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	One of the underwriting standard for evaluating capacity is profitability. At the end of this lesson topic, you will be able to explain the purpose of evaluating profitability, and define and calculate basic credit ratios for profitability.
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	Profitability ratios evaluate whether the business is making profit by comparing its returns or profits with its assets and equity. 

By the end of this topic, you will be able to:

· Explain the purpose of evaluating profitability

· Define and calculate basic credit ratios for profitability
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	Profitability measures the extent to which an entity generates a profit from the use of land, labor, management, and capital, and is done through net farm income and net earnings.  More extensive profitability analysis involves additional measures not covered in this course, including return on assets and return on equity, and operating profit margin ratio.   
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	Profitability Ratios
Profitability ratios evaluate return on assets and return on equity, and operating profit margin ratio. It:

· Measures the extent to which an entity generates a profit from the use of various resources – land, labor, management and capital

· Can be measured through:

· Net Farm Income

· Net Earnings


	Show the schematic of an earnings statement, and highlight the Net Income, and the Net Earnings portions.
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	In this exercise, you’ll locate the net farm income and net earnings in the financial statements that you prepared earlier.  
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	Calculating the Net Farm Income and Net Earnings

Based on the information provided in the completed earnings statement, enter the Net Farm Income, and Net Earnings, and click CHECK MY ANSWER, to see how you’ve done. Do NOT use any commas.

Correct Response:

Net Farm Income = $29,395 

Net Farm Earnings = $17,395
	Refer to working_capital_treatment.doc for example treatment. Instead of the “Balance Sheet”, display only the “Earnings Statement” button.

There will be 2 text boxes, one with label “Net Farm Income”; the other with label “Net Earnings”.

Use the following on-screen instructions (in lieu of instructions provided in working_capital_treatment.doc):

“Based on the information provided in the completed earnings statement, enter the Net Farm Income, and Net Earnings, and click Check My Answer. Do NOT use any commas.”

Refer to section 6 of financial_analysis_ratios.doc for correct response and explanation


	Solution:

Net Farm Income = $29,395 (line 40 of the Earnings Statement)

Net Farm Earnings = $17,395 (line 48 of the Earnings Statement)

What do these figures indicate?  Simply, they indicate that the Brown Family Farm is profitable based on the resources it’s using.
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	In this topic, you learned the purpose of evaluating profitability, and defined and calculated basic credit ratios associated with profitability. The next topic will focus on repayment ability.
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	Topic Summary

Let’s summarize what you have learned. In this topic you have learned and understood and about:

· The profitability ratios that help evaluate the company’s profitability in terms of its income and expenses.

· Measuring the profitability through:

· Net Farm Income

· Net Earnings
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