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Types of Budgets

Introduction

Budgeting is a way to estimate the profitability of a farm plan or determine what a proposed change in a farm plan, which may include installing a conservation practice or an alternative enterprise, can effect profitability.  Essentially, the basic purpose of a budget is to evaluate various alternatives in order to determine the best course of action.  

The depth of detail involved in a budget varies with the amount and complexity of the alternatives to be considered.  There are various types of budgets including enterprise, cash flow, partial and whole farm budgets that can assist the landowner in considering economic effects of alternatives in his/her enterprise.

Enterprise Budget

An enterprise budget is an analysis of revenue, expenses and profit or loss for a single enterprise.  Each type of crop or livestock that can be grown is considered an enterprise.  Therefore, there can be enterprise budget for cotton, corn, beef cattle, dairy, watermelons, soybean and peanuts even if the landowner operates several enterprises simultaneously.

The primary purpose of enterprise budgets is to estimate costs and returns per acre or per head for that particular enterprise.  Most enterprise budgets are called economic budgets, since in addition to cash expenses and depreciation, opportunity costs are also included in the budget.  Typically, there would be an opportunity cost for labor, capital machinery and land.  Therefore, the profit or return shown on an enterprise budget is an estimated economic profit or loss.

Enterprise budgets are used to compare the profitability of alternative enterprises and are particularly useful when developing a whole farm plan.

Cash Flow Budget

A cash flow budget is a summary of the projected cash inflows and outflows for a farm enterprise over a given period of time.  Identifying and measuring these sources of cash is the first step in constructing a cash flow budget.

A cash flow budget contains all cash flows, not just revenue and expenses, and it does not include any non-cash items.  For example, cash inflows would include cash from the sale of capital items and proceeds from new loans, but not inventory changes.  Principal payments on debt and the full cost of new capital assets would be included as cash outflows, but depreciation would not be included.

The primary use of a cash flow budget is to project the need for borrowed money for the operation during the year and the timing and amount of loan repayments.  A cash flow budget is also used as part of a system for monitoring and controlling the cash flows during the year.

Partial Budgeting

Partial budgets are intended to analyze the profitability of proposed changes in the operation where the change affects only part of the plan or organization of the farm.  Examples of decisions that can be analyzed with a partial budget are whether or not to participate in conservation programs such as EQIP, FIP, WHIP and WRP, or to own harvesting equipment or custom hire harvesting, or to plant more of one crop or less of another.

A partial budget provides a formal and consistent method for calculating the expected change in profit from a proposed change in the farm operation.  It compares the profitability of one alternative, typically what is now being done, with a proposed change or new alternative.

The changes in costs and revenues needed to construct a partial budget can be identified by considering the following four questions.  They should be answered on the basis of what would happen if the proposed alternative was implemented.

1. What new or additional costs will be incurred?

2. What current costs will be reduced or eliminated?

3. What new or additional revenue will be received?

4. What current revenue will be lost or reduced?

With a partial budget, the current situation is compared to the expected situation after implementing a proposed change.  Basically, the sum of additional costs and reduced revenue is subtracted from the sum of additional revenue and reduced costs, to estimate a change (increase or decrease) in economic profit.

Whole Farm Budget

A whole farm budget can be used for the following purposes:

1. To estimate the expected income, expenses and profit for a given farm plan,

2. To estimate the cash inflows and outflows of a given farm plan,

3. To compare the effects of conservation alternatives on profitability,

4. To evaluate the effects of expanding or otherwise changing the present farm plan,

5. To estimate the need for availability of resources such as capital, labor, livestock, feed or irrigation water,

6. To communicate the farm plan to a lender, landowner, partner or NRCS Conservation Planner.

Whole farm budgets analyze the combined profitability of all enterprises in the farming operation.  Income and variable costs per unit are multiplied by the number of units to be produced and then combined with other farm income, fixed costs and any additional variable costs to ascertain the operation’s profitability.

The following terms define important concepts needed to understand how budgets are constructed and how they can be used appropriately.

GLOSSARY

Breakeven Yields and Returns:
Breakeven may be defined as that volume of production or price per unit at which revenue is equal to total costs, for example:

Breakeven Yield =   Total Costs 


        Output Price



or

Breakeven Price =     Total Costs    


       Expected Yield

The breakeven analysis provides the landowner with important information regarding his/her enterprise.  If the landowner is just covering his variable costs, then he/she should examine why there is a lack of economic profit, whether it is a result from either low market prices, or weather constraints, and perhaps consider other alternatives. 

Depreciation:
Depreciation is a non-cash allowance, representing the decreasing value of assets in buildings and equipment.
Fixed Costs:
Fixed costs are expenses which would be incurred even if no output were produced.  Fixed costs can be difficult to determine due to annual variability.  Depreciation, insurance, repairs, property taxes and interest are considered fixed costs.

Gross Margin:
The difference between gross income and variable costs.

Interest:
Interest charged on production capital only.  The current interest rate is used in estimating this cost.
Land Rent:
An estimate of the prevailing rate charged for land utilized in each production area and for each specific crop.
Net Returns:
Net returns represent income remaining after total costs are subtracted from gross cash receipts.  Income, at this point in a budget, indicates long-run profitability for the enterprise or can indicate relative productivity among enterprises.

Overhead:
Includes indirect production costs, such as communication equipment, office supplies, legal and audit fees, cost of regulatory compliance, administrative costs, telephone and incidental expenses.

Total Costs:
Total costs represent a summation of total variable costs and total fixed costs.

Variable Costs:
Variable costs are any costs relevant to production or those occurring only as production takes place.  Items such as feed, fertilizer, seed, chemicals, fuel and livestock health expenses are examples of variable costs.  Machinery and equipment operating costs, interest costs, labor costs, and land rent costs are also considered variable costs since they are directly related to the individual commodity.

Yield:
The number of marketable units produced per acre.  It is not based on data surveyed during a given season.  Rather it is an estimate for the current year based on historical data and anticipated production.

Institute of Food and Agricultural Sciences (IFAS) Budgets

The IFAS enterprise budgets reflect the costs and returns associated with the more experienced managers’ techniques, so that the budgets represent what can result from better management practices not just an average of all producers of a single commodity.  With this type of information potential investors or growers can examine costs and returns of a potential commodity and lenders are provided with an idea of whether or not an economic profit is possible.  The budgets may also provide an incentive for the average grower to adopt conservation practices.  Since these budgets represent “ballpark figures” from top managers, the figures stay current longer than if averages were used.

Because the economy is so turbulent, always utilize the most current economic information available and also refer to local prices in your area if you want to “localize” any farm budget.

Example Budgets

The example budgets used in this section represent Florida's top ten commodities as they relate to cash receipts.  The leading cash crops are listed below:

1. Greenhouse/Nursery

2. Oranges

3. Tomatoes

4. Sugarcane

5. Milk

6. Cattle/Calves

7. Bell Peppers

8. Broilers

9. Grapefruit – (Refer to Citrus Budget)

10. Strawberries

A spreadsheet calculator is provided instead of a budget for broiler operations, since the broiler industry is vertically integrated, meaning that a majority of the input and output costs are offered by poultry companies to farm operators as stipulated under contract and are not disclosed.

Other commonly grown commodities are also included such as watermelons, peanuts and Coastal Bermuda hay on a regional basis.
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