Land Ownership:
Should We STILL Keep Buying?

Historical perspective

IA land value (incl. bldgs); 1880-2009
average annual growth = 4.41%
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Land values are associated with corn price Crop production technology (yield grows at 3.25%)
IA land value and U.S. corn price; 1880-2009 IA land value and U.S. corn yield; 1880-2009
correlation = 0.85; avg corn price growth = 5.01% correlation = 0.90; avg yield growth = 3.25%
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Land values strongly related to corn revenue

IA land value and U.S. corn revenue; 1880-2009

Returns to Land

correlation = 0.96; avg. revenue growth = 4.99% e Land
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Downtrend hints at something else going on besides ag profits . . . avg means little




Are we seeing a land price bubble today?

lowa (Jan 1) crop land value & rent-to-val, 1967-20 10
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Just how important is rent-to-value as an indicator of smart investing?

Have investors been grossly unwise for decades?

39-state average rent-to-value ratios, by year, 195 1-2010
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Is RTV really a reliable indicator of land price bu  bbles?

Still another reason that RTV may be an incomplete indicator

Rent-to-value, non-irr, several states, 1967-2010
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About 10 years ago we began to
incorporate non-agricultural aspects
into agricultural land values




We separated land returns into various components

percent

avg: non-ag growth= 1.8%; ag growth= 4.3%; rent=5.  1%; total= 11.2%
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39-state crop land and S&P fund returns, 1951-2009
S&P: avg 11.78%, std 16.97%; LAND: avg 11.52%, std 7.43%
S&P: growth 8.49%, div. 3.29%; LAND: growth 6.45%, div. 5.07%
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Non-ag growth is:

» True non-ag growth
— Recreation, hunting, homesites, 1031 exchanges

— Subject to the broader economic forces

* Unemployment rate, taxation issues, competing
investments

» Speculation

— A portion of true non-ag growth is speculation on
future trends about such non-ag things

— Speculation among ag buyers (farmers and
investors) about future ag trends

* Not easy to sort out the two!
— Especially when looking forward
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Are you a macro or micro land investor?

* Macro:

— Buy or sell land when you believe the “time” is
right, i.e., a trend picker or market timer

— Buy and sell at market; not much micro analysis

* Micro:
— Decision to buy or sell based on farm business
» Farm expansion/contraction, mgmt ability, age, etc.
— Buying or selling the right “tract,” i.e., good deals
relative to the market
« Differentiate rental rates across tracts considered
* Most investors a micro-macro combination

— Good farm managers likely tend to be more micro

» Think of gains to grain marketing vs. machinery mgm t.
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Buying Land — How Much Should | Pay?

» Valuing the capital gains portion
— Pick a “selling point,” say 30 years from now
— What will the land be worth then?
» Assume some annual capital gain % -- ag and non-ag
— What is left after “sell” & pay cap gains tax?
— What is that amount worth today?
» Valuing the rent portion
— What is cash rent today, ag and non-ag?
— How will rents evolve (grow) over time?
— What is the future stream of rents worth today?

* Maximum bid = today’s value of the capital
gain + today’s value of the rent stream
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IA crop land rent; 1967-2010

1967-2010: avg growth = 4.42%; geo growth = 4.13%
1991-2010: avg growth = 2.98%; geo growth = 2.98%
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KSU sugggsted growth = 4.06%
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We would suggest an ag growth rate (i.e., rent grow

th) of 4.06% for lowa
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IA pasture land land rent; 1967-2010
1967-2010: avg growth = 3.22%; geo growth = 2.76%
1991-2010: avg growth = 1.44%; geo growth = 0.65%
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Pasture rent generally grows more slowly than cropl and rent 10

Historical perspective

average annual growth = 4
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KSU-Landbuy.xls spreadsheet for land investment decisions

We provide quite a bit of
background on the
inputs you need to inject
to make an informed land
ownership decision.
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Land purchases often made with gut-feel

» Often get caught up in:
— the emotion of bidding
— local or national price bubbles
— the fallacy of “comp” sales
— over (or under) valuing certain attributes (e.g., d
— “tired of missing opportunities of the past”
— “tired of looking — must buy something now”

» Consistent procedures can help

— every potential purchase viewed as an investment wi
expected cash and growth return

— unemotionally separates good from bad buys
» We routinely observe individual sales ranging from
75% to 175% of “market,” especially today
— Were such purchases actually rational economically?
— What the heck IS the market?

istance)

th an
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We believe that good micro land investments
will benefit from consistent methods

* We use KSU-Landbuy.xls with:
— State-specific growth rates updated annually
— State-specific real estate tax rates
— Current parcel-specific cash rental rates
— Parcel-specific market values (subjective?)
— 35% income tax rate; 10% capital gains tax
— 30-year time horizon

— A target of 9.0% return on assets
» We've used this target in buying land for over 6 yr s
— Used to get over half the parcels we sought, now 20 %
— Targeting rent-to-value is not quite as rigorous,
but it is better than gut-feel
» Must be localized, both in time and in space
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Merely a sidebar, and we’re not sure where to
put this, but . . .

We just have to say a few words about
government payments

24




Direct government payments

Have been swamped by:

— Farm profitability

— Economies of size

Are a legalistic nuisance for large and growing far ms

— Large farms without payments pay higher rent than smaller
ones with government payments

— 73% of 469 respondents to a Farm Futures survey sai  d “if
they cut payments it won’t be worth it to participa te.”

Detract from efficiency as farms organize into

grossly inappropriate entities

— Provincially and increasingly hamper outside invest ment
and moving farms into the modern financial world

Exist only so that rural legislators can continue t o}

“bring home the pork”

— Do they wish to hamper agricultural modernization?
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Producer’s “grading” of government payments

Average Grade Ranking of Various Government Program s
(A=4, B=3, C=2, D=1, F=0 => higher values are pref erred)

Disaster programs
Anything below 2.0
1.90 is worse than a “C”
average.

LDP

Marketing loans
Average across all

EQIP programs = 1.95.

SURE
CRP
Crop insurance subsidies
Counter-Cyclical Payments
Direct Payments

ACRE

Source: August 2010 Farm Futures Crop Survey (~440  respondents)
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Are direct payments from USDA still needed?

2009 end-of-year cropland value components by state  ;
percents: ag prod, non-ag, & govt paymt (govpay ca  pitalized at 50%)
avg drop in land values expected if NO govt paymts =7.6%

100% | |
80% | | | ” |_| | ‘ IAdrop 9% '

B govt paymtpart [ ag production part
60% [ non-ag part

;

Land values would hardly miss a beat if government payments disappeared
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Rent considering farm size & govt paymts NC KS
avg farm size = 1151 acres; mkt rent is 10% prem fo  r avg farm
market rent is $52.75 /acre with govt paymts; limit out at 100000 dollars
$90
govt paymts stay
=N\
$80 govt paymts leave
o $70 [— market rent
b L]
©
& $60
-
c
2 ss0 : :
: i 1486 ac
$40 i 1279 ac [
$30\\\'\\\:\\\\\\\\\\\\\
1151 1279 1407 1534 1662 1790 1918 2046 2174 2302
1215 1343 1470 1598 1726 1854 1982 2110 2238
cropland acres in farm
50% of govt paymts to land; start at 65% rented; expand via rented land only

A 16% farm expansion would offset the benefit of go vernment payments
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Polarization with respect to farm programs?

STATEMENT: Government farm programs are arelic of  the
1930s and should be eliminated.
45%
45% | 55%
40%
o 35% | I
c
% 30% i
&
o 25%
0]
g I
w 20%
o
= 15% A
= |
& 10%
5%
0% T I
Strongly Agree Agree Disagree Strongly Disagree
Source: August 2010 Farm Futures Crop Survey-- 46 4 responses.
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If pork mustgoon. ..

« A case might be made for:

— Fostering ag innovation and technology by
absorbing risk at the national level, i.e.,
subsidized crop insurance

— Targeting specific taxpayer-desired outcomes
e Environmental issues, e.g., CSP
» Recreational things, e.g., greenbelts, hunting, bir ~ ding
» Rural development

» Will taxpayers get a bang for their buck?
— CSP: taxpayers spend a fortune for marginal change

* If so, there should be absolutely NO reason:
— for direct payments, or
— to set payment limits by person 30

The BIG Question(s):

Are we in a bubble?
Are we on the verge of a 1980s repeat?
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Are we approaching the 1980s?

* Most economists will say NO, pointing to:
— Much lower interest rates today
— Much lower leverage today
— Much lower inflation today
— More use of fixed interest rates on loans today
— Growing world demand, especially China

» A few economists will say YES, pointing to:
— China is unpredictable
— Interest rates will soon rise
— Lenders will get caught up (e.g., housing bubble)
— Economists never see a bubble from the inside

* We ask the more direct question, What
happens if we see land value and rent growth
rates like the 1970s-1980s?
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Our analysis

Today’s expected growth rates from the
vantage points of 1971, 1976, 1981, & avg

Market value of IA land pegged to 4.5% rent
20-year horizon

0.5% of market property tax rate

Fixed interest rate of 6.5%

Income tax rate of 35%

A $1000 investment

Report value path and pre-income-tax ROE
— For different leverage rates
— For different levels of above-market purchasing
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We first consider leverage issues

impact of leverage on investment value; start year 1971
buy at market
——25% lev; roe 13.91%
18,000 —#—50% lev; roe 15.4%
0, . 0,
16,000 / —&— 75% lev; roe 18.8%
14,000
# 12,000
g
>
'S 10,000 \ /‘_‘/‘
>
=
@ 8,000
£
%]
2 6,000 -
£
4,000
2,000 4
0 : : : — — ‘ ‘
> % » A &) > ) ) A ) >
& & & & & 3 3 3 33 O $
I e I S

No problems here . . . If 2011 is akin to 1971!
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impact of leverage on investment value; start year 1976
buy at market
—&— 25% lev; roe 7.91%
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Don't borrow excessively if 2011 is like 1976 2

impact of leverage on investment value; start year 1981
buy at market
——25%lev; roe 2.13%

—#—50% lev; roe -10.29%

—&— 75% lev; roe BROKE

investment value, $
N
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S
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High leverage and buying at the top could be painfu I
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We next consider overpaying for land; leverage fixe d 50%

impact of leverage on investment value; start year avg 3 . .
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impact of overpay on investment value; startyeara  vg 3
leverage 50%
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investment value, $
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—— 50% over; roe -0.56%

2011 like 1971 & 1976 & 1981 — more like we might ex pect?? "

Results of analysis...

Summary of Results -- Impact on 20-year pre-income  tax ROE

Impact of leverage rate on investment value -- buy at market

Start year "looks like"...

Leverage 1971 1976 1981 Avg of 3
25% 13.91% 7.91% 2.13% 9.29%
50% 15.40% 6.76% -10.29% 9.00%
75% 18.80% 1.90% Broke 8.10%

Impact of overpay on investment value -- leverage 50%

Start year "looks like"...

Overpay 1971 1976 1981 Avg of 3
0% 15.40% 6.76% -10.29% 9.00%
25% 12.39% 1.41% Broke 4.61%
50% 9.58% -6.43% Broke -0.56%

Behaving as a micro investor was more important tha n we'd expected

What would we do?

* From our use of KSU-Landbuy and from our
crude risk assessment shown, we would:

— Buy land in IA targeting rent of 5.0%

— Not buy if the rent is less than 4.0%

— Use no more than 50% leverage

» But, there is something that might be

especially bullish over the next 20 years:
Consolidation due to economies of size
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Economies of size: the driving force

» Per-unit costs fall as a firm gets larger,
typically due to:
— A technology or activity that has

 great economic benefit, but which happens to have a  Iso
a large investment or fixed cost

But, does it even exist in farming?

— Isn’t it merely an accident of good management,
with owner-managers merely plowing their profits
back into their businesses, causing us to observe
a correlation between profits and size?




(96-05) diff in profit (over avg farm) by being in best 1/3 of:
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EOS is becoming even harder to ignore

A size effect remains — evidence that EOS is forrea | 5 .
Economies of size analysis for typical NC KS farm in 2008
diff in profit (over avg farm) by being in top 1/3 of size Rent considering farm size NC KS
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years in StUdy start at 65% rented; expand via rented land only
...and this size effect has been increasing over time. Effect of economies of size is much greater than we would imagine! "
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Consolidation in production agriculture

» Farms have been consolidating for decades

» But, rapid consolidation is more extreme
— Poultry in the 1960s
— Cattle feeding in the 1970s
— Swine in the 1990s
— Dairy in the 2000s

* Will crop production be next?
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Will consolidation in  crop production speed up?

Farm machinery:
— More like a fixed investment in factory facilities
— Sophisticated, expensive, for round-the-clock use

People:
— Skills required are becoming more specialized
« often requiring different people (like other busine sses)
— Management becomes fixed cost
— Business continuity means a management team
 even larger fixed cost
— Some operators have really been making large invest  ments
in managing, partnering, employing, financing
* They're ready or nearly ready for rapid expansion!

Remember, we never saw the rapid consolidation in
poultry, swine, and dairy coming either
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What does rapid consolidation in crop
production mean?
* Dramatic reductions in per-unit costs of production

 Intergenerational wealth transfer coupled with debt
will not keep up with the growing demand for capita |

 Driving force will be bottom-up
— Farmers will offer high rents, indicating their dem and

— Outside investors will seek good returns from hands -off
investment rather than from vertical integration

— Land will be the first investment of choice, follow ed later by
machinery and crop inputs

* Increase in farming profits
— An extra increase in ag rents
— An extra increase in land values
— Remember that land is the residual claimant

» Could our historical analysis be too conservative?
51

What an opportunity for outside investors!

But many will fail, by:
— Making the same old mistakes of land investment:
» Emphasizing market timing rather than good tract buy S
 Failing to use a mechanistic land evaluation techni que
¢ Having too short of a time horizon

— Thinking that all high-rent payers must be position ed for
rapid consolidation

— Failing to build a true partnering business arrange ment with
a tenant, where both tenant and landowner have the =~ same
business goals

» Not merely the age-old personal relationships
» Not an impersonal “find highest bidder” relationship
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Summary

There are still opportunities to buy land
— Use a consistent mechanistic method

Market timing does not trump good buys
Rapid consolidation in crop production

Great opportunity for outside investors
— If establish the right relationships
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| www.agmanager.info

—\

Click on Terry Kastens or Kevin Dhuyvetter
and then slide presentations...
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