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American Agriculture Braces For 2017
Headwinds

The American agriculture sector faces many headwinds at the outset of
2017. A strengthening of the relative value of the US dollar, falling com-
Farmland Index................ 4 modity prices, and rising labor costs are squeezing crop budgets. These
factors, combined with looming increases in interest rates and the pro-
spect of significant changes being made toitd8igration and trade
policy, have the potential to materially influence some segments of the
US agriculture sector this year and beyond.

In This Issue

Our Thoughts.................... 6

Welcome to Our Inaugurdbtate of theMarket Report

This is our firsGtate of the Marketwhich provides an overviewf the
trends and forces that drive farmland returns. In this issue, we review
and discuss how these trends can affect current and future farmland re-
turns. We also take a close look at the National Council of Real Estate
Investment Fiduciaries (NCREIBjnfHand Index and provide context
and commentary on the recent and projected future performance of the
asset class based on the larger macro trends discussed earlier. Finally
we provide our thoughts on how farmland investors can navigate the
current envionment and achieve their objectives.
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Trends

Forthe fourth consecutive yeathe Eco-
nomic Research Service (ERS) of the
United States Department of Agriculture
forecasts a reduction inet farm income

in 2017. In nominal terms, net farm in-
come is expected to faB.7 percent to
$62.3 billion The projecteddecrease
from 2016 idargely attributable to a de-
cline in the vale of inventory adjust-
ment, whichis expected to drop b§9.3
billion, mainly from lower commodity
prices Cash receipts from crops and an-
imal products and direct farm payments
are expected to remairrelatively un-
changed from 2016because, in general,
lower average prices are expected to be
offset by higher crop yields

If achieved, the 2017 net farm income
forecast would be 50 percerlbwer, in
nominal terms, than the $123.7 billion
achieved in 2013. This anticipated reduc-
tion is largely expected to kedtributable

to a continuation of steadily falling com-
modity prices since 2013. After adjusting
for inflation, the 2017 farm income fore-
cast is 20 percent below the average of
$77.6 billion achieved between 1960 and
2016

Production expenses are foredasl to
be $350 billion in 201,7which would be
a reduction of 10.4 percent in nominal
terms from the record of $390.5
achieved in 2014. Despite expectations
of higheryields and total production for
the top 14 planted cropseed, pesticide,
and fertilize expensesare expected to
decline5.4 percentin 2017 because the
number of acres planted is expected to
decline. Lbor costs however,are fore-
casedto increase 5.5 percentAddition-
ally, higher debt levels and rising interest
rates are expected to increasaterest
expenses 15 percent in 2017

The ERS expects total farm asset and
farm real estate values to decline 1.1 and
0.3 percentin nominal termsrespec-
tively in 2017.Therefore, h real terms,
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Trends continued
Farm and Real Estate Debt:

the aggregate value of farm assessex- 1960 to 2017F, billions, 2017 dollars
pected to fall7.9 percentto $2.8trillion
from the record high of $3.1 trillion $500 — Farm Debt
achievedin 2014 Meanwhile,agricul- ~— Real Estate
tural real estateis expected to falk.3 $400 Debt
percent to $2.4 trilliorover thesame pe-
riod. $300
Farm seabr equity is forecasted to drop /\/‘/.
2.1 percent, or $51.2 billion in nominal ~ $200 /\k /
terms, to $2.4 trillion in2017. In real
terms, the value of equitisforecasted to $100 / —
decline 10.3 percent, or 278.9 billion,
from its peak value of 2.7 trillion in 2014. 0
1960 1971 1982 1993 2004 2015
The valueof farm sector equity corre- Source: USDA, BEA

lates highly with the value of farm real
estate because farmland is by far the
fI NBS&ad FaasSai 2y Y
sheets. Interestingly, though, the ratio of
farm real estate to farm sector equity is
expected to reach a nehigh of 97.6 per-
cent in 2017. The only other instance
when the ratio exceeded 97 percent was
in 1983 and1985 when land valuegn-
derwent downward corrections.

The ER®recastedfarm real estate debt
to reach a record high of $240.7 billion

Farm Sector Debt Ratios:

. . 1960 to 2017F
2017, whichwould be an increase of °
$16.4 billionor 7.3 percent in real estate 30 —— Debt to Equity
mortgage loans. The forecast reflects —— Debt to Asset
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pected demand for cropland combined \Mj
with anticipated low interest rates, 20

strong balance sheets, substantial accu- \N\,./
mulated working capital, and strong 15
yields. An additional contributing factor
to the increase in farm real estate debt is

increasing use of real estate as collateral
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The ER®recastsnon-real estate debt to 1960 1971 1982 1993 2004 2015
increase $3 billion, or 2 percent, to Source: USDA, BEA
$154.4 billion in 2017 The agencyited

declining farm input costs and lower _ _
commodity prices, which reduces de- both the debtto-asset and debto-eg- While they are forecasted to increase,

mand for farm machinery and vehicles, uity ratios of the farm sector are ex- the debtto-equity and debtto-asset ra-

asthe reasors for slower growth of non pected to movehigher to 16.2 and 13.9, tio forecasts were lower than their re-

real estate deht respectivelyin 2017. If realized, thea- spective averages of 18.2 and.45which
tios would be the ighest level attained  are a reflection of metrics reported since

Given that debt is predicted to increase since 2002suggesinga modest increase  1960.

and asset values are expected to fall, in financial risk relative teecentyears.
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Farmland Index

The NCREIF Farmland Index reports the
performance of 743 properties that had
a market value of nearly $8.0 billi@s of
December 31, 2016The aggregate in-
dex posted a total retrn of 7.1 percent
for the year. This performance was com-
prised of an income return of 5.2 percent
and a capital return of 1.9 percent. The
2016 total return was the lowest at-
tained since 2009, and the 2016 income
return was the lowest since 2001.

NCRH's Annual Cropland Index consists
of 492 properties, which were worth $4.4
billion in 2016¢ an average of $9.0 mil-
lion per property. The annual index
posted a total return of 4.7 percent in
2016, with income returns of 3.6 percent
and capital returns of.1 percent.

The NCREIF Permanent Cropland Index
consisted of 251 properties worth $3.6
billion in 2016¢ an average of $14.2 mil-
lion per property. The permanent index
posted a total return of 10.1 percent,
with income returns of 7.2 percent and
capitalreturns of 2.8 percent.

In aggregate, income returns from the
NCREIF Permanent Cropland Index re-
mained robust in 2016 despite capital re-
turns more than doubling in value since
2004.
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Farmland Indexontinued

The NCREIF Row Cropland Index, how- NCREIF Income from Annual Cropland and the

ever, exhibied below average perfor- 10-Year Treasury Constant Maturity Rate: 1991 to 2016

mance last year. The income and total 199 — Income
return, at 3.6 and 4.7 percent respec-
tively, were both the lowest registered
since NCREIF began tracking farmland re-
turns in 1991. The compressed income

rate of return from leased row cropland 6% M
was largely due to a run up in farmland v
values. In fact, the index of NCREIF capi- 4%

tal values indicates thevalue of row :

cropland has more than quadrupled 2% \/'\

since 1991. During this period, those

—— 10-Year

8%

participating in the row cropland seg- 0
ment of the market ratioally bid up land 1991 1996 2001 2006 2011 2016
prices in response to a reduction in the Source: NCREIF and FRS

opportunity cost of capital and an in-
crease in expected future farm income.

For example, income returns from the
NCREIF row index oscillated above and
below the 1Gyear annual average con-
stant matuiity Treasury yieldintil 2008,
when accommodative monetary policy
drove treasury yields lower. Despite the
significant increase in farmland values,
NCREIF income returns have remained at
least 110 basis points higher than the-10
year yield since 2010.

Inaddition to a lower opportunity cost of
capital, the relative value of the US dol-
lar, by most measures, fell consistently
from 2001 to 2011 remaining histori-
cally weak until 2014 before rising again
in 2015. The weakening of the relative
value of the ddlar reduced the relative
cost of US agricultural exports for foreign
consumers, and commodity prices rose
to ration demand. Moreover, increasing
foreign demand for feed and food since
2001, particularly from China, and poli-
cies encouraging bifuel produwction,
also helped support higher commodity
prices.

Higher commodity prices increased the lower discount rates caused farmland
expectation of future farm income, and a Market participants to drive up prices,
continual reduction in the opportunity Perhaps to a point that justifies the 3.6
cost of capital reduced the rate at which Percent income return posted by the
farmland owners discounted future farm NCREIF Row Cropland Index in 2016.
income.  Again, the combination of

higher farm income expectations and
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