and inputs.

Small Size

Nearly 58 percent of the farms in the United
States have only one operator (Table 2-3), and
only 1.5 percent have more than three. No other
sector of the economy is so dominated by small-
scale operations. By contrast, in a large corpo-
ration the stockholders own the business, while

TABLE 2-3 | Number of Operators per

Farm in the United States

Number of operators Percent
One operator 57.7
Two operators 35.7
Three operators 5.1
Four or more operators 1.5

Source: 2007 Census of Agriculture, USDA.
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the board of directors sets goals, defines poli-
cies, and hires managers to follow them. It is
generally easy to identify three distinct groups:
owners, management, and labor. These distinct
groups do not exist on the typical family farm
or ranch, where one individual or a small group
owns the business, provides the management,
and contributes most or all of the labor. This
makes it difficult to separate the management
activity from labor, because the same individu-
als are involved. It also causes the constant need
for labor “to get a job done,” placing manage-
ment in a secondary role, with decisions con-
stantly being delayed or ignored. Moreover,
when the manager’s residence and home life are
located on the farm, personal and business goals
and activities become more intertwined.

Perfect Competition

Production agriculture is often used as an ex-
ample of a perfectly competitive industry. This
means that each individual farm or ranch is only
one of many and represents a small part of the
total industry. Most agricultural products are
homogeneous, that is, grain, fruits, and veg-
etables or livestock from one farm are virtually
identical to those from another farm. Therefore,
the individual manager usually cannot affect
either the prices paid for resources or the prices
received for products sold. Prices are deter-
mined by national and international supply and
demand factors, over which an individual man-
ager has little control except possibly through
some type of collective action. Some manag-
ers attempt to overcome this by finding niche
markets or localized markets where they are the
only suppliers. Examples include growers of
heirloom produce or nontraditional livestock.
All these factors taken together create a
unique environment for making management
decisions in agriculture. The remaining chapters
will explain in more detail the principles and tools
used by farm and ranch managers and the particu-
lar types of problems to which they apply them.
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SUMMARY

Good management usually means the difference between earning a profit or suffering a loss in a
commercial farm or ranch business. Managers must make plans for the farm business, implement the
plans, monitor their success, and make adjustments where needed.

The overall direction in which the farm is headed is defined through the process of strategic
planning. A strategic plan begins with a vision statement of why the business exists. Goals provide
the direction and focus for the process and reflect the values of the managers. After assessing the
internal resources and the external environment of the business, strategies can be identified and
selected. Finally, the strategies must be implemented and the results monitored. The strategic plan is
carried out by making a large number of short-run tactical decisions. Tactical decisions are made by
defining the problem, gathering information about and analyzing alternative solutions, choosing and
implementing an alternative, and evaluating the results.

Farm and ranch managers operate in a different environment than managers of other businesses.
Agriculture relies heavily on biological processes; the supply of farmland is essentially fixed; many
of the same people combine ownership, labor, and management; and the firms usually operate in a
perfectly competitive economic environment.

QUESTIONS FOR REVIEW AND FURTHER THOUGHT —

1. What is your definition of management? Of a farm manager?

2. Do farm and ranch managers need different skills than managers of other businesses? If so, which skills are
different? Which are the same?

3. How do strategic management and tactical management differ?
4. Would you classify the following decisions as strategic or tactical?
a. deciding whether a field is too wet to till
b. deciding whether to specialize in beef or dairy production
¢. deciding whether to take a partner into the business
d. deciding whether to sell barley today or wait until later

5. Why are goals important? List some examples of long-term goals for a farm or ranch business. Make them
specific and measurable and include a time line.

. What are some common goals of farm and ranch families that might be in conflict with each other?
. What are your personal goals for the next week? For next year? For the next 5 years?

. What internal characteristics of the farm should a manager consider when developing a strategic plan?

o 0 I &

. Identify several trends in technology or consumer tastes that a farm manager should consider when developing
a strategic plan.

10. List the steps in the decision-making process. Which steps are part of the planning function of management?
Implementation? Control? Evaluation?

11. What characteristics of a decision affect how much time and effort a manager devotes to making it?

12. What are some characteristics of agriculture that make managing a farm or ranch different from managing
other businesses?
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P A RT

MEASURING MANAGEMENT
PERFORMANCE

wo points made in Chapter 2 were: (1) setting goals is important and (2) control
is one of the functions of management. In Part Two we will describe how to mea-
sure and analyze profit and other financial characteristics of a farm or ranch business.
Results of the analyses will allow the manager to determine how well and to what
degree the financial goals are being met.

This discussion is also related to the control function of management. Control is
a monitoring system used to assess whether the business plan is being followed and
how well the farm is meeting the goal(s) of the plan. Many of the same records needed
to measure profit and the financial status of the business are also needed to perform
the control function of management. The records provide a method of measuring not
only how well the business is doing but also how well the manager or management
is doing.

This discussion introduces the need for a record-keeping or accounting system
for the farm or ranch business. There are many choices and options in the design and
implementation of a farm record system, ranging from the simple to the complex. The
best system for any business will depend on many factors, including the size of the
business, the form of business organization, the amount of capital borrowed, lender
requirements, and what specific financial reports are needed and in what detail.
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Chapter 3 discusses the purposes and parts of a farm record system. The next
two chapters cover the two most common financial reports: the balance sheet and the
income statement. Chapter 4 emphasizes that a balance sheet is intended to measure
the financial condition of the business at a point in time.

Chapter 5 introduces the income statement, which provides an estimate of the
value of products and services produced during an accounting period and the costs of
the resources used to produce them. The accuracy of the reported profit depends on
many factors, including the type of record system employed and the effort put forth to
keep good records. The proper recording of cash transactions and how they are sum-
marized in the statement of cash flows are discussed, and the difference between cash
flows and income/expenses is explained. The emphasis will be on understanding what
it takes to accurately measure profit or net farm income. Without an accurate measure-
ment, the effects of past management decisions will be distorted, and poor information
will be used to make future decisions.

The tools developed in Chapters 4 and 5 can be used in the control functions
of management. These are consolidated in Chapter 6 and combined with some addi-
tional analytical measurements to perform a whole-farm business analysis. Measures
of the financial strength and profitability of the business can be compared to goals and
standards. Areas of strength and weakness can be identified, and specific problems
addressed to improve overall business performance and meet the operator’s goals.
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CHAPTER

ACQUIRING AND
ORGANIZING MANAGEMENT
INFORMATION

CHAPTER OQUTLINE

Purpose and Use of Records

Farm Business Activities

Basic Accounting Terms

Options in Choosing an Accounting System
Basics of Cash Accounting

Basics of Accrual Accounting

A Cash Versus Accrual Example

Farm Financial Standards Council
Recommendations

Chart of Accounts

Output from an Accounting System
Summary

Questions for Review and Further Thought

A business with poor or no records can be lik-
ened to a ship in the middle of the ocean that
has lost the use of its rudder and navigational

CHAPTER OBJECTIVES

1. Appreciate the importance and value
of establishing a good farm or ranch
accounting system

2. Discuss some choices that must be made
when selecting an accounting system

3. Outline the basic concepts of the cash
accounting method

4. Present the basic concepts of the accrual
accounting method and compare them
with cash accounting

5. Review some recommendations of the
Farm Financial Standards Council related
to choice of accounting method

6. Introduce some financial records that can be
obtained from a good accounting system

aids. It does not know where it has been, where
it is going, or how long it will take to get there.
Records tell the manager where the business has
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been and whether it is now on the path to mak-
ing profits and creating financial stability. Re-
cords are, in one respect, the manager’s “report
card,” because they show the results of manage-
ment decisions over past periods. Records may not
directly show where a business is going, but they
can provide considerable information that can be
used to correct or amend past decisions and to im-
prove future decision making. In that way, they at
least influence the future direction of the business.
For a number of reasons, farm and ranch re-
cords have traditionally been poorly kept. Even the
better record systems have not been totally consis-
tent with the standards that the accounting profes-
sion follows for other types of businesses. Financial
problems on farms and ranches during the 1980s
focused attention on the poor records kept by many
farmers and ranchers, the many different styles and
formats of financial reports being used, differences
in terminology, and inconsistent treatment of some
accounting transactions unique to agriculture.

PURPOSE AND USE OF RECORDS

Several uses for records have already been men-
tioned. A more detailed and expanded list of the

purpose and use of farm records is possible.
One such list is:

1. Measure profit and assess financial
condition.

2. Provide data for business analysis.

3. Assist in obtaining loans.

4. Measure the profitability of individual
enterprises.

5. Assist in the analysis of new investments.

6. Prepare income tax returns.

This is not a complete list of all possible reasons
for keeping and using farm records. Other pos-
sible uses include demonstrating compliance
with environmental regulations, establishing
insurance needs, planning and valuing estates,
monitoring inventories, dividing landlord/tenant
expenses, reporting to partners and sharehold-
ers, and developing marketing plans. Good re-
cords are also essential for splitting income and
expenses in multiple-owner businesses, such as
those with absentee landowners, and to assist
with profit-sharing distributions and share-lease
arrangements. However, the six uses in the list
are the more common and will be discussed in
more detail.

The “Farm Debt Crisis” from 1983 to 1987
provided evidence that the farm record-keeping
methods and financial analyses of that time were
often inadequate or underused. Following the debt
crisis, farm financial education increased, leading
to growth in the number of available books, farm
record systems, and services, but the new meth-
ods were generally not standardized. In 1989, the
Farm Financial Standards Task Force (FFSTF)
was formed to address accounting and record-
keeping problems on farms and ranches. Sub-
sequently, they changed their name to the Farm
Financial Standards Council (FFSC).

Farm Financial Standards Council

According to their Web site, the mission of the
council is “to create and promote uniformity and
integrity in financial reporting and analysis for
agricultural producers.”

The first report of this group was issued in
1991, with the goal of making farm financial re-
porting more uniform and theoretically and tech-
nically correct. Revisions were issued in 1995,
1997, and 2008. In 2006, the FFSC developed a
report concerning management accounting guide-
lines for agricultural producers. This chapter and
the subsequent chapters of this text follow the fi-
nancial accounting recommendations of the FFSC.




CHAPTER 3 Acquiring and Organizing Management Information 41

Measure Profit and Assess
Financial Condition

These two reasons for keeping and using farm
records are among the more important. Profit is
estimated by developing an income statement,
the topic for Chapter 5. The financial condition
of the business as shown on a balance sheet will
be covered in detail in Chapter 4.

Provide Data for Business Analysis

After the income statement and balance sheet are
prepared, the next logical step is to use this infor-
mation to do an in-depth business analysis. There
is a difference between just making “a profit”
and having “a profitable” business. Is the busi-
ness profitable? How profitable? Just zow sound
is the financial condition of the business? The
answers to these and related questions require
more than just preparing an income statement
and balance sheet. A financial analysis of the
business can provide information on the results
of past decisions, and this information can be
useful when making current and future decisions.

Assist in Obtaining Loans

Lenders need and require financial information
about the farm business to assist them in their
lending decisions. After the financial difficul-
ties of the 1980s, many agricultural lenders and
bank examiners are requiring more and better
farm records. Good records can greatly increase
the odds of getting a loan approved and receiv-
ing the full amount requested.

Measure the Profitability
of Individual Enterprises

A farm or ranch showing a profit may include
several different enterprises. It is possible that
one or two of the enterprises are producing all
or most of the profit, and one or more of the
other enterprises are losing money. A record
system can be designed that will show revenue
and expense not only for the entire business but
for each enterprise. With this information, the
unprofitable or least profitable enterprises can
be eliminated, and resources can be redirected
for use in the more profitable ones.

Following a number of high-profile food con-
tamination problems in recent years, interest in
food safety has grown considerably. Of particu-
lar concern is product traceability, or the abil-
ity to determine where food items were grown,
how they were grown, and how and where they
were subsequently processed. To gain market
strength, some producers, especially those grow-
ing produce, are voluntarily engaging in certi-
fication processes that require extensive record
keeping. One piece of legislation, currently be-
fore Congress, could make such record keeping
mandatory for many types of operations. Under
the proposed legislation, farmers would need
to keep detailed records for a minimum of two
years. Exempt from the requirements of this

Biosecurity and Farm Records

proposed legislation would be animal food prod-
ucts regulated under the Federal Meat Inspection
Act, the Poultry Products Inspection Act, or the
Egg Products Inspection Act.

Because of disease concerns, especially fol-
lowing the discovery of “mad cow” disease in
Washington state in 2003, there is also increased
interest in tracking livestock and poultry. The
National Animal Identification System (NAIS)
was implemented by the USDA in 2004. The
long-term goal is to allow identification within 48
hours of all livestock and premises that have had
contact with a disease of concern. NAIS is cur-
rently a voluntary program, but it is possible that
government could require mandatory tracking of
animals at some point in the future.
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Assist in the Analysis of New Investments

A decision to commit a large amount of capital to
a new investment can be difficult and may require
a large amount of information to do a proper anal-
ysis. The records from the past operation of the
business can be an excellent source of information
to assist in analyzing the potential investment. For
example, records on the same or similar invest-
ments can provide data on expected profitability,
expected life, and typical repairs over its life.

Prepare Income Tax Returns

Internal Revenue Service (IRS) regulations
require keeping records that permit the proper
reporting of taxable income and expenses. This
type of record keeping can often be done with
a minimal set of records not adequate for man-
agement purposes. A more detailed management
accounting system can produce income tax ben-
efits. It may identify additional deductions and
exemptions, for example, and allow better man-
agement of taxable income from year to year,
reducing income taxes paid over time. In case of
an IRS audit, good records are invaluable for prov-
ing and documenting all income and expenses.

FARM BUSINESS ACTIVITIES

In designing a farm accounting system, it is use-
ful to think of the three types of business activi-
ties that must be incorporated into the system.
Figure 3-1 indicates that an accounting system

Production Investment Financing
activities activities activities
Y
Accounting
system

Figure 3-1 Farm business activities to be
included in an accounting system.

must be able to handle transactions relating not
only to the production activities of the business,
but also to the investment and financing activities.

Production Activities

Accounting transactions for production activi-
ties are those related to the production of crops
and livestock. Revenue from their sale, and
other farm revenue such as government program
payments and custom work done for others,
would be included here. Expenses incurred in
producing that revenue—such as feed, fertilizer,
chemicals, fuel, interest, and depreciation—are
also part of the production activities that need to
be recorded in the accounting system.

Investment Activities

These activities are those related to the purchase,
depreciation, and sale of long-lived assets. Ex-
amples would be land, buildings, machinery,
orchards, vineyards, and breeding livestock.
Records kept on each asset should include pur-
chase date, purchase price, annual depreciation
amount, book value, current market value, sale
date, sale price, and gain or loss when sold.

Financing Activities

Financing activities are all transactions related
to borrowing money and paying interest and
principal on debt of all kinds. This includes
money borrowed to finance new investments,
operating money borrowed to finance produc-
tion activities for the year, and accounts payable
at farm supply stores.

Dividing the farm business activities into
these three types illustrates the broad range of
transactions that should be recorded in any ac-
counting system. It also shows some interrela-
tions among these activities. Interest expense
comes from financing activities, but it is a pro-
duction or operating expense. Depreciation
results from investment in a depreciable asset,
but it is also a production or operating expense.
Therefore, a good accounting system must be
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able not only to record all the various types of
transactions but also to assign them to the appro-
priate activity and enterprise of the operation.

BASIC ACCOUNTING TERMS

A person does not need an accounting degree
to keep and analyze a set of farm or ranch
records. However, some knowledge of basic
accounting and accounting terminology is useful.
It is needed to fully understand and use any ac-
counting system and to accurately communicate
accounting information to others. The following
terms and definitions provide the foundation to
understand the material in the remainder of this
chapter and those that follow. Other terms will
be defined as they are introduced.

Account payable—an expense that has
been incurred but not yet paid. Typical
accounts payable are for items charged at
farm supply stores where the purchaser is
given 30 to 90 days to pay the amount due.

Account receivable—revenue for a product
that has been sold or a service provided
but for which no payment has yet been
received. Examples would be custom work
done for a neighbor who has agreed to
make payment by the end of next month or
grain sold on a deferred payment contract.

Accrued expense—an expense that accrues
or accumulates daily but has not yet been
paid. An accrued expense has typically not
been paid because the due date or payment
date is in the future. Examples are interest
on loans and property taxes.

Asset—any item of value, tangible or
financial. On a farm or ranch, examples
would be machinery, land, bank accounts,
buildings, grain, and livestock.

Credit—in accounting, an entry in the right-
hand side of a double-entry ledger. A credit
entry is used to record a decrease in the
value of an asset or an increase in a liability,
an owner equity, or an income account.

Debit—an entry in the left-hand side of a
double-entry ledger. A debit entry is used
to record an increase in an asset or expense
account and a decrease in a liability or
owner equity account.

Expense—a cost or expenditure incurred in
the production of revenue.

Inventory—the physical quantity and
financial value of products produced
for sale that have not yet been sold.
Farm or ranch examples would be grain
in storage, or livestock ready for sale
or that could be sold at the time the
inventory is taken.

Liability—a debt or other financial
obligation that must be paid in the future.
Examples would include loans from a
bank or other lending institution, accounts
payable, and accrued expenses.

Net farm income—revenue minus
expenses. The same as profit.

Owner equity—the difference between
business assets and business liabilities. It
represents the net value of the business to
the owner(s) of the business.

Prepaid expense—a payment made for a
product or service in an accounting period
before the one in which it will be used to
produce revenue.

Profit—revenue minus expenses. The same
as net farm income.

Revenue—the value of products and
services produced by a business during an
accounting period. Revenue may be either
cash or noncash.

OpTIONS IN CHOOSING
AN ACCOUNTING SYSTEM
Before anyone can begin entering transactions

into an accounting system, several decisions
must be made about the type of system to be



44 PART II Measuring Management Performance

used. A number of options are available and
generally fall into the following areas:

1. What accounting period should be used?

2. Should it be a cash or an accrual system?

3. Should it be a single- or double-entry system?

4. Should it be a basic or complete accounting
system?

It is often difficult to make certain types of
changes in an accounting system once one is
established and users are familiar with it. There-
fore, considerable thought should be given and
advice obtained when making the initial selec-
tion of an accounting system.

Accounting Period

An accounting period is a period of time, such
as a quarter or a year, for which a financial
statement is produced. Under a calendar-year
accounting period, all transactions occurring
between January 1 and December 31 of each
year are organized and summarized into finan-
cial reports. By contrast, fiscal-year accounting
uses a 12-month period that may begin on any
date. Accounting can be done on a fiscal year
basis for management purposes and also for
income taxes. When a shorter period is chosen,
such as quarterly reporting, everything should
still be consolidated into annual reports.

It is generally recommended that a firm’s
accounting period follow the production cycle
of the major enterprises and end at a time when
business activities are slow. For most crop
production activities and some livestock, a
December 31 ending date fits this recommenda-
tion, so most farmers and ranchers use a calendar-
year accounting period. However, winter wheat,
citrus crops, and winter vegetables are examples
of crops where intensive production or harvesting
activities may be underway around December 31.
These producers may want to consider a fiscal-
year accounting period that ends after harvest-
ing is completed. Large dairies and commercial
feedlots with continuous feeding activities would
have a difficult time finding a month when

business transactions are much slower than any
other month. They could just as well use any con-
venient accounting period.

Cash Versus Accrual Accounting

This topic will be covered again when discussing
income taxes in Chapter 16. However, the dis-
cussion here will be restricted to accounting for
management purposes and not for income taxes.
While the concepts are the same in either case,
the advantages and disadvantages of each ac-
counting method may be different, depending on
the use for management or for income tax pur-
poses. The basics of cash and accrual accounting
will be discussed in later sections of this chapter.

Single Versus Double Entry

With a single-entry cash system, only one entry
is made in the books to record a receipt or
expenditure. A sale of wheat would have the
dollar amount recorded under the “Grain Sales”
column in the ledger. A check written to pay
for feed would have the amount entered under
the “Feed Expense” column. The other side of
the transaction is always assumed to be cash,
which changes the balance in the checking
account. In practice, the checkbook register
might be thought of as the other entry, but one
not included in the ledger.

A double-entry system records changes
in the values of assets and liabilities as well
as revenue and expenses. There must be equal
and offsetting entries for each transaction. This
system will result in more transactions being re-
corded during an accounting period, but it has
two important advantages:

1. improved accuracy, because the accounts
can be kept in balance more easily

2. the ability to produce complete financial
statements, including a balance sheet,
at any time, directly from data already
recorded in the system

The improved accuracy of double-entry account-
ing comes from the two offsetting entries, which



CHAPTER 3 Acquiring and Organizing Management Information 45

Debits and Credits

It is easy to fall into the trap of thinking all
debits are “bad” or decreases and all credits are
“good” or increases. Accounting procedures
make no such distinction. A debit is an entry
in the left column of a two-column ledger ac-
count and a credit is an entry in the right column.
Whether a debit or credit is “good” or “bad” or
an increase or a decrease depends on the type of
account. For example, a checking account is an
asset account where a debit is an increase and
a credit a decrease in the account balance. The
receipt of cash for a sale would be recorded in
the debit column of the checking account and
the same amount in the credit column of a sales

account, a revenue account. In this example, both
the debit and credit are “good” representing an
increase in both sales and cash. When a check
is written to pay a bill the appropriate expense
account has a debit entry and the checking ac-
count a credit entry. A debit entry to an expense
account increases it and the credit entry to the
checking account decreases it. Both the debit and
credit entries have “bad” results, an increase in
expenses and a decrease in cash.

REMEMBER, debit means left column and
credit means right column. Nothing more can be
inferred until something is known about which
accounts are affected by the transaction.

means that debits must equal credits for each
transaction recorded. It also means that the basic
accounting equation of

Assets = Liabilities + Owner Equity

will be maintained. The double-entry system
maintains the current values of assets and
liabilities within the accounting system, allow-
ing financial statements to be generated directly
from the accounting system without any need
for outside information.

Basic Versus Complete System

The most basic and simple accounting system
would be one that is manual and uses cash
accounting only. A complete system would be
computerized with capabilities for both cash ac-
counting for tax purposes and accrual account-
ing for management purposes. It would also be
able to track inventories, compute depreciation,
track loans, perform enterprise analysis, and
handle all employee payroll accounting.
Between these two extremes are many pos-
sibilities. For example, a simple basic system

can be maintained on a computer with any one
of a number of personal finance software pro-
grams available. The next step up would be any
of several small business accounting programs
that can be used for farm accounting by chang-
ing the account names. These programs can do
either cash or basic accrual accounting. Most
are inexpensive but relatively powerful pro-
grams that often do a good job of “disguising”
the fact that the user is dealing with debits and
credits. Very little accounting knowledge is
needed to use these programs and to get useful
and accurate output.

Most farmers and ranchers desiring a com-
plete system use computer software accounting
programs written specifically for agricultural
use. These programs use agricultural terminol-
ogy and are designed to handle many of the situ-
ations unique to agriculture such as accounting
for raised breeding livestock, government farm
program payments and commodity loans, and
quantities of product sold or in inventory. Many
also allow the user to maintain both cash and ac-
crual records for each year within the same pro-
gram. This makes it easy to pay income taxes on
a cash basis while still having complete accrual
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records for making management decisions.
Some software companies sell a basic program
along with a number of optional add-on mod-
ules. This allows the user to become familiar
with the program and its basic output without
being overwhelmed by its complexity. Later,
modules for inventory, depreciation, payroll,
and production records can be added as needed
or desired.

How complete the accounting system should
be for any given farm business will depend pri-
marily on the answers to three questions:

1. How much accounting knowledge does the
user have?

2. How large and complex is the farm
business and its financial activities?

3. How much and what type of information is
needed or desired for management decision
making?

The lack of accounting training should not deter
farmers and ranchers from using one of the
more complete software accounting programs.
Many of them require only a limited knowledge
of accounting. Additional accounting informa-
tion is available in the form of self-help manu-
als, adult education courses, and community
college courses. The price of the more complete
and therefore more expensive farm accounting
programs may include some training on using
that specific software program as well as free
technical assistance for a time.

The larger the farm business, the more
enterprises involved, the more employees hired,
the more depreciable assets owned, and the
more money borrowed, the more need there is
for a complete accounting system. Software pro-
grams that compute depreciation, track inven-
tories, and complete employee payrolls as part
of the accounting system become increasingly
necessary and useful. The type and quantity of
information provided by the accounting system
will depend on the knowledge and interest of
the user and the size of the business. However,
users who begin with a basic computer account-
ing system often find additional output would be

useful and perhaps needed. This is one advan-
tage of beginning with a complete system or one
that can be easily upgraded.

BAsicSs OoF CASH ACCOUNTING

The term “cash” in the name is perhaps the best
description of this accounting method. With
only a few exceptions, no transaction is recorded
unless cash is spent or received.

Revenue

Revenue is recorded only when cash is received
for the sale of products produced or services
provided. The accounting period during which
the products were produced or the service pro-
vided is not considered when recording revenue.
Revenue is recorded in the accounting period
when cash is received regardless of when the
product was produced or the service provided.

Cash accounting can and often does result in
revenue being recorded in an accounting period
other than the one in which the product was pro-
duced. A common example is a crop produced
in one year, placed in storage, and sold the fol-
lowing year. Any accounts receivable at the end
of an accounting period also result in cash being
received in an accounting period after the prod-
uct was produced or the service provided.

Expenses

Cash accounting records expenses in the
accounting period during which they are paid;
that is, when the cash is expended. The account-
ing period in which the product or service was
purchased is not considered. Expenses can there-
fore be recorded in an entirely different year or
accounting period than the one in which the pur-
chased product or service generated a product
and related revenue. Items may be purchased and
paid for late in one year but not used until the
next, and items used in one year may not be paid
for until the following year. The first case is an
example of a prepaid expense, and the latter of
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an account payable. An accrued expense such as
interest is another example. Here, an item (bor-
rowed money) is being used in one year, but the
cost of that item (interest) will not be paid until
the next year when the annual payment is due.!

There is one major exception to the rule
that only cash expenses are recorded in a cash
accounting system. Although depreciation is a
noncash expense, it is generally considered an
expense when using cash accounting.

Advantages and Disadvantages

Cash accounting is a relatively simple, easy-to-use
system that requires very little knowledge of
accounting. It also has some definite advantages
for many farmers and ranchers when computing
taxable income for income tax purposes.?

However, these advantages are offset by
one major disadvantage. As noted, it is common
to have revenue and expenses recorded in a year
other than the year the product was produced
or the expense was used to produce a product.
Therefore, neither the revenue nor the expenses
may have any direct relation to the actual pro-
duction activities for a given year. The result is
an estimated profit that may not truly represent
the profit from the year’s production activities.

This inability of cash accounting to prop-
erly match revenue and expenses within the
same year that the related production took place
is a major disadvantage of this method. Com-
pared to the true profit, the profit shown by cash
accounting can be greatly distorted. It may be
overestimated in some years and underestimated
in others. If this estimate of profit is then used to
make management decisions for the future, the
result is often poor decisions.

!The IRS does place some limits on expenses under cash accounting,
however, in cases where the cash payment occurs a long time in
advance of the production benefit or where the benefit is long
lasting. They give an example of a 36-month insurance contract
paid late in one calendar year. Only a pro-rated portion of this cash
expense would be allowed as a tax deduction. See Farmer’s Tax
Guide, Publication 225, Department of Treasury, Ch. 2.

There can be differences between accounting cash revenue and
cash revenue for income tax purposes. See Farmer’s Tax Guide,
Publication 225, Department of Treasury, Ch. 3.

BASICS OF ACCRUAL
ACCOUNTING

Accrual accounting is the standard of the
accounting profession. It requires more entries
and accounting knowledge than cash accounting.
However, it provides a much more accurate esti-
mate of annual profit than does cash accounting.

Revenue

Accrual accounting records as revenue the value
of all products produced and all services provided
during a year. Whenever the products are pro-
duced, sold, and the cash received all in the same
year, this is no different than cash accounting. The
difference occurs when the product is produced in
one year and sold in the next, or when cash for a
service is not received until a later year. Accrual ac-
counting emphasizes that the value of a product or
service should be counted as revenue in the year it
was produced, no matter when the cash is received.
The handling of inventories is a major dif-
ference between cash and accrual accounting on
farms and ranches. Accrual accounting records
inventories as revenue. A simple example will
show why this is important. Assume a farmer
produces a crop but places it all in storage for
sale the following year, when prices are ex-
pected to be higher. In the year of production,
there would be no cash sales but presumably
some cash expenses. Under cash accounting,
there would be a negative profit (loss) for the
year. This result is a poor indicator of the results
of the production activities for the year and com-
pletely ignores the value of the crop in storage.
Accrual accounting includes an estimate of
the value of the crop in storage as revenue in
the year it was produced. This is done by adding
an inventory increase from the beginning to the
end of the year to other revenue. An inventory
decrease is deducted from other revenue. The
result is an estimated profit that more accurately
describes the financial results of the production
activities for the year. In the same manner and
for the same reason, any uncollected amounts
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for services provided (accounts receivable) are
also recorded as revenue.

Expenses
One principle of accounting is “matching.” This
principle states that once revenue for a year is de-
termined, all expenses incurred in the production
of that revenue should be recorded in the same
year. The results for items purchased and paid
for in the same year are the same for cash and
accrual accounting. Differences arise when items
are purchased in the year before the one in which
they produce revenue (prepaid expenses), or pay-
ment is not made until the year after the items are
used (accounts payable and accrued expenses).
To match expenses with revenue in the
proper year, an accounting entry must cause:
1) prepaid expenses to show up as expenses in
the year after the item or service was purchased
and paid for; 2) accounts payable to be entered as
expenses, although no cash has yet been expended
to pay for the items; and 3) accrued expenses at
year-end to be entered as expenses, although no
cash has been expended. A typical example of the
latter is interest accrued from the last interest pay-
ment to the end of the year. This accrued expense
recognizes that the borrowed capital was used to
produce revenue in one year, but the next cash
interest payment may not be due for several
months into the following year.

Advantages and Disadvantages

A major advantage of accrual accounting is
that it produces a more accurate estimate of

profit than can be obtained with cash account-
ing. Related to this is the accurate information
it provides for financial analysis and manage-
ment decision making. These advantages make
accrual accounting the standard of the account-
ing profession and generally required for all cor-
porations selling stock to the public. The latter
requirement ensures that potential investors can
base their investment decision on the best finan-
cial information possible.

The disadvantages of accrual accounting
are primarily the additional time and knowl-
edge required to properly use this method. Also,
accrual accounting may not be the best choice
for all farmers and ranchers to use when calcu-
lating their taxable income.

A CASH VERSUS ACCRUAL
EXAMPLE

The differences between cash and accrual
accounting and the resulting effect on annual
profit may be best explained with an example.
Assume that the information at the bottom of
this page contains most of the relevant trans-
actions related to producing a crop in the year
2012. Note, however, that transactions related
to the 2012 crop year occur in three years. How
would these transactions be handled with both
cash and accrual accounting, and what would
the estimated profit be with each method? Each
transaction will be looked at individually, and
then the 2012 profit for each method will be
calculated.

Month/Year Transaction

November 2011 Purchased, paid for, and applied fertilizer to be used by the 2012 grain crop, $8,000

May 2012 Purchased and paid for seed, chemicals, fuel, etc., $25,000

October 2012 Purchased and charged to account fuel for drying, $3,000

November 2012 One-half of grain sold and payment received, $50,000. The remaining one-half is placed in storage
and has an estimated value of $50,000

January 2013 Paid bill for fuel used to dry grain, $3,000

May 2013 Remaining 2012 grain sold, $60,000




(@)

(b)

(©)
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November 2011

Cash: Increase fertilizer expense by
$8,000. The result is a 2011 fertilizer
expense $8,000 higher than it should be,
because this fertilizer will not be used to
produce a crop or revenue until 2012.

Accrual: Decrease cash by $8,000,

and increase prepaid expense by the
same amount. The result is an exchange
of one asset (cash) for another (prepaid
expense), with no effect on fertilizer
expense for 2011.

May 2012

Cash: Seed, chemicals, and fuel expenses
each increased by their appropriate share
of the $25,000.

Accrual: Cash is decreased by $25,000,
and seed, chemical, and fuel expenses are
each increased by their appropriate share
of the $25,000.

May 2012

Sometime during 2012, the prepaid
expense must be converted to fertilizer
expense.

Cash: No entry. It has already been
counted as an expense.

Accrual: Decrease prepaid expense, and
increase fertilizer expense each by $8,000.
The prepaid expense is eliminated, and the
$8,000 fertilizer expense now shows up as
a 2012 expense, as it should.

October 2012

Cash: No entry for the drying fuel,
because no cash has been expended.

Accrual: Increase fuel expense and
increase account payable each by $3,000.
The result places the fuel expense in the
proper year (it was used to dry 2012 grain)
and establishes a liability, an account
payable in the amount of $3,000.

(e)

®

(®

November 2012
Cash: Increase grain sold by $50,000.

Accrual: Increase cash by $50,000 and
grain revenue by $50,000. As a part of this
entry, or as a separate entry, grain revenue
should be increased by another $50,000,
and inventory (a new asset) also should be
increased by $50,000. These entries result
in all $100,000 of the 2012 grain being
included in 2012 revenue, even though cash
has been received for only one-half of it.

January 2013
Cash: Increase fuel expense by $3,000.

Accrual: Decrease cash by $3,000, and
decrease account payable by $3,000. This
eliminates the account payable but does
not increase fuel expense, because that was
done in October 2012.

May 2013
Cash: Increase grain revenue by $60,000.

Accrual: Increase cash by $60,000,
increase grain revenue by $10,000, and
decrease inventory by $50,000. This sale
indicates there was more grain in the bin
than was estimated in November 2012,

or that the price increased since then. To
adjust for either or both of these pleasant
outcomes, grain revenue must be increased
by $10,000. Inventory is decreased by the
original amount to give it a $0 balance. It
must have a $0 balance, because all grain
has now been sold.

It can be seen from this example that

accrual accounting requires more entries and
more knowledge of accounting than does cash
accounting. However, there are several benefits
from this extra work and knowledge. The most
important is a more accurate estimate of profit.

Review the transactions again. This busi-

ness produced grain with a value of $100,000
during 2012 but only sold one-half of it. The
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2012 Profit

Cash accounting

Accrual accounting

Cash grain sales 50,000 (e)

Grain inventory increase N/A
Total revenue

Fertilizer 0

Seed, chemicals, fuel 25,000 (b)

Drying fuel 0

Total expenses

Net farm income (profit)

50,000 (e)
50,000 (e)
$50,000 $100,000
8,000 (c)
25,000 (b)
3,000 (d)
25,000 36,000
$25,000 $ 64,000

other one-half was in storage at the end of the
year. Expenses to produce this grain totaled
$36,000. However, $8,000 of this amount was
paid in 2011, and $3,000 was not paid until
2013. A comparison of the 2012 profit under
both cash and accrual accounting will show
how this distribution of cash revenue and cash
expenditures affects profit.

Cash accounting includes only cash re-
ceipts and cash expenditures during 2012, so
there are only two entries. The calculated profit
is $25,000. Accrual accounting, by the use of
an inventory change, includes the value of all
grain produced in 2012, even though not all was
sold. Similarly, adjustments through the use of a
prepaid expense and an account payable record
all expenses incurred in producing this grain as
2012 expenses. The result is a profit of $64,000.
This is a much more accurate estimate of what
the 2012 production activities contributed to
the financial condition of this business than the
$25,000 estimated by cash accounting.

While cash accounting shows a lower profit
than accrual accounting in 2012, the opposite
may occur in 2013. Assume all grain produced
in 2013 is sold at harvest. The result is cash re-
ceipts for both one-half the 2012 grain and all
the 2013 crop being received in the same year.
Cash accounting would show large cash receipts,
only one year’s cash expenses, and therefore, a
large profit. Accrual accounting would show the

same cash receipts, but this would be offset by an
inventory decrease of $50,000, because no grain
is in storage at the end of 2013. Net total revenue
then would be only the value of the 2013 grain
plus the $10,000 increase in value from the 2012
grain. Again, accrual accounting would result in a
more accurate estimate of what the 2013 produc-
tion activities contributed to the financial position
of the business than would cash accounting.

FARM FINANCIAL STANDARDS
CounciL RECOMMENDATIONS

The Farm Financial Standards Council (FFSC)
report assumes an accrual-based system
throughout its discussion and recommenda-
tions on financial analysis measures. But it also
recognizes that a large majority of farmers and
ranchers currently use cash accounting and will
continue to do so for some time. Simplicity,
ease of use, and often income tax advantages
account for the popularity of cash accounting.
Therefore, the FFSC accepts the use of cash
accounting during the year but strongly recom-
mends that end-of-year adjustments be made to
convert the cash accounting profit to an “accrual
adjusted” profit. The latter should then be used
for analysis and management decision making.
The type and nature of some of these
accrual adjustments may be evident in the cash
versus accrual example given. A full discussion
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The different results from using cash or ac-
crual accounting only show up in annual esti-
mates of profit. Over the full lifetime of the farm
business, total lifetime before-tax profit would be
the same using either method. The two methods

Annual Versus Lifetime Profit

only serve to divide the total lifetime profit in a
different manner among individual years in the
life of the business. Total lifetime, after-tax profit
could be different because of differences in tim-
ing and amounts of annual income tax.

of these adjustments and how they should
be done will be delayed until Chapter 5, The
Income Statement and Its Analysis.

CHART OF ACCOUNTS

A chart of accounts lists and organizes all
accounts used by the accounting system. It includes
the broad categories of assets, liabilities, equity,
revenue, and expenses, each with subaccounts
and perhaps other subaccounts under those. For
example, repairs would be a subaccount under
expenses and could have its own subaccounts
for building and machinery repairs. The number
of accounts will vary from business to business
depending on size, number of enterprises, needs
of the manager, and many other factors. More
accounts allow for a more detailed analysis but
require more time and accounting knowledge.

Each account is typically assigned a number
to assist in tracking accounts. These numbers
are assigned from a range of numbers allotted
to each broad category. For example, all assets
may be assigned numbers between 100 and 199,
liabilities 200 to 299, and so forth. This type of
numbering system allows the person making
entries to quickly find, organize, and track
accounts. When choosing account names, it
may be useful to look at IRS Schedule F, Form
1040, used to report farm income and expenses
for income tax purposes. If the chart of accounts
contains the same names as Schedule F, it is
easy to transfer amounts from the accounting
system to Schedule F.

Table 3-1 is an example of a basic chart of
accounts for a farm business. Many more accounts
would be necessary for a large business with
multiple enterprises, because such a business
would need a detailed financial management
analysis.

OUTPUT FROM AN ACCOUNTING
SYSTEM

Any accounting system should be able to pro-
duce some basic financial reports. Computer-
ized accrual systems can generate many different
reports. Figure 3-2 expands on Figure 3-1 to show
the possible products from an accounting sys-
tem. The balance sheet and income statement
are shown first, for two reasons. First, they are
the two most common reports to come out of an
accounting system, and second, they are the sub-
jects of the next two chapters. Some other possible
reports are often necessary and useful but may not
be available from all systems nor widely used.’

Balance Sheet The balance sheet is the
report that shows the financial condition of
the business at a point in time. A detailed
discussion of this report and its use will be
covered in Chapter 4.

3The 12 possible reports discussed here were adapted from

J. F. Guenthner and R. L. Wittman: Selection and Implementation
of a Farm Record System, Western Regional Extension Publication
WREP 99, Cooperative Extension Service, University of Idaho,
1986.
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TABLE 3-1 | Example Chart of Accounts

Account Description Type

Asset-related accounts

1010 Cash on hand Cash

1020 Checking account Cash

1100 Accounts receivable Accounts receivable
1200 Inventory-crops Inventory

1205 Inventory-livestock Inventory

1400 Prepaid expense Other current assets
1470 Other current assets Other current assets
1500 Equipment Fixed assets

1510 Building Fixed assets

1690 Land Fixed assets

1710 Accumulated depreciation Accumulated depreciation

Liability-related accounts

2000 Accounts payable

2420 Current portion long-term debt
2480 Other current liabilities

2600 Noncurrent liabilities—Iland
2740 Other noncurrent liabilities

Revenue-related accounts

Accounts payable

Other current liabilities
Other current liabilities

Noncurrent liabilities

Noncurrent liabilities

4020 Sales crops Income

4080 Sales livestock Income

4100 Government Payments Income

4200 Other income Income

5000 Gain/loss on sale of assets Income

Expense-related accounts

6400 Crop expense Expenses

6600 Depreciation expense Expenses

6750 Feed and grain expense Expenses

6760 Repairs Expenses

7010 Property taxes Expenses

7050 Insurance expense Expenses

7100 Interest expense Expenses

8900 Other expense Expenses
Income Statement An income statement Transaction Journal This is a record
is a report of revenue and expenses ending of all financial transactions, including
with an estimate of net farm income. check and deposit numbers, dates, payees
This report will be discussed in detail in and payers, amounts, and descriptions.

Chapter 5. A check register is a form of a transaction
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Production Investment Financing
activities activities activities
Accounting
system
Balance Income

sheet statement
Transaction General
journal ledger
Depreciation Inventory
schedule report
Enterprise Employee
reports records
Income tax Statement of
reports cash flows
Statement of Family living
owner equity expense report

Figure 3-2 Twelve possible reports from an accounting system.

journal but does not contain all of the

above information. This journal is used to
make entries into the general ledger and to

provide an audit trail.

General Ledger The general ledger
contains the different financial accounts

for the business and the balances in these

accounts. Balances in the revenue and
expense accounts are used to prepare an
income statement, and balances in the

asset, liability, and owner equity accounts
are used to prepare a balance sheet.

Depreciation Schedule A depreciation
schedule is a necessary part of any
accounting system. Annual depreciation
on all depreciable assets must be computed
and recorded as an expense before an
income statement can be produced. This

is true whether a cash or accrual system

is used. Depreciation and the information
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contained in a depreciation schedule are
discussed in detail in Chapter 5.

Inventory Report This is a useful
report, particularly for large crop farms
and livestock operations. It tracks the
quantity and value of crops and livestock
on hand by recording purchases, sales,
births, deaths, amounts harvested, and
amounts fed. This report is useful for
monitoring feed availability and usage,
for developing a marketing program, and
for monitoring any inventory pledged as
collateral for a loan.

Enterprise Reports These look like
income statements for each individual
enterprise. They are useful for determining
which enterprises are contributing the most
profit to the business and are therefore
candidates for expansion. Enterprises
identified as unprofitable become
candidates for elimination.

Employee Records Any business with
employees must keep considerable data
related to each employee. This includes not
only information such as hours worked but
financial data on gross pay, deductions for
income taxes and social security, and so
forth. Several payroll reports must be filed in
a timely manner with both state and federal
agencies. All of this payroll-related work
can be done by hand, but there are many
computer programs designed especially to
compute and record gross pay, deductions,
and net pay. If the payroll program is part
of a general accounting program, all of this
information can be automatically entered
into the general ledger.

Income Tax Reports The information
from any farm accounting system must be
sufficient to prepare the farm tax return. In

some systems, it will be necessary to take
values from the accounting reports and
enter them on IRS Schedule F, Form 1040.
It is helpful if the general ledger accounts
are named and organized in the same way
as the categories on this schedule. Some
computer accounting systems can compile
and print the tax information in the same
format, making it easy to transfer the data.
Other programs can duplicate a Schedule F
and print a completed return.

Statement of Cash Flows This statement
summarizes all sources and uses of cash
during the accounting period and is useful
when analyzing the business activities
during that period. When prepared
monthly, it allows comparison of actual
cash flows with budgeted cash flows. It

is also important as a source of data when
completing a cash flow budget for the next
accounting period.

Statement of Owner Equity Financial
transactions during the accounting period
will affect the owner equity or net worth of
the business. This statement identifies and
summarizes the sources of these changes.

Family Living Expense Report While
not really a part of the business financial
activities, it is desirable to keep detailed
records of family living expenses. This

is particularly so for any expenditures
that may be deductible on income tax
returns. Again, this can be done manually
or included as part of the farm accounting
system, provided care is taken to be sure
business and personal records are not
mixed. There are also rather inexpensive
computer programs designed solely for
recording, summarizing, and analyzing
personal expenses and investments.
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SUMMARY

This chapter discussed the importance, purpose, and use of records as a management tool. Records
provide the information needed to measure how well the business is doing in terms of meeting its
goals. They also provide feedback so the results of past decisions can be evaluated, as can be the
decision-making ability of the manager. Finally, individual farm records are perhaps the single best
source of information needed to make current and future decisions.

Any accounting or record system must be able to handle transactions from the production,
investment, and financing activities of the farm business. The choices of accounting period, cash or
accrual accounting, single- or double-entry accounting, and a basic or complete system are important.
They affect the quantity, quality, and accuracy of the information provided by the accounting system
and the time required to maintain the records. The output required or desired from an accounting
system also must be considered when making these choices.

QUESTIONS FOR REVIEW AND FURTHER THOUGHT —

. What factors affect the choice of accounting period for farmers and ranchers?

. How would one construct a balance sheet if the accounting was done using a single-entry, cash system?
. Is it possible to use double entry with a cash accounting system? If so, what are the advantages and disadvantages?

. Is it possible to use single entry with an accrual system? Why or why not?

N A W N -

. Check advertising material for several farm accounting software programs. Are they cash or accrual systems?
Single or double entry? How many of the 12 reports from an accounting system discussed in this chapter are
available from each program? Are any additional reports available?

6. Place an “X” under the column(s) to indicate whether each business event is an operating, investment, or
financing activity.

Event Operating Investment Financing

Pay cash for tractor repairs
Borrow $10,000

Pay interest on the loan
Charge $1,000 of feed
Equipment depreciates
Sell $12,000 of corn
Purchase pickup

Pay principal on a loan

7. Explain the difference between an account payable and an account receivable.
8. What products might a typical farm or ranch have in inventory at the end of a year?

9. What is the basic accounting equation? What part of it would a business owner be most interested in seeing
increase over time?

10. Why are the results from an accrual accounting system recommended for use when making management decisions?
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CHAPTEHR

THE BALANCE SHEET
AND ITS ANALYSIS

CHAPTER QUTLINE

Purpose and Use of a Balance Sheet

Balance Sheet Format

Asset Valuation

Cost-Basis Versus Market-Basis Balance Sheet
Balance Sheet Example

Balance Sheet Analysis

Statement of Owner Equity

Summary

Questions for Review and Further Thought

Chapter 3 introduced the balance sheet and the
income statement as two of the products or out-
puts from an accounting system. They are part

CHAPTER OBJECTIVES
1. Discuss the purpose of a balance sheet

2. Illustrate the format and structure of a
balance sheet

3. Discuss the different methods of valuing
assets and the recommended valuation
methods for different types of assets

4. Show the differences between a cost-basis
and a market-basis balance sheet

5. Define owner equity or net worth and
show its importance

6. Analyze a firm’s solvency and liquidity
through the use of a number of financial
ratios derived from the balance sheet

7. Introduce the statement of owner equity
and explain its construction

of a complete set of financial statements but are
meant to serve different purposes. A balance
sheet summarizes the financial condition of the

57
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business at a point in time, while an income
statement summarizes those financial transac-
tions that affected revenue and expenses over
a period of time. The purpose of an income
statement is to provide an estimate of net farm
income or profit, while the balance sheet con-
centrates on estimating net worth or owner
equity by valuing and organizing assets and
liabilities.

Most transactions affect both the balance
sheet and the income statement. Transactions
can occur daily, so the balance sheet can change
daily. That is why the point-in-time concept is
emphasized when discussing the balance sheet.
While intended for different purposes, there is a
key relation, or connection, between these two
financial statements, which will be discussed in
Chapter 5.

PURPOSE AND USE
OF A BALANCE SHEET

A balance sheet is a systematic organization of
everything “owned” and “owed” by a business
or individual at a given time. Anything of value
owned by a business or individual is called an
asset, and any debt or other financial obligation
owed to someone else is referred to as a liabil-
ity. Therefore, a balance sheet is a list of assets
and liabilities that concludes with an estimate
of net worth or owner equity, found by taking
the difference between the value of assets and
liabilities. It is the amount the owner(s) have
invested in the business. While both terms
mean the same thing, by convention “owner
equity” is generally used for a balance sheet
that has only business assets and liabilities,
while “net worth” is used for a balance sheet
for an individual or one that combines business
and personal information. The “balance” in bal-
ance sheet comes from the requirement that the
ledger be in balance through the basic account-
ing equation of

Assets = liabilities + owner equity.

Rearranging this equation allows finding owner
equity once assets and liabilities are known:

Owner equity = assets — liabilities.

A Dbalance sheet can be completed any
time during an accounting period. One of the
advantages of a computerized accounting sys-
tem is the ease with which an interim balance
sheet can be prepared, such as might be needed
for a loan application. However, most balance
sheets are prepared at the end of the account-
ing period, December 31 on most farms and
ranches. This procedure allows a single bal-
ance sheet to be an end-of-the-year statement
for one accounting period and a beginning-
of-the-year statement for the next account-
ing period. For purposes of comparison and
analysis, it is necessary to have a balance
sheet available for the beginning and end of
each year.

Measuring the financial position of a busi-
ness at a point in time is done primarily through
the use of two concepts.

1. Solvency, which measures the liabilities
of the business relative to the amount of
owner equity invested in the business. It
also provides an indication of the ability to
pay off all financial obligations or liabilities
if all assets were sold; that is, it measures
the degree to which assets are greater
than liabilities. If assets are not greater
than liabilities, the business is insolvent
and a possible candidate for bankruptcy
proceedings.

2. Liquidity, which measures the ability of
the business to meet financial obligations
as they come due without disrupting the
normal operations of the business. Liquidity
measures the ability to generate cash in the
amounts needed at the time needed. These
cash requirements and possible sources of
cash are generally measured only over the
next accounting period, making liquidity a
short-run concept.



BALANCE SHEET FORMAT

A condensed and general format for a balance
sheet is shown in Table 4-1. Assets are shown on
the left side or top part of a balance sheet, and lia-
bilities are placed to the right of or below assets.

Assets

An asset has value for one of two reasons. First,
it can be sold to generate cash, or second, it can
be used to produce other goods that in turn can
be sold for cash at some future time. Goods that
have already been produced, such as grain and
feeder livestock, can be sold quickly and easily
without disrupting future production activities.
They are called liquid assets. Marketable secu-
rities (stocks, bonds, etc.) and the cash value of
life insurance are also easy to convert to cash and
are considered liquid assets as well. Assets such
as machinery, breeding livestock, and land are
owned primarily to produce agricultural commod-
ities that can then be sold to produce cash income.
Selling income-producing assets to generate cash
would affect the firm’s ability to produce future
income, so they are less liquid, or illiquid. These
assets are also more difficult to sell quickly and
easily at their full market value.

Current Assets

Accounting principles require current assets
to be separated from other assets on a balance
sheet. Current assets are the more liquid assets,

TABLE 4-1 | General Format
of a Balance Sheet
Assets Liabilities
Current assets $100  Current liabilities $ 60
Noncurrent assets 400  Noncurrent liabilities 200
Total liabilities $260

Owner equity 240

Total liabilities

Total assets $500 and owner equity ~ $500
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which will either be used up or sold within the
next year as part of normal business activities.
Cash on hand and checking and savings account
balances are current assets and are the most liq-
uid of all assets. Other current assets include
readily marketable stocks and bonds; accounts
and notes receivable (which represent money
owed to the business because of loans granted,
products sold, or services rendered); and invento-
ries of feed, grain, supplies, and feeder livestock.
The latter are livestock held primarily for sale
and not for breeding purposes.

Hedging gain or loss, if applicable, is shown
under the current asset section on the balance
sheet. If, for example, the farm owner sold 10,000
bushels of corn in the futures market for $3.50
per bushel and the current futures price is $3.40,
a gain of $1,000 ($0.10 X 10,000) would be
reported on the balance sheet. If, on the other hand,
the current futures price rose to $3.60, —$1,000
would be reported on the balance sheet under
current assets. The 10,000 bushels of corn that
were hedged would be included in the current
inventory of crops and valued at current market
price.

Noncurrent Assets

Any asset not classified as a current asset is, by
default, a noncurrent asset. On a farm or ranch,
these assets would include primarily machinery
and equipment, breeding livestock, buildings,
and land.

Liabilities

A liability is an obligation or debt owed to
someone else. It represents an outsider’s claim
against one or more of the business assets.

Current Liabilities

Current liabilities must be separated from all
other liabilities for the balance sheet to follow
basic accounting principles. Current liabilities
are financial obligations that will become due and
payable within one year from the date of the bal-
ance sheet and will therefore require that cash be
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available in these amounts within the next year.
Examples would be accounts payable at farm
supply stores for goods and services received but
not yet paid for and the full amount of principal
and accumulated interest on any short-term loans
or notes payable. Short-term loans are those
requiring complete payment of the principal in
one year or less. These would typically be loans
used to purchase crop production inputs, feeder
livestock, and feed for the feeder livestock.

Loans obtained for the purchase of machin-
ery, breeding livestock, and land are typically for
a period longer than 1 year. Principal payments
may extend for three to five years for machinery
and for 20 years or more for land. However, a
principal payment is typically due annually or
semiannually, and these payments will require
cash within the next year. Therefore, all princi-
pal payments due within the next year, whether
they are for short-term loans or for noncurrent
loans, are included as current liabilities.

The point-in-time concept requires identify-
ing all liabilities that exist as of the date of the
balance sheet. In other words, what obligations
would have to be met if the business sold out and
ceased to exist on this date? Some expenses tend
to accrue daily but are only paid once or twice a
year. Interest and property taxes are examples.
To properly account for these, accrued expenses
are included as current liabilities. Included in this
category would be interest that has accumulated
from the last interest payment on each loan to
the date of the balance sheet. Accrued property
taxes would be handled in a similar manner, and
there may be other accrued expenses, such as
wages and employee tax withholdings, that have
been incurred but not yet paid. Income taxes on
farm income are typically paid several months
after the close of an accounting period. There-
fore, a balance sheet for the end of an accounting
period should also show accrued income taxes,
or income taxes payable, as a current liability.

Noncurrent Liabilities
These include all obligations that do not have to
be paid in full within the next year. As discussed,

any principal due within the next year would be
shown as a current liability, and the remaining
balance on the debt would be listed as a noncur-
rent liability. Care must be taken to be sure the cur-
rent portion of these liabilities has been deducted,
and only the amount remaining to be paid after the
next year’s principal payment is recorded as a non-
current liability.

Owner Equity

Owner equity represents the amount of money
left for the owner of the business should the
assets be sold and all liabilities paid as of the
date of the balance sheet. It is also called net
worth, especially when the balance sheet con-
tains financial information for the family as well
as the business. Equity can be found by sub-
tracting total liabilities from total assets and is
therefore the “balancing” amount, which causes
total assets to exactly equal total liabilities plus
owner equity. Owner equity is the owner’s current
investment or equity in the business.

Owner equity can and does change for a
number of reasons. One common and periodic
change comes from using assets to produce
crops and livestock, with the profit from these
production activities then used to purchase addi-
tional assets or to reduce liabilities. This produc-
tion process takes time, and one of the reasons
for comparing a balance sheet for the beginning
of the year with one for the end of the year is
to study the effects of the year’s production on
owner equity and the composition of assets and
liabilities. Owner equity will also change if there
is a change in an asset’s value, a gift or inheri-
tance is received, cash or property is contributed
or withdrawn from the business, or an asset is
sold for more or less than its balance sheet value.

However, changes in the composition of
assets and liabilities may not cause a change in
owner equity. For example, if $10,000 cash is
used to purchase a new machine, owner equity
does not change. There is now $10,000 less cur-
rent assets (cash) but an additional $10,000 of
noncurrent assets (the machine). Total assets



remain the same, and therefore, so does owner
equity. If $10,000 is borrowed to purchase this
machine, both assets and liabilities will increase
by the same amount, leaving the difference or
owner equity the same as before. The purchase
will not affect owner equity. However, over
time the loss of value in the item recorded by
depreciation will affect owner equity. Using the
$10,000 to make a principal payment on a loan
will also have no effect on equity. Assets have
been reduced by $10,000, but so have liabilities.
Equity will remain the same.

These examples illustrate an important
point. Owner equity in a business changes only
when the owner puts additional personal capital
into the business (including gifts or inheritance),
withdraws capital from the business, or when
the business shows a profit or loss. Changes
in asset values due to changes in market prices
also affect equity if assets are valued at market
value. However, many business transactions
only change the mix or composition of assets
and liabilities and do not affect owner equity.

Alternative Format

Farm and ranch balance sheets have tradition-
ally included three categories of both assets and
liabilities, while the accounting profession uses
two, as shown in Table 4-1. The FFSC restates
the accounting principle of separating current
from noncurrent items on a balance sheet. How-
ever, it does not restrict all noncurrent items
to a single category. A three-category balance
sheet is permitted if the preparer believes such
a format would add information and the defini-
tion used for intermediate assets and liabilities
is disclosed.

The usual categories for the traditional
farm or ranch balance sheet are shown in
Table 4-2. Both current assets and current
liabilities are separated from other assets and
liabilities as required by accounting principles.
These categories would each contain exactly
the same items as mentioned in the discussion
of Table 4-1. The difference in the two formats
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TABLE 4-2 | Format of a Three-
Category Balance Sheet
Assets Liabilities
Current assets $100  Current liabilities $ 60

Intermediate assets 120 Intermediate liabilities 75

Fixed assets 280  Long-term liabilities 125

Total liabilities $260
Owner equity $240
Total liabilities and

Total assets $500 owner equity $500

comes in the division of noncurrent assets and
liabilities into two categories, intermediate
and fixed or long-term.

Intermediate assets are generally defined
as less liquid than current assets and with a life
greater than 1 year but less than about 10 years.
Machinery, equipment, perennial crops, and
breeding livestock would be the usual interme-
diate assets found on farm and ranch balance
sheets. Fixed assets are the least liquid and have
a life greater than 10 years. Land and buildings
are the usual fixed assets.

Intermediate liabilities are debt obligations
where repayment of principal occurs over a
period of more than 1 year and up to as long
as 10 years. Some principal and interest would
typically be due each year, and the current year’s
principal payment would be shown as a current
liability, as discussed earlier. Most intermedi-
ate liabilities would be loans where the money
was used to purchase machinery, breeding live-
stock, and other intermediate assets. Long-term
liabilities are debt obligations where the repay-
ment period is for a length of time exceeding
10 years. Farm mortgages and contracts for the
purchase of land are the usual long-term liabili-
ties, and the repayment period may be 20 years
or longer.

Intermediate assets and liabilities are often
a substantial and important part of total assets
and total liabilities on farms and ranches. Also,
land values may be volatile in some areas,
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affected by economic and market conditions
unrelated to agricultural production. These fac-
tors may explain why the three-category balance
sheet came into use in agriculture. However, the
FFSC encourages the use of the two-category
format and predicts a movement away from the
use of a three-category balance sheet.

ASSET VALUATION

Before constructing a balance sheet, it is often
necessary to estimate the value of business assets.
These values may be needed for existing or newly
acquired assets or for those that have been produced
in the normal course of business. Several valuation
methods can be used, and the choice depends on
the type of asset and the purpose of the valuation.

Market Value

This method values an asset using its current mar-
ket price. It can sometimes be called the fair mar-
ket value or net market price method. Any normal
marketing charges, such as transportation, sell-
ing commissions, and other fees, are subtracted
to find the net market value. This method can be
used for many types of property, but it works par-
ticularly well for items that could or will be sold
in a relatively short time as a normal part of the
business activities, and for which current mar-
ket prices are available. Examples are hay, grain,
feeder livestock, stocks, and bonds.

Cost

Items that have been purchased can be valued
at their original cost. This method works well
for items that have been purchased recently and
for which cost records are still available. Land
is generally valued at cost for a conservative
valuation. Feed, fertilizer, supplies, and pur-
chased feeder livestock are often valued at cost.
Items such as buildings and machinery, which
normally lose value or depreciate over time,
should not be valued with this method. Live-
stock and crops that have been raised cannot

be valued at cost, because there is no purchase
price to use.

Lower of Cost or Market

This valuation method requires valuing an item
at both its cost and its market value and then
using whichever value is lower. This is a con-
servative method, because it minimizes the
chance of placing an overly high value on any
item. Using this method, property increasing
in value because of inflation will have a value
equal to its original cost. Valuing such prop-
erty at cost eliminates any increase in value
over time caused solely by inflation or a general
increase in prices. When prices have decreased
since the item was purchased, this method results
in valuation at market value.

Farm Production Cost

Items produced on the farm can be valued at
their farm production cost. This cost is equal to
the accumulated costs of producing the item but
should not include profit or any opportunity costs
associated with the production. Grain, hay, silage,
and raised livestock can be valued by this method
if good cost-of-production or enterprise records
are available. Established but immature crops
growing in a field are generally valued this way,
with the value equal to the actual, direct produc-
tion expenses incurred to date. It is not appropri-
ate to value a growing crop using expected yield
and price, because poor weather, a hailstorm, or
lower prices could drastically change the value
before harvest and final sale. This procedure is
another example of conservatism in valuation.
However, a detailed set of enterprise accounts
would be needed to use this method.

Cost Less Accumulated Depreciation

Depreciation is a method of accounting for the
loss in value of certain durable assets over their
expected years of use in the business. The cost-
less-depreciation method of valuation is thus used
only for assets such as machinery, buildings, and
purchased breeding livestock, which are expected



to decline in value over their years of use. Book
value is defined as cost less accumulated depreci-
ation. Therefore, this method results in an asset’s
estimated value being the same as its current book
value. Depreciation methods are discussed in
detail in Chapter 5.

Whatever valuation method is used for any
asset, the accounting concepts of “conserva-
tism” and “consistency” should be kept in mind.
Conservatism cautions against placing too high
a value on any asset, while consistency stresses
using the same valuation method or methods
over time. Use of these concepts makes finan-
cial statements directly comparable from year to
year and prevents an overly optimistic portrayal
of the firm’s financial condition.

CosT-BASiS VERSUS MARKET-
BASIS BALANCE SHEET

The general approach to asset valuation in agri-
culture and the proper method to use for specific
assets have long been debated. Much of the
discussion involves whether agriculture should
use a cost-basis or a market-basis balance sheet.

Cost Basis

The cost-basis balance sheet values assets
using the cost, cost-less-depreciation, or farm-
production cost methods. The one general excep-
tion would be inventories of grain and market
livestock. Stored grain can be valued at market
value less selling costs, provided it meets sev-
eral conditions, which it normally would. While
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market livestock are not specifically mentioned
in accounting principles, the FFSC suggests that
there is little difference between grain and mar-
ket livestock, particularly when the livestock
are nearly ready for market. They recommend
market valuation for raised market livestock
even on a cost-based balance sheet. For purchased
market livestock, market valuation is acceptable
but lower of cost or market is preferred.

Raised breeding livestock can pose an espe-
cially difficult valuation problem for a cost-basis
balance sheet. The FFSC recommends that an
agricultural producer should use either the “full-
cost absorption” method or the “base value”
approach for reporting values for raised breed-
ing livestock. Under full-cost absorption, all the
costs of raising the breeding livestock are accu-
mulated over time until the animal reaches its
current status (e.g., brood cow). Both the direct
and the indirect costs required to bring breeding
livestock into production should be included in
the accumulated costs when using this method.
These costs are not taken as expenses on the
income statement in the period in which they are
incurred, but instead are capitalized into the ani-
mal’s value. After the animal reaches maturity,
its accumulated value is subsequently depreci-
ated over the useful life, as would be the case for
purchased breeding animals. Clearly, this method
of valuing raised breeding livestock requires
extensive records.

The “base v