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IT'S ECONOMIC 

William MeD. Herr's Farm Land Prices 

After almost 30 uninterrupted 
years of rising farm land prices, the 
dam burst. A crack was first noticed in 
1981 but was not viewed as serious. 
After all, similar cracks of one or two 
percent occurred in 1950 and 1953 
but within a year were sealed. 

This tim~, however, the rate of dis
charge grew wider and deeper. At 
present the average level of farm land 
prices in the U.S. is about 30 percent 
below the high watermark reached in 
1981 and has drained economic and 
personal Vitality from the farm sector 
for more than 6 years. 

Some Land Facts 
This is the second worse catastro

phe to hit the farm real estate market. 
Only the one which began in 1920 
was longer,-13 years-and deeper, 
nearly 60 percent from peak to 
trough. 

Another fact is even more omi
nous. The two largest annual declines 
in U.S. farm land prices on record 
occurred in 1932 and 1933-at the 
end of the 13 year period of decline. 
Some maintain that a similar "sell
off," which frequently culminates 
bear markets in commodities and 
stocks, must occur before this decline 
in land values will end. 

Others indicate that the downward 
pressure will end when farm land 
cash flows. That is, when net earnings 
from farm land equals annual finance 
costs (principal and interest) associat
ed with buying land. And indeed 
there are reports that such levels have 
been reached in some areas. But just 
as these hopeful signs develop, a new 
outpouring of grain production in 
the U.S. and abroad keeps commodi
ty supplies at burdensome levels, sti
fles foreign demand, and weakens 
market prices. These conditions 
threaten to reduce farm land earn
ings further and thereby send land 
prices even lower. 

In order to gain some notion of 
when land prices will stabilize or in
crease, it is necessary to understand 
land value theory and principles and 
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how participants in the land market 
apply these principles in their deci
sions to buy or sell land. 

Land Value Theory 
The value of an asset is determined 

by its net earnings. The Validity of this 
statement can be deduced by analo
gy. For example, a deposit of $1000 in 
a savings account which pays 6 per
cent annually will yield $60 of income 
per year in perpetuity. Therefore, if a 
piece of farm land will provide $60 of 
income per year, and tl1e interest rate 
is 6 percent, then land is worth $1000, 
or so theory suggests. 

However, we all know that farm land 
priCes and returns to land do not re
flect this relationship exactly. The ques
tion is, why is this the case? Many years 
ago Frank Knight wrote: U ••• prindples 
alone do not make it possible to pre
diet the course of real events ... They 
must be filled in with data ... as well as 
qualified to allow for various depar
tures from the behavior pattern of eco
nomic rationality." 

Land Value Realities 
The first consideration is, "What 

constitutes net returns to farm land?" 
Certainly, the check received when 
cotton is sold is part of the returns, so 
are government payments. And the 
cash-expenses to grow the crop is a 
cost. The owner's labor and manage
ment is a "cost" too, but the worth 
that farm land owners put on their 
labor and management varies widely 
and is undoubtedly related to their 
alternative opportunities. While un
measured, the psychic income that 
goes with owning farm land is part of 
the returns many take into account, 
when they bid at a farm land auction. 

The second consideration is, "What 
is the appropriate interest rate to 
use?" Some argue, and I think they 
are correct, that many farm land own
ers are willing to accept returns on 
their land that are less than they will 
accept from their bank accounts. His
tOrically, many accepted a 3 or 4 per
cent annual return because they also 
saw land appreciate at sayan annual 
rate of 5 percent per year. Thus, their 
investment was earning 8-9 percent. 

Conceptually, the interest rate 
should reflect the returns which 
could be earned on alternative invest-

ments with characteristics similar to 
farm land-i.e., similar appreciation 
potential, liquidity and risk. Com
pared to some earlier decades, invest
ment in farm land currently seems to 
have less appreciation potential. It 
has become less liquid and more 
risky, causing investors to raise their 
discount rate. 

Thus, farm land prices reflect the 
changing rank of farm land among 
investment alternatives of farm land 
buyers. In the 1970s many placed 
farm land at or near tl1e top of their 
lists of desirable investments. In the 
1980s its rank has been lowered. This 
is very much akin to the downgrading 
of corporate securities from, say, tri
ple A to single A or lower. 

A Huge Dose of Expectations 
Of course, it is not just current re

turns and current interest rates that 
affect farm land prices. Prices at any 
point of time reflect expectations as 
well as current conditions. Expected 
changes in returns and interest rates 
affect bids for farm land as does ex
pected changes in the price of farm 
land itself. 

For example, assume an individual 
has a 20 year planning horizon, ex
pects the 1987 net return of $60 to 
continue at that level for the period 
and the interest rate is 6 percent. Un
der these circumstances one would 
be willing to bid $690 for land. How
ever, our bid price would be greatly 
different if we expected the per acre 
return to grow every year by 3 per
cent, or if we expected it to succes
sively decline by 3 percent for 20 
years. This range of expectations 
would cause our bid price to range 
from as high as $875 to a low of $555 
per acre. 

Examples of the importance of un
derstanding the expectations of mar
ket participants abound. Currently an 
expensive farm program helps hold 
net returns to farm real estate at a 
higher level than would occur in a 
free market. In fact as much as one 
third of the sector's net return is 
geared to government programs. 

Some questions are obvious: Can 
that level of support continue in an 
environment of record budget defi-
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cits and Gramm-Rudman? If defidts 
are not brought under control will a 
new era of inflation and higher inter
est rates occur? And then there are 
expectations with respect to technol
ogy, information processing, world 
agricultural output, population and 
income growth rates, foreign de
mand and ... ad infinitum. 

Often overlooked, however is how 
changes in the rates of change affect 
current values of farm land. Let's re
turn to our example of farm land that 
was expected to earn $60 per acre 
when the planning horizon was 20 
years and the interest rate was 6 per
cent. Theory suggested a value of 
near $690. 

Now suppose that the $60 return 
was expected to increase 3 percent 
per year. That means that the return 
would be about $78 in year 10 and 
$105 in year 20. With a 6 percent in
terest rate these expectations trans
late into a current bid price of near 
$875. In year 10 these same expecta
tions--increase growing by 3 percent 
per year, interest rate 6 percent and 
the planning horizon 20 years-
translate into a bid price at that time 
of about $1175 per acre. 

But suppose, in year 10 it becomes 
evident that the returns are not going 
to increase any more. Instead, the ex
pectation is dUlt returns will not de
cline but remain at $78 per year per 
acre for the next 20 years. Then the 
bid price would be almost $900 per 
acre. So in this scenario the land price 
drops from $1175 to $900 per acre 
even though returns do not drop. 
The clifference is the changed expec
tations with respect to the future. 

Whedler it is a professor Ilying to 
understand land prices or a potential 
seller or buyer of land; expected re
turns, and expected interest rates enter 
into our calculations. Thus an already 
complex situation becomes further 
complicated when changes in expecta
tions are involved. However, if we are 
to understand land prices we are c11ai
lenged to understand and antiCipate 
forces d1at affect expectations. 

This is not idle speculation. Knowl
edge of current facts and awareness 
of theory are important to under
standing changes in land prices and 
in making choices to buy or sell farm 
land. But especially important are the 
expectations for the future. Because 
in reality these are what determine 
farm land prices. m 
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DISEQUILIBRIA Continued 

Charles D. Lambert, Orlen C. Grunewald, 
Pa.ul L. Kelley, Barry L. Flinchbaugh, and 
Joseph Hajda on 

The National Agricultural Policy 
Commission Act: The Kansan 
Connection 

In an interview in the first 1987 issue 
of CHOICES Governor Carlin discussed 
the work of his Agricultural Policy Work
ing Group and of the legislation that 
calls for establishment of a National Ag
ricultural Policy Commission. 

Charles Lambert and the other au
thors were active participants in the ac
tivities of the Governor's Working Group. 
They tell how it happened to be appoint
ed, what it proposed, and how eventual
ly legislation calling for a National 
Commission was passed. 

The National Agricultural Policy Com
mission of 1985 represents a new con
cept in development of agricultural poli
cy legislation. The Commission, estab
lished in the Food Security Act of 1985, 
was charged by Congress to analyze the 
structure, procedures, and methods of 
formulating and administering U.S. agri
cultural poliCies, programs, and prac
tices. The Commission was also re
quired to analyze conditions in rural ar
eas of the United States and their 
relation to public service provided by 
federal, state, and local governments. 
This report describes how the concept 
of the Commission originated and how 
that concept was ultimately finalized in 
the Food Security Act of 1985. 

1982 Crisis in Midwest 
During the summer of 1982 the farm 

economy throughout the Midwest was 
experiendng severe hardship. Kansas 
Governor John Carlin, a former farmer, 

The authors are members of the support 
group for the Kansas Agricultural Policy 
Working Group. Respectively they are 
research assistant, associate professor, 
professor, professor of Agricultural 
Economics, and professor of Political 
Science, Kansas State University, 
Manhattan. 

became concerned that the agricultural 
financial situation wa<; not temporary. 
He realized little could be done at tlle 
state level since the farm problem was a 
national issue. However, tlle Governor 
was then campaigning for reelection, 
and agriculture was certainly in the 
minds of his voting constituency. He 
therefore decided to include agricultur
al policy as part of his canlpaign strategy. 

The Governor's initial farm policy 
meeting was anended by a small group 
of his staff and individuals from the pri
vate sector. Two views immediately sur
faced concerning the Governor's cam
paign strategy. In the middle of a reelec
tion campaign, in a predominately 
agricultural state, the Governor was 
pressured by one group to propose im
mediate partisan solutions to the farm 
problem. Others outside Carlin's staff ar
gued d1at a more fundanlental contribu
tion to agricultural policy could be 
achieved by a nonpartisan approach. 
Governor Carlin accepted d1e laner ap
proach and established me Kansas Agri
culture Policy Working Group by Execu
tive Order on September 16, 1982. 

The Kansan Response 
The Agricultural Policy Working 

Group included eight representatives 
from farming, banking, ' and agribusi
ness. Members were to be recognized 
leaders but not identified in an executive 
role with any particular interest group at 
d1e time of tlleir appointment. A support 
group of agricultural economists and 
political scientists from Kansas State Uni
versity and d1e University of Kansas was 
established by d1e Governor's Executive 
Order. A member of the Governor's staff 
anended Working Group meetings, and 
d1e Kansas Secn~tary of Agriculture 
served as an ex-offlcio member. 

The Working Group was funded only 
for expenses through an annual appro-
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