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Profitability vs. Feasibility and the Paradox of Purchasing Farmland

Market Report Year | 4Wks | 0 . c/1s A student came to my office not too long ago excited
Ago Ago .
- about the opportunity to purchase 80 acres of farm-

Livest P . 2 .
“',v kiv Av : - land close to his family’s farm. His father offered to
Nebraska Slaughter Steers, let him use the family machinery and equipment in
35-65% Choice, Live Weight. ... ... 164.25  131.50 133.04 exchange for labor. The student had properly worked
Nebraska Feeder Steers, his cost-and-return estimates for field corn and was
Med. & Large Frame, 550-600 Ib. . ... . 282.14  235.25 221.45 ) ) :
Nebraska Feeder Steers, excited that the undertaking looked like a profitable
Med. & Large Frame 750-800 Ib. . .. . 250.18  202.24 198.89 venture. So we took a look at the annual principal
Choice Boxed Beef, . ~
600-750 Ib. Carcass. . ............ 249.26  231.77 209.46 and interest payments jchat .would be ?1“6 over a 20
Western Corn Belt Base Hog Price year and 30-year loan life given the price of the land
Carcass, Negotiated. .............. 99.71 68.15 69.04 and his available 25% down payment. Sadly, the deal
Pork Carcass Cutout, 185 Ib. Carcass did not even come close to cash flowing at the $4.25
51-52% LeaNn. ... uuveeeneannn. 115.75 82.91 88.26 hel e he h ,
Slaughter Lambs, wooled and shorn, per bushel corn price he had assumed. Corn prices
135-165 Ib. National. . . ... .. 164.75  156.14 159.30 would need to reach nearly $8.00 per bushel for the
National Carcass Lamb Cutout deal to cash flow, even with the machinery-for-labor
o 378.22  357.26 359.98

trade.
Crops,
Wheat, No. 1, H.W. Profitability vs. Feasibility
Imperial,bu..................... 5.27 4.02 4.03
Corn, No. 2, Yellow Profitability implies that the present value of the re-
Nebraska City,bu................ 3.04 3.47 3.44 . . .

turn flows over the life of the investment is greater
Soybeans, No. 1, Yellow i
Nebraska City, bu. . .............. 8.97 8.17 8.33 than the present value of the cost flows over the life
Grain Sorghum, No.2, Yellow of the investment, where present value is the dis-
Dorchester,cwt. ................. 5.64 5.79 5.84 counted (current) value of the flows. The cash in-
Oats, No. 2, Heavy . .
Minneapolis, Mn, bu. . ............ 3.54 2,65 263 flows include annual returns from the investment,

tax savings from depreciation and interest, and the
Alfalfa, Large Square Bales, salvage value, or selling price, of the asset at the con-
Good to Premium, RFV 160-185 clusion of the investment.
Northeast Nebraska, ton........... 200.00 160.00 180.00
Alfalfa, Large Rounds, Good Conversely, financial feasibility relates to the invest-
Platte Valley, ton. ................ 90.00 82.50 75.00 i X )
Grass Hay, Large Rounds, Good ment generating sufficient cash flows at the right
Nebraska, ton. .................. 98.00 82.50 77.50 time to meet the required cash outflows. An invest-
Dried Distillers Grains, 10% Moisture ment may be profitable, but not financially feasible.
Nebraska Average................ 123.50 134.50 115.00 | 3 P bl . . b 6
Wet Distillers Grains, 65-70% Moisture For e€xample, given ravorable prices, 1t may be pro t-
Nebraska Average. ............... 40.00 47.50 50.00 able to purchase heifer calves, have them bred, and
* No Market produce calves over their productive life. But if you
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do not have available cash during the first two or so years
before that first calf is sold, you will not be able to make
loan payments or meet the necessary operating costs before
returns start rolling in. Thus, the project may be financially
infeasible even though it may be profitable.

The Paradox of Purchasing Farmland

While owning farmland can be a very profitable venture
over the long-term, farmland will typically never cash flow
when purchased with substantial borrowed capital. The
reason has to do with the non-depreciable and capital gains
nature of farmland.

Land is competitively priced in the economy. If land is
providing a greater return on investment than other assets,
more people will want to purchase land which will drive
the price of land upward (and the rate of return down-
ward) until the rate of return on land is equal with other
investment opportunities (and vice versa). Given that land
is non-depreciable, or in other words, the salvage value of
land is 100%, a lower annual rate of return is required to
make land a profitable investment compared to a building,
tractor, or livestock which will normally depreciate or lose
value over its useful life.

to purchase land before an increase in farm income
such as occurred over this last decade, will more
easily cash flow that land, but anyone purchasing
land after that additional income has been capital-
ized into the price of the land will have the same
cash flow concerns.

The adage that farmers live poor but die rich has
roots in the feasibility issue. With the increasing
age of farm operators, being able to successfully
transfer land to the next generation of farmers is a
concern that is not easily addressed. Government
supported farm transitioning programs that more
closely match loan repayment schedules with the
economic characteristics of land, and the develop-
ment of estate tax laws for the intergenerational
transfer of farmland that recognizes the feasibility
issues associated with land procurement, are para-
mount in having a healthy farm and rural sector.

Land also generally appreciates over time and re-
turns a capital gain to the owner upon being sold.
This characteristic also contributes to land not
needing a large annual return to be a profitable
investment in the long-run.
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The relatively short life of loans used to acquire
land compared to land’s infinite life makes it very
difficult for land to cash flow. The buyer must ei-
ther have a large down payment and/or an alterna-
tive source of cash flow to make the principal
and interest payments on the land over the
terms most often required by lenders. This is
especially problematic for beginning farmers
given the increase in land prices associated
with the recent boom in commodity prices
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UNL Dept. of Ag. Economics.

2000 2002 2004 2008 2008

Year

2010 2012 2014 2016
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Many associate the inability of land to pay for itself as
simply a farm income problem. But as discussed, as
farm income increases and is capitalized into the price
of farmland, the cash flow problem for those desiring
to purchase land still exists. Someone lucky enough

For further discussion on this concept see: Arnold W. Oltmans,
“Why Farmland Cannot. Will Not and Should Not Pay for It-
self”’, Journal of the American Society of Farm Managers and
Rural Appraisers. 1995.
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