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HOW DO I KNOW IF MY BUSINESS IS VIABLE?
Maintaining a sound business management discipline of measuring business performance, using this 
information for planning and then learning from each year’s results, will ensure a healthy and sustainable 
business. Understanding your profit and loss budget is essential to this process.

Key Management Concepts
When managing any business, it is good to 
have both of the following concepts  
in mind:

1. Liquidity – This refers to cash flow 
which should be managed to ensure 
more cash comes into the business 
than goes out.

2. Efficiency – This addresses the issue 
of whether the farm business is getting 
the best return on the capital being 
managed, and is measured through 
both a profit and loss and a balance 
sheet budget.

By managing both of these concepts  
(see Figure 1), the farm business will have  
a greater ability to be sustainable.

What is a Profit and Loss Budget?

In farm management accounting, a profit 
is the measure of the financial gain the 
business has made in a year’s operation. 
It is not identical to a cash surplus, as 
measured by a cash flow, but can be 
similar. A profit and loss budget is a pure 
measure of business performance given 
income, expenses and retainment of unsold 
goods. It provides an essential part of the 
efficiency equations, where profit divided 
by managed assets provides the essential 
‘return on managed capital’ measure. It is 
this measure that gives the efficiency of  
a business.  

Some farmers are more concerned about 
cash flow, which although important, 
is not as essential as profitability. If the 
business focus is on financial sustainability, 
responsible financial management needs to 
include an annual profit and loss budget to 
measure efficiency accurately.

As shown in Figure 2, there are different 
levels of profit measures: Total Gross 
Margin, Operating Profit (farm EBIT), 
Net Profit before and after tax, and 
Farm Growth in Equity. It is important to 
understand and measure each of these 

terms, so that various questions to the 
business can be answered. The ultimate 
goal of a farming business each year 
should include a growth in equity. This is 
the measure that shows if the business is 
moving ahead or backwards. Growth in 
equity is obtained from both the business 
profits and growth in the assets owned, like 
land. The true measure of management is 
the growth in equity from profits, as this is 
directly influenced by management. Growth 
in equity from owned asset growth (mainly 
land value increase) is more a reflection of 
the health of the rural economy.

Case Study of a Profit and 
Loss Budget

A dryland mixed farm, used in Table 1 to 
illustrate a profit and loss budget, has the 
following asset data:

•  Total assets managed = $2.17m

•  Total assets owned = $1.94m

•  Net worth (total assets owned minus 
liabilities) = $1.44m

Efficiency calculations are based on this 
data. (NB. Further discussion on this 
data can be found in the fact sheet ‘Farm 
Financial Tool: Balance Sheet’, referenced 
in Useful Information at the end of this  
fact sheet). 

Results indicate a farming business that 
has generated a Net Profit before tax of 
$12,403. Technically, this farm is viable 
for this season, but it would also indicate 
there is not a lot in reserve in this farm’s 
performance if poorer times were to be 
experienced. However, if the season being 
measured were a poor one, this farm would 
still generate a slight profit, which would be 
viewed as a good result for a poor season.
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KEY POINTS
 Profit and loss is the the true measure 

needed to determine business  
long-term sustainability.

 Profitability is not the same measure 
as cash flow.

 Profitability is a key measure of  
farm efficiency.

Cash Flow
Budget

Profit &
Loss

Budget

Balance 
Sheet

Gross
Margin

Budgets

Liquidity + Efficiency = Sound business
    practice

Figure 1  Liquidity and efficiency

Source: P2PAgri Pty Ltd



Table 1  Case Study Farm Profit and Loss Budget                                                                                  

 Profit Measures Discussion
Farm Management Profit and Loss: 

Cash Income: Annual  
Hard wheat 132,850 
Malt barley 104,335 
Oats 33,437 
Canola 31,500 
Beans 2,750 
Lupins 3,727 
Self-replacing merino 102,378 
Prime lambs 23,533 
Other farm income 4,125    

Non Cash Income:   
Net livestock movements  7,500  

 FARM GROSS INCOME 446,135   

Expenses:    

Cash Production Expenses:   
Cropping variable costs 122,857 
Livestock variable costs 38,957 
Other farm expenses 700 
General overhead costs 66,662    

Non Cash Production Expenses:   
Managerial allowance 80,000 
Depreciation* 38,400  

 FARM EBIT 98,559   

Financing Costs:     

Interest:   
Interest on existing farm loans  36,155 
Interest on new farm loans 0 
Interest on overdraft and stock Mortgage 1,841 
Bank fees 770 
Land lease 51,240 
Interest earned on cash 0 
Interest earned on FMD 3,850 

 FARM NET PROFIT BEFORE TAX 12,403  

Tax Costs:      

Tax rate 10% 
Less losses carried forward   
Taxable income 12,403 
Farm estimation of tax paid* 1,240 

 FARM NET PROFIT AFTER TAX 11,162 

Farm Consumption:  
(Family Drawings - Managerial Allowance)  20,000  

 FARM GROWTH IN EQUITY 31,162 

Off-farm related items:    
Off-Farm Income  1,100 

Business EBIT*  99,659 
Interest on existing off-farm loans    0 
Interest on new off-farm loans   0 

Business Net Profit before Tax  13,503 
Less losses carried forward  0 
Taxable income  13,503 
Business estimation of tax paid*  1,350 

 Business Net Profit after Tax 12,152   

 Business Growth in Equity 32,152

Farm Gross Income

• Farm gross income is simply all income earned in the business year (accrual), and can include:

(1)  each commodity sold by the farm business;

(2)  other income earned from the use of the farm’s assets, such as providing contract spaying and wind rowing, and

(3)  wages earned off-farm, such as shearing for other farmers in the district. 

• While the commodity sales income is relatively straight forward to assess, income also values what could have been sold but was retained. In this example, a number 
of lamb ewes were held back to build up the breeding ewe component of the sheep enterprise. 

• A profit and loss needs to value this ‘one-off’ increase in retained ewe lambs (in this example at $7,500). 

• Note, this abnormal increase in retained ewe lambs is valued as income in a profit and loss, but is not recorded as income in a cash flow, as no cash was received as 
the livestock were not sold.

Expenses in a Profit and Loss are attributed to various categories so that profits can be viewed at different levels. These categories are:

• Cash expenses – those costs that are paid for annually, like crop and livestock variable costs, and overheads. 

• Non-cash expenses – these are costs that are incurred but may not have been paid in full, such as the management allowance, or depreciation of machinery which 
occurs over time.

• Financing costs – these are the costs associated with borrowing money, namely interest rates and bank fee charges. In this example, the income from bank deposits 
and farm management deposits (FMD) has been included as income.

KEY PERFORMANCE NUMBER: Farm Viability

• Tax costs – Most profit and loss are assessed prior to tax, but as tax paid to the ATO is a legitimate business cost, this can be included in the profit and loss. 

Farm Consumption – This is a little technical but it helps to measure what is being put back into the business by the family farm owners. 
• In this case study farm, a manager/owner is taking a family drawing of $60,000 and we have allowed for $80,000 in the profit and loss for the managerial allowance. 

So, while it is acknowledged that the manager/owner is worth $80,000, only $60,000 is being taken out for living. This means the difference of $20,000 is being left in 
the business and can be classed as invested equity. 

• Farm management accounting calls this value ‘farm consumption’.

KEY PERFORMANCE NUMBER: Growth in Farm Equity

• Off-farm related items – It is also legitimate to allow for off-farm investment and income if the profit and loss is to represent the whole business. In this farm case 
study, $1,100 has been allowed from dividends earned by a share portfolio.

KEY PERFORMANCE NUMBER: Business Viability

KEY PERFORMANCE NUMBER: Growth in Business Equity
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Table 1  Case Study Farm Profit and Loss Budget                                                                                  
Information obtained from a 
Profit and Loss Budget 
The main observations coming from a profit 
and loss, illustrated by the case study, are  
as follows:

Farm EBIT - This is the farm’s earnings before 
interest, leasing and tax (EBIT) are taken 
into account and is a number that can be 
compared with other similar businesses. The 
higher the number, the better the business 
performance; if this number were negative, 
farm viability would be questionable. More 
importantly, it is also the profit number used in 
the calculation of efficiency, or return on capital 
managed. Table 1 indicates the case study 
Farm EBIT is $98,559. (NB. Do not confuse 
this with Business EBIT*). While this appears 
quite a reasonable result, remember that 
interest, leasing and tax payments have not 
yet been removed, so it may not in fact be a 
very positive result.

Farm Net Profit before Tax  – This is the 
profit to the farm business once all cash and 
non-cash costs, depreciation and finance 
costs have been taken into account. In Table 
1, this figure is $12,403, which being above 
zero, indicates that this business is profitable. 
However, such a low profit level leaves little 
room for managing risk.

Return on Managed Capital – This is 
the return to total assets managed by the 
farm business (including leased and share 
farmed land) and is the preferred indicator of 
business efficiency. A figure greater than 8% 
indicates an efficient farm business. This is 
calculated by dividing the farm EBIT by total 
assets managed, multiplied by 100 to give a 
percentage ratio.

In the case study farm, the farm EBIT of 
$98.6k divided by the total assets managed 
of $2.17m, gives a ratio of 4.54%. This is well 
below the efficiency mark of 8%, so there is 
plenty of room for improvement. 

Unfortunately, most dryland farm businesses  
in Australia are performing at a 1% – 3% ratio. 
At this level, a business may be viable but  
not efficient.

Return on Capital – This is a measure of 
return on the assets owned by the business, 
also used by industry as an efficiency indicator 
at 8% or above. Return on capital is calculated 
by farm EBIT divided by total assets owned.

In the case study, the farm EBIT of $98.6k 
divided by the total assets owned of $1.94m 
gives a ratio of 5.08%, which is also below the 
efficiency level of 8%.

Return on Owners Equity – This is the return 
on the owner’s capital in the business. If we 
want to see if the business is earning more 
than bank interest, then this is the number to 
be compared. This number should be well 
above bank deposit rates, to reflect the reward 
from managing in a higher risk environment.  
This is calculated by farm EBIT divided  
by Net Worth.
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• Tax costs – Most profit and loss are assessed prior to tax, but as tax paid to the ATO is a legitimate business cost, this can be included in the profit and loss. 

Farm Consumption – This is a little technical but it helps to measure what is being put back into the business by the family farm owners. 
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So, while it is acknowledged that the manager/owner is worth $80,000, only $60,000 is being taken out for living. This means the difference of $20,000 is being left in 
the business and can be classed as invested equity. 
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Using the farm case study in Table 1, the 
calculation is $98.6k / $1.44m = 6.84%, 
which is above the current bank deposit 
rate of 4%. However, is the difference of 
2.8% adequate compensation for the risks 
taken by the farm? Only the owner can 
answer this question.

Some accounting thinking
When undertaking a profit and loss budget, 
a number of accounting procedures need 
to be kept in mind:

• Accrual accounting – This is an 
accounting term for including all the 
income earned in one year against the 
costs of that year, regardless of when 
the cash comes into or goes out of the 
business account. A good example is 
the payment schedule of grain pools. 
When you deliver to a grain pool, it can 
take up to 18 months to get the final 
payment. In a cash flow, the income 
is recorded in the month it is received. 
However, for a profit and loss, the full 
expected income from that grain sold 
to the pools needs to be included in 
the year of delivery to account for the 
true value of that season’s production. 
The same is true for expenses. If you 
bought two years supply of nitrogen 
fertiliser because it was a good price, 
but only use one in the current year, then 
only one year’s worth of the nitrogen is 
included as an expense in the profit and 
loss. This is called accrual accounting.  

• The exclusion of GST – The 
introduction of a goods and service 
tax (GST) does add a burden to cash 

flow, as receiving and paying GST can 
occur at different times throughout the 
year. However, by definition, the GST 
components should flow through the 
business and not add to costs. A good 
accounting standard is to complete the 
profit and loss using income and costs 
that do not have GST in them. This is 
also the standard used to complete tax 
returns. So, when doing a profit and 
loss, complete the task without GST.

• Keep a farming year in mind –  
All farmers have to complete a tax 
return, which is where a profit and loss 
is most likely first encountered. However, 
the tax year of July – June does not suit 
all farmers. For example, the financial 
year for dryland farmers takes the 
income from one season and places it 
against the cropping cost of the next. 
When doing your own management 
profit and loss, select the year period 
that best suits your business. For 
dryland farmers, this will probably be 
from March to February.

• Managerial Allowance – Farmers tend 
to view the reward for their labour and 
management as their family drawings, 
but this is undervaluing their real 
contribution. Rather, in a profit and loss, 
the true value of the owner’s labour 
and management should be used. 
This is what would need to be paid 
commercially to employ a manager for a 
year if the owner became incapacitated. 
If farmers began to value their own 
labour and management at commercial 
rates, they would be forced to improve 
their efficiency and decision making!
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USEFUL RESOURCES

MORE INFORMATION

Related GRDC Fact Sheets  
Other fact sheets in this Farm Business 
Management series provide further 
detail on farm financial tools: Farm 
Business Overview (Order Code: 
GRDC909), Cash Flow Budget 
(Order Code: GRDC913), Balance 
Sheet (Order Code: GRDC917), Crop 
Gross Margin Budget (Order Code: 
GRDC914) and Livestock Gross Margin 
Budget (Order Code: GRDC915). 
Copies of all the above fact sheets are 
FREE plus P&H and available from:
Ground Cover Direct Freephone:  
1800 11 00 44 or email:  
ground-cover-direct@canprint.com.au
These can also be downloaded from 
www.GRDC.com.au/fbm

Plan to Profit (P2P), a whole-farm 
financial management program that 
can help calculate a farm’s financial 
budgets:  www.P2PAgri.com.au

Mike Krause 
P2PAgri Pty Ltd 
08 8396 7122 
www.P2PAgri.com.au

Figure 2  Profit and loss                                                                                   

Source: Assoc. Prof. Bill Malcolm, ‘Pursuing Growth without Regret in Risky Crop-Farming’ 
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