Why Are Outside Investors Suddenly Interested in Farmland?

Jennifer Ifft and Todd Kuethe

There is a growing notion that a large
volume of farmland purchases are
being made by individuals and institu-
tions outside of the traditional
agricultural sector. Over the last 15
years, farmland has offered returns
higher than the S&P 500, and far-
mland did not experience the price
bust of residential housing. However,
farmland price appreciation varies by
regions.

Urban influence appears to have the
largest impact on farmland values in
the Central Valley of California.

hile the rest of the economy

struggles to overcome

the recent recession, the
agricultural sector is prospering as a
result of high commodity prices, an
expansion in agricultural exports, and
rising farm income levels. The relative
prosperity of the agricultural sector has
attracted the attention of new investors,
yet the agricultural sector offers few
opportunities for outside investment.
For example, only a small share of
agribusiness firms are publicly traded.

The financial industry has responded

by developing several new financial
products that allow individuals to “in-
vest” in the agricultural sector. The
products include over-the-counter

swaps, exchange-traded funds, and ex-
change-traded notes. In addition,
several firms are working to create pub-
licly traded real estate investment trusts
that specialize in farmland.

The most direct avenue for invest-
ing in the agricultural sector remains
direct purchases of farmland. Outside
investors are recognizing the financial
opportunities of purchasing farmland,
and many suggest speculative forces are
bidding up prices. Given historically
thin farmland markets, or infrequent
farmland sales, competition to pur-
chase prime farmland has always been
fierce. According to a recent USDA
report, the average value per acre for
farm real estate (defined as the value
of all land and buildings) in 2011 is
$2,350—a 6.8% increase over the pre-
vious year. The average value per acre
for farm real estate in California is
$6,600 per acre, a reduction by 1.5%.

Farmland’s Return on Investment

Farmland differs from other invest-
ments in that it is illiquid — or not
easily sold, and buyers often purchase
farmland as a long-term investment.

Other investments, such as stocks and
bonds, are easily transferred and are
often held for much shorter invest-
ment horizons. The natural question
is then, does investment in farmland
or the stock market yield higher
returns? To answer this question, we
consider the return on investment
(ROI) of farm real estate compared to
the S&P 500, a frequently used mea-
sure of stock market performance.
ROI measures the per-period rate of
return on dollars invested, and for a
single period, ROI is calculated as:

Return on Investment (%) =
Net profit ($) / Investment ($)

The value of ROI would there-
fore increase as profit increases or
the cost of investment decreases. To
control for the effects of inflation,
all prices are expressed in real dol-
lars using the consumer price index.

The ROl in 2011 for farmland and
the S&P 500 since 1980 are shown in
Figure 1. The lines show the percent
return for an investment of $1,000,
in real 2011 dollars, in each year. For
example, an investment of $1,000 real

Figure 1. Return on Investment for S&P 500 and Farmland, 1980-2007
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Figure 2. Average Annual Price Change for California Real Estate, 1995-2005
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dollars in 1980 would yield a return of
2.6%. The same investment in farm-
land at the U.S. average price yields
approximately one-tenth of a percent
return (0.1%), yet an investment at the
average California price yields 0.8%.
The early 1980s were a period
of record losses for farmland values
throughout the United States and, as a
result, the S&P 500 represents a more
attractive investment in that period.
On the other hand, investment in
farmland at both the average Califor-
nia and U.S. prices would have yielded
higher returns in more recent years.
California farmland consistently
outperformed the stock market from
1991-2007. Further, in two periods
(1997-2001 and 2004-2007), the
stock market exhibited a negative ROI
while California farmland returns
were positive throughout. When farm-
land values were peaking in the early
1980s, ROLI for the S&P was higher;
the opposite situation occurred in the
late 1990s when stock markets were
booming. It should be noted, how-
ever, that the ROI calculated above
considers only the value of the asset
and does not include potential annual
returns, such as dividends (in the case
of the S&P 500) or farm income or
cash rents (in the case of farmland).

Farmland vs. Other
Types of Real Estate

The real estate sector has received
considerable attention in the last
decade. Throughout the early 2000s,
residential real estate values rapidly
increased throughout the country,
but in the last several years, real
estate values declined substantially.
This boom-and-bust cycle was par-
ticularly pronounced in several areas
throughout California. At the same
time, however, farmland values have
exhibited a consistent upward trend.

Figure 2 shows the average annual
price change, while controlling for
inflation, for farmland values in
California as compared to state-wide
residential real estate prices. The
figure also includes the apprecia-
tion rate for non-metropolitan hous-
ing in California. Both residential
price indexes were obtained from the
Federal Housing Finance Agency.

The chart shows that over the period
of 1995-2005, residential real estate
prices appreciated more than farmland.
For example, in the first part of the last
decade, farmland prices rose at aver-
age annual rate of 8.6%, compared to
13.9% for state-wide residential real
estate. However, in the latter part of the
decade, residential real estate values
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fell substantially at 8.8% throughout
California and 8.7% in rural areas.
Farmland values continued to appre-
ciate throughout the same period at
an annual average of 3.8%. Although
farmland exhibited a less pronounced
appreciation over 1995-2005, it
yielded consistently positive gains.

Statewide Trends in Farm
Real Estate Values

One of the challenges of measur-
ing returns at an aggregate level
is that it often masks significant
regional differences. Trends in farm
real estate could vary by region due
to multiple reasons, such as differ-
ing degrees of urban pressure, type
of commodity produced, and poten-
tial recreational uses for farmland.
Figure 3 divides agricultural coun-
ties into those with “high” growth in
farm real estate values and those with
“low” growth in farm real estate values,
based on per acre estimates from the
USDA/NASS June Area Survey. The
dark-shaded areas experienced average
annual growth in real estate values
above the state-level median rate over
the period 1998-2009, whereas the
lighter areas represent counties below
the median appreciation rate. The re-
maining counties are omitted due to
insufficient observations for disclosure.
Farm real estate values in the Sac-
ramento Valley, on average, appreci-
ated more rapidly than in the San
Joaquin Valley and agricultural coun-
ties in Northern and Southern Cali-
fornia. Farm real estate values in the
Central Coast and southern part of
the San Joaquin Valley that special-
ize in fruit and vegetable production
have also appreciated more rapidly.
In addition to the agronomic dif-
ferences, the regional variation may
be due, in part, to the influence of
neighboring urban areas. Previous
studies have shown that throughout
the United States, farmland located
near urban areas has higher values,



Figure 3. California Farm Real Estate

Appreciation Varies by Region, 1998-2009
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been greater than average returns in
the stock market. In addition, farm-
land prices have not experienced the
recent downturn observed in resi-
dential real estate values. California
farmland values had an average annual
appreciation rate of 3.8% over 2005—
2010, while the value of residential
real estate within the state declined.
The growth in farmland values, how-
ever, has varied across the state over
the past decade with the highest
appreciation rates located in the Sac-
ramento Valley and Central Coast.
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even when controlling for differ-
ences in agricultural production.

A recent study by Kuethe, Ifft,
and Morehart (2011) suggests that in
California, urban influence appears
to have the largest impact on farm-
land values in the Central Valley, yet
the degree of urban influence is lower
when compared to other regions in the
United States. Although most of the
state’s major metropolitan areas are
not in agricultural areas, Sacramento
is an exception, and the counties sur-
rounding Sacramento also experi-
enced higher appreciation rates.

Conclusions

Farm real estate remains the most
direct method of investing in the agri-
cultural sector. In recent years, the
agricultural sector has provided con-
sistently positive returns as a result
of high commodity prices and rising
farm income levels. The success of the
agricultural sector has led to increased
attention from investors outside of the
traditional agricultural finance sector.
Our analysis shows that in recent
decades, farm real estate returns have
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