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EFFECTIVE ACCOUNTING SYSTEMS FOR LARGE DAIRY FARMS*
Robert S.:Smith
Professor of Farm Finance
Cornell University
A farﬁ ﬁanager, like the manager of any other businéss, mast have an
effective method of cblieéting? organiéing, and interpreting financial infor-
mation concerning all impﬁftant dollar“éspects of his business. if'he does
not ﬁéve such a financial information‘system, he cannot effectively perform
his functions as a manaéer, pafticulafly ﬁhe functions of reportiﬁg, control,
post-audit, and evaluation. | | |
Farm managers and those of ﬁs assisting tﬁém'with their management
probleﬁé have generally approached farm accouﬁting‘ofvrecord keepiﬁg with the
notioﬁ that it bears little ?esemblance to general busiﬁeés accounting, Tradi-
tioﬁally,“it has been assumed thét-farmeré have less ébiiity and less interest
in reco?& keeping than-do nénfatm Busineésmen, and that é farm maﬁager‘s heed
for recﬁrds are 8o unique tﬁat geueral accounting princmples must be discarded
when he plans his record keeping needs andlsystems. Thls general belief
accounts for special tax reporting privilég;s accorded farmers -~ chiefly the
«acceptaﬁce of césh basis reporting. 1In a 1975 speech, the editor of Farm
Journél stated that there is iiitlerto show for the immense efforts:made sver
a period oflmany years to imprové farm_accounting and record kéeﬁing. This
writer disagrees, and believes that farmers' accounting abilities and interests

are not essentiaily different from those of!nonfarm businessmen.

*Prepared for delivery to the Large Dairy Herd Management Symposium, University
of Florida, Gainesville, Florida, January 19, 1976.



Although farmers' needs for and uses of financial records may have been
unique in the past, they are today similar in many if not most respects to

the needs of nonfarmers.

Levels of Sophistication in Farm Accounting

It is easy to find examples of both excellent and appallingly inadequate
farm accounts among any group of farms. Even some large farms manage to keep

operating indefinitely with the most fragmentary financial records.

Check book records - My many extensioﬁ agent, agricultural banker, and-
ag;ounting associates still report numerous instanées of farmers who producé
the proverbial "shoe box" of recelpted bills and notations of income as the
sum total of their record system. However, it is difficult to belleva that
any large dairy farm can be operated financially w1thout using a checklng
account., A wisely used and well kept check record does provlde the rudiments
of financial informarion required but that's the best that can be said for it.

In~house nand tailored systems — Many farm managers have developed their

own systems to meet their needs for financial accounting., Farm cash account
books, usually accompanied by an invenéorﬁ book, are printed and made.available
by state extension services, farm equipmént dealers, agricultural bankers, énd
many others, These gsingle entry record systems are used by an enormous nuﬁber
of fgfmers, sometimes in accordance with the 1nstructions, bué more often the
classifications of expenses and receipts are regrouped.to the farmer's taste.
Many more farmers simply set up their own cash account records, and less
frequently an inventory fecord.

In all of these simplified recé?d systems, tax reporting requirements

greatly influence the classifications and headings used,

Central processing mail in systems - Over the past 20 years, many state

‘ L o o . b
extension services have invested heavily in developing computer based mail in



record systems for farmers. Other organizations.agg_bpsigesses“dealing with
farmers have followed suit., Those of us who have been involved in developing
one or more of these systems tend to look at them as the answer to all farm
accounting needs. In fact, however, a relativelyusmall percen;age of all
commercial farms - and an even smaller portion of really large.fgrms, are
currently enrolled in such a system, Many farmers who are in a mail in system
supplement the records so produced by hiring a tax consultant for tax reporting.

Professionally supervised on-the—farm systems ~ Larger farms can afford

to employ a part or full-time bookkeeper, publiézaccountant; or certified
public accountant, A‘few may be required to do;sé as a condition for obtain-
ing financing, Where farm éccounts are undar.the supervision of a ﬁrofessioﬁal
accountant, they adhere to sound accounting principles and practices, are more
impressiée to a bhanker of an L.R.S, representatiée; Bdtiare not necessarily

any more éaluable or usable for the férm manager than are relatively simple
systems where the farmer or manager oy his wife make ali thé entries, or where
a central processing system is used. Unfortﬁnately, in fact, the reverse is

often true.

o one best system for big dairy farms ~ No where is the rugged individ-
ualism for which farmers are renownediﬁore évident than in the accounting
methods they elect or fail to elect. Managément people will continue to find
it impossiblé to developKany one éystem which appeals to anything like a
majority of farm ﬁanagers. - | |

One limitation of a centralized computer based system is fhat it can notz
allow complefe f}eedqm for eachrfarm manager to exercise his personal whims
and develop his own ideas about what he conceives his particular accounting
needs to.be. Another limitation is that much of the actual accounting and
analysis process takes place off the farm and tends to take the farm manager

further away from thé'knowledge of and daily use of the records in his business



operation, ‘Of course one tremendsus advantage of being a part of a record
keeping group is the statistics 4t provides for comparative analysis,

‘It seems to the author that the largér a dairy farm becomes, the more
unique become its accounting needs and the ‘more necessary it becomes to have
a resident accountant or bookkeeper who will tailor the financial records to
the needs of the individual business, and have them available at all times

for use on the farm.

Elements of a Satisfactory Financial Record System for Large Dairy Farmsw

There are a number of essential items in any record system the farm
operator uses or devises 1f it is to provide the basic financial needs., Most

important on this list are the following:

- An annual inventory of all farm assets and liabilities. This inven-
tory, which also serves as a net worth statement and financial state-
ment, should reflect current market values of assets. It may be taken
by the farm manager himself, but for various reasons‘it may be desirable
or advisable to have a disinterested appraisal made periodica}ly.

-~ An ongoing record of book values of farm assets. The annual tax report

provides part but not all of this information. The unrgcovered cost
of land and other nondepreciable items, including the farm home, are
also essential. Book values are principally of use for tax purposes.

~ Cash receipts and disbursements records. The cash record should be

set up in a manner that will produce a monthly cash flow statement
and provide a basis for estimating cost and returns for each major

enterprise.

~ Payroll and employee data. Reporting requirements relative to employees
include social security and income tax, and in many states already do or

soon will include workmen's compensation, minimum wage, and unemployment



insurance., Although detailed employee financial records. are primarily
to meet external requirements they are also necessary for good labor-:
management, .. '

If the system contains these four basic elements, is well organized and
is consistent over a period of-years,. it will provide the capability for
internal management:analysis, and trend.analysis, as;well as the information
needed for comparison with other dairy farms. : It will also:provide the nec-

essary data for budgeting for future capltal investments or enterprise changes,

The Farm Manager's Uses of Financial Records

Financiél reéords ﬁave sevéral imporﬁantruses, and an informatioﬁ systeﬁ
degigned specifically to best meet one use will ﬁot be adéquate for all.othefs.
Thus, in planniné foflrecords, each imééifant ﬁée must be taken inéo-conéiaer-
ation. | |

Measuring profitability - Any farm accounting systeﬁ which fails to

produce accurate and understandable measures of profitability is inadequéte.
Most lérge dairy farms - evenn£hosé‘operating as corporationé-— use cash basis
accounting. As a result, measuring profitability Becomes ﬁo?e difficult. |
Market values of dairy farm assets change continually and often rapidly, and
sizeable year to year changes in accounts payable and accounts receivable are
also common. Thus, cash operating statements provide a poor measure of profits.
Even an accrual accounting system using book values for Inventories does not
truly reflect returns to’ownership, management, and capital;

Farm accounting.systéms sponsored by state colleges and agricuitural
firms take changes In inventories into accoﬁﬁf in calculating profit. Most,
however, ignore changes in accounts receivable and accounts payable. The New
York Extension sponsored mail in system {(CAMIS) produces the following measures

of profit:




Net cash operating Income ~ Cash receipts less cash expenses

Labor and management income - Total receipts less total expenses

Total receipts includes cash plus increase in feed and livestock
inventories.

Total expenses include all cash, including interest paid plus
machinery and building depreciation, charges for unpaid family
“labor, and for equity capital, and decreases in feed or livestock
inventories,

Labor, management, and ownership Income - The same calculation as labor

and management income, with real estate appreciation and interest on

equity capital added.

Return on equity capital ~ Labor, management, and ownership income less

a charge (estimated value) of operator's labor and management,

Return to total capital - Return to equity capital plus interest paid
on debt,
Records on 37 New York dairy farms with 150 cows or more in 1974 produced

the following measures of profit:

Cash farm recelpts ; © §254,233
Cash farm expenses 198,767
Cash Operating Income : $ 55,466
Total farm‘receipts | $274,073
Total farm expenses | 245,362
Labor‘&.Managemént Iﬁcome | .$ 25,711*

*Average number operators per farm 1.46.



Labor and management income - $28,711

" Real estate appreeiation o 13,886 .

Interest on equity capital 27,921 .

Labor, Management, & Ownership Income $70,518
Labor, management, & ownership income 570,518

Less estimated value of operator's labor & ]
management 21,372%

~Return to Equity Capital $49,146

‘Return to equity capital _$49,146

Fquity capital $398,872 = 12.3%Z Return to Equity Capital

Varia;ions in methods of ca;culating_measurgg Qf profitability are found
from state to state and region to region, but thé differences are probably of
more concern to farm mauageﬁeht specialists tHan to dairy farmers, who are
inclined to focus mainly on cash pésifions and on trends in net worth, paying

too little attention to annual measures of profit and return to capital,

Records for obtalning and using credit - Financial institutions serving

the.credit needs ofllérge dairy farms are far from uniform in their demands
for and use of records and accounts, It must be remembered that a banker's
interest in farm accounts is different from that of the farm manager. The
lendér is'pfimarily interested in the-secﬁrity of his loan, the farm manager
is primarily interested in whether it will pay to borrow the money and invest
it in his business.

.Althougﬁ good lenders ére focusing more and more attention on repayment
capacity, they are still greatly concerned with their secured position, and

thus are balance sheet oriented.

%5% of cash receipts, plus labor at $6,000 per operator.



In measuring repayment capacity, a lender looks primarily at cash
generated as the basis which can be used for debt service. Apain using the
1974 figures from large New York dairy farms, repayment capacity can be

measured as follows:

Cash receipts : . : , . $254,233
Cash expenses ‘ _ . 198,767
- Cash Operating Income | % 55,465

| Add interest paid . | 14,368

$ 69,834
Less operator's estimated iiving expense | 21,000%

Repayment Capacity (interest & principle) 5 48,834

Measuring repayment capacity in ?his way assumes that depreciation will
be offset by increased borrowing or rolltéver of existing debt. Tgus, if a
dairyman needed to replace a tractor, he would do so‘by aéding to existing
debt.

I1f the business_is_incorporated the operator islqsually salaried, and
thus his family cagh demands are insulated from the b;siness cash flow. In‘
few unincorporated businesses isltheFe such insulatiqn,.and aé a result:the
operator's cash living needs including igcome taxes, social security, and
perspnal insurance are a first demand on farm cash income. Héﬁever, few
farm operators keep accurate records of family living expense, and thqs in
meaguring repayment capacity, the estimate of family ;iving expenses is indeed

rough.

*Estimated as approximately $15,000 per 6perator, 1.4 operators per'farm. -



The balance sheet is the first record demanded by the 1ender, and an

.

'annual statement‘taken at anprorimately tne same date)each vear provides both
‘the borrower and the 1ender With the basis:tor trend analysis in net worth,
the only way to measure financial progress over time. Most lenders want the
farmer's estimates of current market values of assets, Qommonly, the.lender
”will adjust the farmer s estimates 1f he believes they are out of line.

Balance sheet 55519;15A5§ most agricultural bankers is confined to eye~
balling the net worth statenent and a.calculation of a ner worth to asset
ratio, usually simply expressed as nercent net worth or equity. Other conven-
tional ratiocs are seldom used. A major reason is that dairy farm assets and
liabilities do not divide themselves easily into current, interm,ediate9 and
long term'classes‘ The more natural div1sion is 51mply real estate and nonreal
estate assets and.debt. s |

' Where a 1arge dairy farm is onarating as a corporation, with books of
account under the superv1sion of an accountant using book values on. farm
assets, the banker should be provided additionally with a statement of current

market values, as book values will commonly way understate the true net worth

of the business.

o -“"

Cash basis income tax reporting provides a big incentive for postponing
tax by advance purchasing of feed and other dairy farm expense items. When

¢

this is the practice accountants and bankers are rightfully concerned about
the accrued income taa liability, and are uont to list it as a liability on
the farm balance sheet. A more sen51ble approach is to list postponed 1ncome
tax as a contingent liability, and even then;’only when it can be clearly
identified. In practice, postponed income tax for a dairy farm tends todlose

its identity rapidly, and in a growing business will seldom ever have to be

paid in full.
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Accounts needed to meéet income tax responsibilities - Everything that is

required for income tax reporting is of some‘use for management analysis and
planning as well, but income tax records alene dre far from adequate for the
purpose of managing a large dairy farm busineds.

There is a decided advantage to dairy farmers to report on the cash basis
for income tax, To do so,.the following information is needed:

A record of cash receipts and expenses.

An ongoing record of depreciable asgets and depreciation,
An-adequate payroll recoxrd. -

A record of the cost or book value of nondepreciable assets.

- .All cash account systems devised. by and for farmers are profoun&ly in-
fluenced by the classification of receipts and expenses found on the federal -
income tax Schedule 1040F., Although I.R.S. does not require receipts and
expenses to be classified im accordance with that form, most farm record
systems closely approximate-it. And it is necessary to separate those cash
income items which receive special -tax treatment, as well as those expense
items which require capitalization for tax recovery. Such adjustments are =
not difficult and do not reduce the viability of the system for management
purposes,

The income tax depreciation record is of limited value for management
purposes, First, because it is a very incomplete record of farm assets, and
gecond because the unrecovered cost of depreciable items if often significant-
ly less than market value. In the case of new dairy farm structures, the
unrecovered cost wmay be significantly more than market wvalue,

Payroll records are essential for tax withholding and reporting on farm
laborers. Compulsory. withholding for income tax will likely be added to
social security tax withholding in the foreseeable future. Workmen's com~

pensation, minimum wage, and unemployment insurance are now or likely will be
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reporting requirements in most stdtes. ‘Because labdr cost and labor manage-
ment are important items on large dairy farms,' payrbll reécords deserve more
stiidy and analysis than they are 'commornly given by thé farm manager.

" The important nondepreciable assets on most large dairy farms are raised
dairy cattle, land, and the honme ‘of the owner. They may also dnelude capital
Amprovements to land such as ponds and diversion terraceés or ditches. For the
“cash basis taxpayer, raised cattle have no book value and thus no tax record
needs to be kept. The book value of the land should be determined at acquisi-
tion and kept as a permanent record. Improvements made on the land or to the
farm home should:become part of a permanent record when made. This information
becomes essential upon eventual disposition.,

There is no doubt that record regquirements for income tax reporting have
‘had tremendous influence on the accounting systems used by farmers. FProbably
most of that influence has been good. Undoubtedly many farmers would have
much less financial information available for management purposes if they were
not forced to meet tax requifemeots. On the other hand, too often farm
.accounos are set up solely to meet tax requlrements, and no recognltion is
made of the inadequacy of tax records for manegemeot oerposes;

Records needed for other financial planning - In both unincorporated and

corporaee family owned farm businessee there are particuiarlreesoos fo? main-
tainiog a record system which will clearlvy show property valueeraodloivision
of ownershio between familﬁ memﬁers at ;11 times. | -
| In a corporate bu81ness the stock book must be kept‘curreet“and will

shoo.the d1v1smon of shares, but even hefe, there is often mieunderetanding
of when shares have been or will be given or sold in femily traosfers. And
ohere is seldom a method provided for determining the merke£ oalue of shares
onAa regular ba31s and particularly at time of transfer. withoutlthis infor-

mation, the tax record is inadequate and family misunderstandings are common.
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In an unincorporated family dairy farm business, the ownership pattern
is often clouded. Individual animals are often owned by the children, but
the herd inventory, bank liens, and registration papers commontly do not reflect
what the family believes to be the ownership situation. Large dairy farms
have usually been put together by combining several parcels of real estate,
each represented by a separate deed., Joint title between husband and wife -
or between other related parties on some ox all 'of the deeds sometimes leads
to confusion over ownership. And because dairy farm real estate is often
held by several generations of the same family, original cost or book value
figures are difficult to reconstruct and bear no relationship to market values.
A1l of these facts add to the critical need for records which clearly
show ownership and both book and market values. Without them farm family
estate planning and intergeneration transfers camnot: take place on a sound

basis.

Summary

The owner and manéger of a 1arge dairy farm must have a financial inforw
mation svstem which will allow him to perform the 1rp0rtant management
functions of control financ1a1 analysis; evaluatlon, and reportiug.

There is no one financ1a1 accounting system best sulted to all large
dairy farms. ﬁut as a minimum, a satlsfactory system must provide an annuél
inventory of mérket values of assets and liabilicies, an ongoing record of
book wvalues, and a cash receipts and disbursements record which is sophisti-
cated enough to produce monthly cash flows and isluseable as the foundatioa
for forward planning and enterprise analysis. |

The financial 1nformation system must be designed inlsuch é way that it
can be used to analyze the business and measure profits, be acceptable to the

credltors of the business, produce the necessary tax plannlng and 1abor
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reporting information, and be suitable for the family purposes of sharing
ownership, transferring property to the next generation, and estate planning,

Farmers in general are no more nor less sophisticated in keeping and
using financial accounts than are nonfarmers. There are some unique aspects
of financial accounting for dairy farms, and these particular features should
be recognized not only by farmers, but also by management specialists, ac~

countants, and tax consultants who work with then,



