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Profi tability is the primary goal of all business 
ventures. Without profi tability the business 
will not survive in the long run. So measuring 

current and past profi tability and projecting future 
profi tability is very important.     

Profi tability is measured with income and expenses.  
Income is money generated from the activities of 
the business. For example, if crops and livestock are 
produced and sold, income is generated. However, 
money coming into the business from activities like 
borrowing money do not create income. This is sim-
ply a cash transaction between the business and the 
lender to generate cash for operating the business or 
buying assets.  

Expenses are the cost of resources used up or 
consumed by the activities of the business. For 
example, seed corn is an expense of a farm business 
because it is used up in the production process. Re-
sources such as a machine whose useful life is more 
than one year is used up over a period of years.
Repayment of a loan is not an expense, it is merely 
a cash transfer between the business and the lender.  

Profi tability is measured with an income statement. 
This is essentially a listing of income and expenses 
during a period of time (usually a year) for the 
entire business. Decision Tool Income Statement, 
is used to do a simple income statement analysis. An 
Income Statement is traditionally used to measure 
profi tability of the business for the past accounting 
period. However, a pro forma income statement 
measures projected profi tability of the business for 
the upcoming accounting period. A budget may be 
used when you want to project profi tability for a 
particular project or a portion of a business.

Table 1. Income statement. 
Income
  Sale of Crop Products $50,000
  Sale of Livestock Products $25,000
  Government Payments $10,000
  Total Income $85,000

Expenses
  Seed $10,000
  Fertilizer $20,000
  Feed $10,000
  Processing $10,000
  Marketing $5,000
  Interest $5,000
  Depreciation $10,000
  Total Expenses $70,000

Net Income $15,000

Reasons for Computing Profi tability
Whether you are recording profi tability for the past 
period or projecting profi tability for the coming 
period, measuring profi tability is the most important 
measure of the success of the business. A business 
that is not profi table cannot survive. Conversely, a 
business that is highly profi table has the ability to 
reward its owners with a large return on their invest-
ment.

Increasing profi tability is one of the most important 
tasks of the business managers. Managers constantly 
look for ways to change the business to improve 
profi tability. These potential changes can be ana-
lyzed with a pro forma income statement or a Par-
tial Budget. Partial budgeting allows you to assess 
the impact on profi tability of a small or incremental 
change in the business before it is implemented.  
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A variety of Profi tability Ratios (Decision Tool) can 
be used to assess the fi nancial health of a business.  
These ratios, created from the income statement, 
can be compared with industry benchmarks.  Also, 
Income Statement Trends (Decision Tool) can be 
tracked over a period of years to identify emerging 
problems.  

Accounting Methods
Cash method of accounting
Traditionally farmers have used the cash method of 
accounting where income and expenses are reported 
on the income statement when products are sold or 
inputs are paid for. The cash method of accounting, 
used by most farmers, counts an item as an expense 
when it is purchased, not when it is used in the 
business. This has been used as a method of manag-
ing tax liability from year to year. However, many 
non-farm business accounting systems count an item 
as an expense only when it is actually used in the 
business activities.

 Cash accounting formula
 +  Income (when farm products are sold)
 -   Expenses (when production inputs are purchased)
 =  Net Income (difference between sales of products   

and purchases of inputs)

  

However, net income can be distorted with the cash 
method of accounting by selling more than two 
years crops in one year, selling feeder livestock 
purchased in a previous year, and purchasing pro-
duction inputs in the year before they are needed.  

Accrual method of accounting
To provide a more accurate picture of profi t-
ability, the accrual method of accounting can be 
used.  With this method, income is reported when 
products are produced (not when they are sold) 
and expenses are reported when inputs are used 
(not when they are purchased).  Accrual account-
ing uses the traditional cash method of accounting 
during the year but adds or subtracts inventories of 
farm products and production inputs on hand at the 
beginning and ending of the year.  

Accrual accounting formula
+ Cash Income (when farm products are sold)

- Beginning value of inventory of farm 
products (farm products sold this year but 
produced last year – products not produced 
in the current year).

+ Ending inventory (farm products produced 
this year but sold next year)

= Accrual Income (when farm products are 
produced)

+ Cash Expenses (when production inputs are 
purchased)
+ Beginning inventory (production inputs used 

this year but purchased last year)
- Ending inventory (production inputs pur-

chased this year but used next year)
+ Ending accounts payable (production inputs 

used this year but paid for next year).
-  Beginning accounts payable (production 

inputs paid for this year but used last year).
= Accrual Expenses (when production inputs are 

used).

= Accrual Net Income (difference between the 
value of products produced (accrual income) 
and cost of input used (accrual expenses)

  

 
A worksheet for computing Net Farm Income 
Statement (Decision Tool) with accrual accounting 
is available that contains schedules for including 
beginning and ending inventories. Information on 
creating and using a Net Farm Income Statement 
is also available.

Although seldom used in farming, Double Entry Ac-
counting (Information File Understanding Double 
Entry Accounting) will provide results similar to 
accrual accounting. Double entry accounting also 
updates the net worth statement every time an in-
come or expense occurs.

Defi ning Profi tability
Profi tability can be defi ned as either accounting 
profi ts or economic profi ts.



Accounting profi ts (net income)
Traditionally, farm profi ts have been computed 
by using accounting profi ts. To understand ac-
counting profi ts, think of your income tax return.  
Your Schedule F provides a listing of your taxable 
income and deductible expenses. These are the 
same items used in calculating accounting profi ts.  
However, your tax statement may not give you an 
accurate picture of profi tability due to IRS rapid 
depreciation and other factors. To compute an accu-
rate picture of profi tability you may want to use a 
more accurate measure of depreciation.  

Accounting profi ts provide you with an intermedi-
ate view of the viability of your business. Although 
one year of losses may not permanently harm your 
business, consecutive years of losses (or net in-
come insuffi cient to cover living expenditures) may 
jeopardize the viability of your business.

Economic profi ts
In addition to deducting business expenses, op-
portunity costs are also deducted when computing 
economic profi ts. Opportunity costs relate to your 
money (net worth), your labor and your manage-
ment ability. If you were not farming, you would 
have your money invested elsewhere and be 
employed in a different career. Opportunity cost is 
the investment returns given up by not having your 
money invested elsewhere and wages given up by 
not working elsewhere. These are deduced, along 
with ordinary business expenses, in calculating 
economic profi t.  

Economic profi ts provide you with a long-term per-
spective of your business. If you can consistently 
generate a higher level of personal income by using 
your money and labor elsewhere, you may want to 
examine whether you want to continue farming.

Profi tability is not Cash Flow
People often mistakenly believe that a profi table 
business will not encounter cash fl ow problems.  
Although closely related, profi tability and cash 
fl ow are different. An income statement lists in-
come and expenses while the cash fl ow statement 

lists cash infl ows and cash outfl ows. An income state-
ment shows profi tability while a cash fl ow statement 
shows liquidity.

Many income items are also cash infl ows. The sale of 
crops and livestock are usually both income and cash 
infl ows. The timing is also usually the same (cash 
method of accounting) as long as a check is received 
and deposited in your account at the time of the sale.  
Many expense items are also cash outfl ow items. The 
purchase of livestock feed is both an expense and a 
cash outfl ow item. The timing is also the same (cash 
method of accounting) if a check is written at the time 
of purchase.  

However, there are many cash items that are not in-
come and expense items, and vice versa. For example, 
the purchase of a tractor is a cash outfl ow if you pay 
cash at the time of purchase as shown in the example 
in Table 2. If money is borrowed for the purchase using 
a term loan, the down payment is a cash outfl ow at the 
time of purchase and the annual principal and inter-
est payments are cash outfl ows each year as shown in 
Table 3.
  
The tractor is a capital asset and has a life of more than 
one year. It is included as an expense item in an income 
statement by the amount it declines in value due to 
wear and obsolescence. This is called depreciation. The 
depreciation expense is listed every year. In the follow-
ing tables a $70,000 tractor is depreciated over seven 
years at the rate of $10,000 per year.  

Depreciation calculated for income tax purposes can 
be used. However, to accurately calculate net income, 
a more realistic depreciation amount should be used 
to approximate the actual decline in the value of the 
machine during the year.  

In Table 3, where the purchase is fi nanced, the amount 
of interest paid on the loan is included as an expense, 
along with depreciation, because interest is the cost of 
borrowing money. However, the principal payments are 
not an expense but merely a cash transfer between you 
and your lender. 
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Table 2. Tractor purchase - no borrowing. 

 Purchase of a $70,000 tractor, no money borrowed, depreciated over seven years.

 Cash Outfl ow Expense
Current Period $70,000
Year 1  $10,000
Year 2  10,000  
Year 3  10,000
Year 4  10,000
Year 5  10,000
Year 6  10,000
Year 7  10,000
Total $70,000 $70,000

Table 3. Tractor purchase - borrowing. 

Purchase of a $70,000 tractor, $45,000 down payment, $25,000 paid over fi ve year, seven percent 
interest, depreciated over seven years. 

 Cash Outfl ow Expense
Current Period $45,000 $0

Year 1 $5,000 principal $10,000 depreciation
 $1,750 interest $1,750 interest

Year 2 $5,000 principal $10,000 depreciation
 $1,400 interest $1,400 interest 

Year 3 $5,000 principal $10,000 depreciation
 $1,050 interest $1,050 interest

Year 4 $5,000 principal $10,000 depreciation
 $700 interest $700 interest

Year 5 $5,000 principal $10,000 depreciation
 $350 interest $350 interest

Year 6 $0 $10,000 depreciation 
Year 7 $0 $10,000 depreciation

Total $75,250 $75,250
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Other Financial Statements
An income statement is only one of several fi nancial 
statements that can be used to measure the fi nancial 
strength of a business. Other common statements in-
clude the balance sheet or net worth statement and the 
cash fl ow statement, although there are several other 
statements that may be included.

These statements fi t together to form a comprehensive 
fi nancial picture of the business. The balance sheet 
or Net Worth Statement shows the solvency of the 

business at a specifi c point in time. Statements are 
often prepared at the beginning and ending of the 
accounting period (i.e. January 1). The statement 
records the assets of the business and their value 
and the liabilities or fi nancial claims against the 
business (i.e. debts).  The amount by which assets 
exceed liabilities is the net worth of the business. 
The net worth refl ects the amount of ownership of 
the business by the owners.  
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Figure 1. Integrated fi nancial statements. 
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A Complete set of Financial Statements (Decision 
Tool), including the beginning and ending net worth 
statements, the income statement, the cash fl ow 
statement, the statement of owner equity and the 
fi nancial performance measures is available to do a 
comprehensive fi nancial analysis of your business.

To help you assess the fi nancial health of your 
business, Financial Performance Measures allows 
you to give your business a check-up. Interpreting 
Financial Performance Measures helps you to 
understand what these performance measures mean 
for your business.

The Cash Flow Statement is a dynamic statement 
that records the fl ow of cash into and out of the busi-
ness during the accounting period. A positive (nega-
tive) cash fl ow will increase (decrease) the working 
capital of the business. Working capital is defi ned 

as the amount of money used to facilitate business 
operations. It is calculated as current assets (cash or 
near cash assets) less current liabilities (liabilities 
due during the upcoming accounting period). 

. . . and justice for all            
The U.S. Department of Agriculture (USDA) prohibits discrimination in all its 
programs and activities on the basis of race, color, national origin, gender, religion, 
age, disability, political beliefs, sexual orientation, and marital or family status. 
(Not all prohibited bases apply to all programs.) Many materials can be made 
available in alternative formats for ADA clients. To fi le a complaint of discrimina-
tion, write USDA, Offi ce of Civil Rights, Room 326-W, Whitten Building, 14th 

and Independence Avenue, SW, Washington, DC 20250-9410 or call 202-720-
5964.

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


