
Reeling in a Decade of Family Living Cost Increases - Archives | CropWatch | University of Nebraska-Lincoln

http://cropwatch.unl.edu/archive/-/asset_publisher/VHeSpfv0Agju/content/reeling-in-a-decade-of-family-living-cost-increases[11/24/2014 8:59:01 AM]

UNIVERSITY OF NEBRASKA–LINCOLN   MY.UNL LOGIN

CropWatch

 Figure 1. Family living expenses 1994-

2013 for a group of Nebraska farmers and

 ranchers participating in the Nebraska

 Farm Business, Inc.
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 Reeling in a Decade of Family Living Cost
 Increases

 One of the costs we always monitor for farms is family

 living. It is a hard cost to measure, hard to talk about, and

 even harder to reduce.  It seems like once someone gets

 accustomed to a higher standard of living, it is hard to go

 back to living on less.

 The chart shows the total cost for the past 20 years of

 family living for a group of Nebraska farmers and ranchers

 I work with through the Nebraska Farm Business, Inc.

 This cost includes all cash costs for living, but does not

 include non-farm investments, savings, or non-farm

 capital purchases (houses, vehicles, etc).

 It doesn't take an expert to see the dramatic increase in the amount of money spent on family living from

 just about $34,000 in 1994 to almost $100,000 in 2013.  Family living expense actually held pretty steady

 through 2004 and then there was a persistent increase each year.  So what happened?  It's not surprising

 that 2004 was also the first of 10 years of record high net farm income.  When farm income went up,

 family living followed right behind it.  So what will happen when farm income goes down?
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 2004 2013 Difference

Food  $5,690  $10,069  $4,379

Medical Care  $4,580  $6,699  $2,119

Health Insurance  $3,698  $6,996  $3,298

Cash Donations  $2,131  $5,130  $2,999

Household Supplies  $1,739  $7,078  $5,339

Clothing  $1,695  $4,119  $2,424

Personal Care  $1,921  $7,471  $5,550

Child/Dependent Care  $509  $1,293  $784

Alimony/Child Support  $77  $0  $-77

Gifts  $1,940  $4,674  $2,734

Education  $1,713  $3,327  $1,614

Recreation  $1,776  $9,081  $7,305

Utilities  $2,037  $2,952  $915

Personal Auto  $2,365  $4,185  $1,820

Household Real Estate Taxes  $196  $1,372  $1,176

Dwelling Rent  $227  $514  $287

Household Repairs  $2,285  $3,529  $1,244

Personal Interest  $881  $1,909  $1,028

Disability/Long Term Care  $263  $612  $349

 Looking Forward
 In 2013, the average net farm income fell to the lowest point we've seen since 2005 and we expect average

 net farm income to fall even further in 2014 due to low crop prices and high input costs.  With rapidly

 declining incomes, how do we start to control runaway family living expenses? I often hear that the

 increase must be coming from medical costs, education, and other things we have little control over. The

 reality is those are certainly increasing costs, but like farm costs, it is really an increase in every little

 expense that leads to a huge difference.  The table shows the breakdown of expenses and the difference

 between costs in 2004 and 2013.

 The

 2013

 bottom

 line of
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 Insurance

Life Insurance Payments  $3,002  $5,606  $2,604

Personal Property Insurance  $176  $175  $-1

Miscellaneous  $6,059  $9,979  $3,920

Total $44,644 $96,680 $52,036

    

Income Taxes  $7,840  $56,269  $48,429

Non-Farm Capital Purchases  $7,243  $43,472  $36,229

Non-Farm Savings  $2,392  $11,357  $8,965

Total Non-Farm Expenses $62,119 $207,778 $145,659

 $207,778 coming out of the farm for non-farm purposes is a staggering number.  The reality is that

 number is going to have to come down and come down fast to avoid significant net worth losses in the

 coming years.  A farm can be profitable and still have a net worth loss if the non-farm costs are higher

 than the income (farm and non-farm combined).

 How do you begin to reduce this expense?
 Like farm costs, each non-farm cost must be evaluated all year long. It is too late to sit down at the end of

 the year and be amazed at how much money has gone out the door.  If you're at a loss for where to start,

 compare your family living costs to these averages.  I know that a massive red flag that would be flying if I

 did this with our family's costs would be Food and Meals.  With two working parents, four active kids and

 10 restaurants between work and home, it is hard to keep our family out of restaurants and eating at

 home. This keeps our food and meal expense well above average. 

 Knowing your problem and controlling it are two different things. To reduce our eating out, we would

 have to make hard lifestyle changes. We may have to:

give up on having all six of us eat together,

cut back on the activities the kids are involved in, or

cut back hours at work to have more time for grocery shopping and preparing meals.

 No one else can make these decisions for our family any more than I can make those decisions for another

 family.  Just like farm expenses, it takes discipline to reduce non-farm expenses.  It is just as hard to cut
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This article is the third in a

 series by Tina Barrett focusing

 on farm profitability despite

 low commodity prices. Watch

 for more Belt Tightening on a

 variety of topics this fall and

 winter. Also see:

Tightening Your Belt;

 Refocusing on

 Profitability

 back on vacations as it is to reduce the extra amount paid for cell phones and cable bills.

 The Difference 10 Years Can Make
 There are so many things that we take for granted today that we never considered in 2004. I know our

 family had one cell phone that we shared that probably cost us $35 per month. I would have laughed to

 even think that my kids would have cell phones before they could drive, but we have turned that one dumb

 phone expense into monthly payments for four smart phones.  I now can't imagine how our lives would

 work without that constant connection. There are other things like the DVR, high definition, high-speed

 internet, and vehicles with Wi-Fi, Amazon, and iTunes that have changed the way we live and the way we

 spend our money. 

 No matter the differences between then and now, there is a limited amount of money available to spend. 

 For those receiving a wage, it is easy to see how much money can be spent each month.  When there's an

 operating note available, it's easier to let that spending get out of hand.  Each individual family is going to

 have to make their own choices as to what is important for them to spend their money on.

 Living like the Jones, and the Smiths, and the Johnsons
 Clients often bring up what their neighbors are doing and "Why can't

 we afford that?"

 "The Jones went on a three-week cruise this summer."

 "The Smiths built a new house."

 "The Johnsons have a new Escalade."

 "The Andersons bought a lake house."

 What we don't know is whether these families have been saving up

 for years for these extra things.  We don't know if the Johnsons

 haven't taken a vacation in 10 years as they would prefer to travel to

 town in comfort every day instead.  We don't know if the Smiths

 received an inheritance from a long-lost uncle with the money to

 build that new house.  We don't know if the Anderson's purchase was

 financed and may be the final straw that keeps them from making

 their loan payments and leads to being forced to have a farm sale next
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Two Perspectives on

 Land Rents

 11/20/14

 year.  We can only control our own costs and make the allocations of

 what we can afford for ourselves.

 If you can't find ways to cut family living and there's no way to increase farm income, the other choice is to

 find non-farm income to supplement the spending.  Everyone will eventually have to find a way to balance

 the money going out with the money coming in.

Tina Barrett

 Executive Director, Nebraska Farm Business, Inc.
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Cargill Ag Horizons Elevator west of Minden. Corn piled on the ground is a common sight in

 Nebraska as many elevators are full and waiting for trains to haul it away. (Photo by Paul Jasa)

Farm Management

Tightening Your

 Belt: A Look at

 How Family

 Living Costs Have Increased in the Last 20 Years. These

 costs are hard to measure, hard to talk about, and even

 harder to reduce once you've become accustomed to a

 higher standard of living. In the third article in this

 series, Tina Barrett looks at how family living costs have

 increased for the farmers she works with and categories

 families might want to reassess.
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Tweets by

 @UNL_CropWatch

Commodity Market Analysis: Combining Fundamentals

 and Technicals. The Nov. 12 Cornhusker Economics

 examines two types of analysis and advantages and

 disadvantages to using them in different situations.

Grain Storage

Producer Q&A on Grain Storage Affected by Sudden

 Temperature Drop. NDSU Grain storage specialist

 answers grower questions on storing grain across two

 harvest temperature zones.

Pesticide Safety

Ag Agencies Address Label Restrictions for Crop

 Rotation and Cover Crops. Pesticide plant-back and

 forage/harvest restrictions need to be followed when

 planting cover crops for forage or for soil cover.

Soybean Production

Tightening Your

 Belt: SCN and

 Soybean Seed

 Selection. If you

 have SCN,

 research shows

 that selecting a resistant variety can net you an

 additional 6 bu/ac of soybean. Same cost. More yield.

Market Journal

View segments on reducing input costs, corn and

 soybean markets, research on a link between SCN and

 soybean aphids, the Porcine Epidemic Diarrhea virus in

 Nebraska, and the weather for the coming week.

Extension Programs & Resources

UNL and FSA are Hosting Farm Bill Meetings across the

 state to provide key information for program selection.

  

  UNL_CropWatch on
 Twitter

Market Journal

Television for Ag

 Business Decisions

 Timely stories for crop and

 livestock producers on

 markets, risk management,

 ag policies, and more.

Ag Almanac

Ag Radio Features 

 Tune in to these on-line

 audio clips for information

 for farm, ranch, and home.
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Western Nebraska Farm-Ranch Tax Strategies Dec. 1-2.

 An update on current taxes laws and when to use

 various tax planning strategies.

New Crop Technology Conference Dec. 4 at Sidney.

 Production and marketing of new crops will be the

 theme of this all-day program.

Western Sustainable Ag Conference Dec. 6 in

 Ogallala focuses on improving soil health through cover

 crops and crop diversity,

Ag Financial Health Check-Ups in Bridgeport and

 Scottsbluff. How well are you positioned to cover

 liabilities in 2015? Bring your records and your

 questions.

UNL Crop Production Clinics Slated for January. High

 impact training for ag professionals and research

 updates for Nebraska cropping systems and pest

 management strategies.
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 UNL CropWatch Nov. 21, 2014
 Cargill Ag Horizons Elevator west of Minden. Corn piled on the ground is a common sight in Nebraska as

 many elevators are full and waiting for trains to haul it away. (Photo by Paul Jasa) ...

Read More »

 Market Journal: Reevaluating Input Costs, Corn and Soybean
 Markets

 View the full Nov. 21 Market Journal episode or selected segments below. Nov. 21, 2014 On this week's

 Market Journal Nathan...

Read More »

 Ag Financial Health Check-Ups in Bridgeport and Scottsbluff
 Financial Health Check workshops are scheduled for Bridgeport and Scottsbluff in December, as part of

 Nebraska Extension's 2014-15 Farm and Ranch Risk Management Series. Workshops will be...

Read More »

 Western Nebraska Farm-Ranch Tax Strategies Workshops Dec.
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 1-2
 Farm and Ranch Tax Strategies workshops are scheduled for early December in Alliance and Sidney as

 part of the 2014-15 Farm and Ranch Risk Management Series sponsored by Nebraska Extension. ...

Read More »

 Commodity Market Analysis: Combining Fundamentals and
 Technicals

 Commodity market participants are frequently trying to forecast prices, or anticipate how prices will

 change in the future. Future price movements are important for producers, merchandisers and...

Read More »

 Reeling in a Decade of Family Living Cost Increases
 Figure 1. Family living expenses 1994-2013 for a group of Nebraska farmers and ranchers participating in

 the Nebraska Farm Business, Inc. One of the costs we always monitor for farms...

Read More »

 Ag Agencies Address Label Restrictions for Crop Rotations
 The following guest article is by Craig Romary, environmental program specialist, and Tim Creger,

 pesticide program manager, for the Nebraska Department of Agriculture; and Mike Kucera,...

Read More »

 Tightening Your Belt: Soybeans and SCN
 When you think of tightening your belt in crop production, it often means cutting your production costs

 while maintaining yield to increase profitability. The opposite can be just as effective:...
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Read More »

 Western Sustainable Ag Conference Dec. 6
 Nebraska Extension is hosting a Sustainable Ag Crops and Livestock Conference on improving soil health

 through cover crops and crop diversity Dec. 6 at Ogallala. Cover crops and soil health,...

Read More »

 Producer Q&A on Grain Storage Affected by Sudden
 Temperature Drop

 Ken Hellevang, grain drying and storage expert and extension engineer at North Dakota State University,

 answers questions from Nebraska and elsewhere in the Midwest in the following guest...

Read More »

 New Crop Technology Conference Dec. 4 at Sidney
 New Crops with Potential for the Nebraska Panhandle "New Markets for New Crops" is the theme of the

 New Crops Technology Conference scheduled for Thursday, Dec. 4, at Sidney. The...

Read More »

 UNL 2015 Crop Production Clinics in January
 High Impact Training for Ag Professionals University of Nebraska-Lincoln crop production and pest

 management specialists will be crossing the state in January to provide the latest...

Read More »
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 Agriculture Must Answer Consumers Questions Better,
 Panelists Agree

 Nov. 7, 2014 Consumers are asking questions about the food-production system they've never asked

 before, and agriculture needs to do a better job of answering those questions, panelists...

Read More »

 USDA: Corn Harvest in the Home Stretch
 Nov. 17, 2014 Nebraska's 2015 corn harvest was 91% done as of Sunday, comparable to last year's 90%

 and ahead of the five-year average of 87% for this date. Sorghum harvested was 93%,...

Read More »

 Two Perspectives on Setting a Cash Rent
 This article by Tina Barrett, executive director of Farm Business Inc., is the second in a series by UNL

 experts focusing on farm profitability despite low commodity prices. Watch for...

Read More »

 UNL and FSA Delivering 2014 Farm Bill Education Across
 Nebraska

 University of Nebraska-Lincoln Extension and the USDA Farm Service Agency are joining to provide

 educational meetings across Nebraska on the 2014 Farm Bill. "The new farm bill provides...

Read More »

 USDA Forecasts Slight Drop in Final 2014 Corn Harvest
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 Soybean Harvest up 13% From Last Year Based on November 1 conditions, Nebraska's 2014 corn crop is

 forecast at 1.58 billion bushels, down 2% from last year's record high, according to the...

Read More »

 Nebraska Corn Harvest 79% Complete
 For the week ending November 9,  warm conditions — temperatures averaged 5° above normal -- coupled

 with limited rainfall made for excellent harvest conditions. Nebraska corn harvest...

Read More »

 Winter 2014-15 Forecast
 As a significant intrusion of Polar air is set to invade the eastern half of the United States this week, it's a

 good time to look at what Mother Nature has in store for Nebraska this winter. It...

Read More »

 Market Journal on Fall Soil Sampling, GMO Labeling, Markets
 View the full Nov. 7 Market Journal episode or selected segments below. Nov. 7, 2014 On this week's

 Market Journal Charles...

Read More »
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This article by Tina Barrett,

 executive director of Farm

 Business Inc., is the first in a

 series by UNL experts focusing

 on farm profitability despite

 low commodity prices. Watch

 for more Belt Tightening

 articles this fall and winter to

 aid in your farm

 management. Also see:

Two Perspectives on

 Land Rents
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 Tightening Your Belt; Refocusing on
 Proftability

Nov. 6, 2014
 The relative prosperity of the past few years have allowed many crop

 farmers to lose their focus on controlling costs. Not long ago a

 producer asked me: "Why should I worry about cost of production

 with prices like this?" For many producers, the answer has come

 screaming back to reality with the rapid drop in commodity prices.

 Sometimes it really takes looking at the numbers to understand just

 where we've come from and where we're headed. The following

 numbers reflect a group of Nebraska farmers and ranchers I work

 with through the Nebraska Farm Business, Inc.

 A Look Back
 The last year we recorded average marketing prices less than $4.00

 per bushel for corn was 2009. In that year, we recorded an average

 net income of $180,197 (average farm size was about 1,100 acres)

 which was considerably over the 10-year average. If that's the case,

 why are we worried about returning to $3.75 as an average price?
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 this article

Table 1. Difference in costs per acre between 2009 and 2013 to produce irrigated corn,

 based on Nebraska Farm Business, Inc. producers

   2009  2013  Difference
 Percent of

 Total Difference

 Seed  $68.05  $89.49  $21.44  9.3%

 Fertilizer  $143.87  $163.80  $19.93  8.6%

 Chemicals  $50.75  $56.16  $5.41  2.3%

 Crop Insurance  $23.36  $40.36  $17.00  7.3%

 Operating Power/Machine Costs*  $74.52  $112.50  $37.98  16.4%

 Land Rent  $171.74  $274.74  $103.00  44.5%

 Other Direct Costs  $84.14  $106.91  $22.77  9.8%

 Overhead Expenses  $71.84  $75.67  $3.83  1.8%

Total Expenses $688.27 $919.63 $231.36 100%

 *This cost category includes fuel and oil, general repairs and supplies, machinery repairs, custom hire

 and machinery leases. If we include machinery depreciation and intermediate interest, the total

 Income only tells us half the story in profitability. The other half

 tends to be the boring side. Everyone enjoys talking about how to

 grow more and sell it for more, but cutting costs isn't fun. Since 2014 isn't quite finished yet, the last

 actual data we have for cost of production is 2013. We don't expect to see dramatic cost differences

 between 2013 and 2014 or even 2015.

 If we compare the costs per acre in 2009 and 2013 for irrigated corn, we find a total increase of $231.36.

 At an average yield of 210 bu/ac, that's an increase of $1.10 per bushel in cost of production. With an

 average of 1,100 acres, that a total increase in costs of $254,496. That takes the profit of $180,197 to a

 significantly negative number. Table 1 shows a partial breakdown of the expense comparison.
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 climbs to $168.61 per acre. That is $36.56 more than the total of $132.05 in 2009.

  

Figure 1. 2009 Per-Acre Cost of Production

 for Irrigated Corn

Figure 2. 2013 Per-Acre Cost of Production

 for Irrigated Corn

  

 Breaking Down the Expenses

 Crop Insurance
 Some costs, like crop insurance, will have a

 natural decline due to their tie to commodity

 prices. It's going to be cheaper to buy the same

 coverage in 2015 than it was in 2014 (assuming

 the spring price will be less than $4.62). Does

 that mean you should stay with your same

 coverage? Crop insurance is often sold based on

 which option has the highest government

 subsidy, or which coverage level has the best

 odds of paying out. Many have bet on prices

 falling and have taken high coverage to capture

 that potential. Rarely do I see producers buying

 crop insurance based on their individual risk

 level or the impact to cost per acre. In all

 fairness, many farm producers don't have the

 detailed cost of production calculated and few of

 those who do share that detailed information

 with their crop insurance agents.

 Instead of being happy with the drop in your

 crop insurance bill for 2015, consider

 comparing your individual costs with the

 projected revenue from each level of insurance

 to get the lowest cost that will cover your needs.

 Matching your crop insurance coverage to your

 costs will ensure you have insurance to

 guarantee that if disaster strikes in 2015, you
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Figure 3. Increases in Per-Acre Production

 Cost for Irrigated Corn from 2009 to 2013.

 Total increase in production cost from 2009

 to 2013 is $231.36 per acre.

 will still be able to farm in 2016. If you step back

 and think about crop insurance the way we do

 health insurance, it looks different. We buy

 health insurance with the hope of never needing

 it. We look for the lowest cost plan that will

 cover expenses in case of an emergency. If we

 think of crop insurance truly as a risk

 management plan, the cost can be lowered.

 Seed, Fertilizer and
 Chemicals
 In talking with producers these input costs are

 often to blame for the significant increase in

 costs, but together they make up only 20% of the increase. Controlling these costs is hard since they have a

 direct tie to the production per acre. Spending more to increase yield can be beneficial, but it also can

 make you slip backward. These inputs need to be evaluated with a fresh look for 2015. Costs that made

 sense when corn was worth $7.00 per bushel don't always make sense when it's worth $3.00 per bushel.

 For example, consider the application of extra fertilizer costing $20 per acre. The extra fertilizer should

 give you a yield boost of 5 bushels per acre. If corn is worth $7 per bushel, those extra 5 bushels are worth

 $35 per acre and the fertilizer has made you a net increase of $15 per acre. If corn is worth $3.5 per acre,

 those 5 bushels are worth $17.50 and the extra fertilizer has cost you $2.50 per acre. Also, the 5 bushel

 yield increase is under ideal conditions; if you only get a 4 bushel yield increase from the added fertilizer,

 the cost is $6.00 per acre.

 Pulling these inputs back may mean pulling your yields back, but by concentrating on increasing your net

 return (after expenses) per acre rather than your gross return (income only) per acre you will be more

 profitable in the end.

 Machinery Costs
 Aside from land costs, the machinery costs per acre saw the most significant increase from 2009 to 2013.

 If we go back another five years to 2004, the average machinery cost was just $51.46 or $61.04 less than
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 2013. I blame the income tax law as much as advancing technology for the skyrocketing costs in this area.

 The nationwide recession starting in 2008 and 2009 caused Congress to dramatically increase the ability

 to write off capital purchases in the first year as a way to stimulate business spending. The fact that this

 recession hit at the same time as climbing corn prices was a huge benefit for those producing corn and

 soybeans who didn't want to pay taxes on the profits they were earning.

 Buying new equipment is a fun way to reduce taxes, upgrade old equipment that was just getting by, and

 implement new technologies such as auto steer and GPS mapping. The problem is this cost is going to be

 very hard to reduce. Depreciation isn't a one year cost. The cost for machinery bought in 2013 will

 continue through 2020. Unlike fertilizer expense, the choice to upgrade equipment is often one that has

 consequences for many years. If the purchases were made with cash, that means the working capital has

 been reduced going into tough times. If the equipment is financed, payments must be made for the next

 five to seven years. Decisions on whether the operation could afford those payments were made with very

 different income calculations. Making those payments when there may be no profit per acre will make for

 tough choices. Selling extra equipment or downgrading to cheaper options causes tax consequences in a

 time with limited available cash.

 Whatever happens with past purchases, new purchases need to be evaluated for more than their income

 tax benefit. Reining in machinery costs will be vital to success as it alone makes up almost 20% of all costs.

 Also, intermediate debt over the same five-year period has grown 26% on average. This increase in

 equipment debt may affect one's ability to make payments on time.

 Land Costs
 Of course the largest increase and the one with the most conversation surrounding it is land costs. On

 average in 2009, cash rent was $171.74 per acre and in 2013, it was $274.74. If there is one cost that where

 we could see a significant difference between 2013 and 2014, it could be cash rent with another increase of

 $15 to $25 per acre.

 One important thing to remember about land rent is there is nothing the same or average about it. The

 range of cash rents included in the average varied by over $400 per acre. There are still some very low

 cash rents out there, but there are also those extreme rents talked about in the coffee shop. Not all rents

 need to come down, but there are some that do need to change.

 The most frequent question I get from both landlords and tenants pertains to what cash rents should be.

 There is no perfect answer. Ideally, both parties need to make a profit for the relationship to be successful.

 There's no doubt that producer income is going to be down from the past few years. And, there's no doubt
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 that landlord costs are higher due to rapidly increasing real estate taxes and are still climbing into 2014

 and 2015. Without a willingness to share the private financial information of your cost of production, how

 can you have an open conversation about what the cash rent should be?

 Eventually, land rents will have to come down. It is not sustainable to spend $400 per acre on land rent

 when you are only grossing $700 per acre. The question is how long will it take and who will still be

 farming when it reaches a reasonable level. Landlords will have to be willing to consider dropping rental

 rates or live with putting their tenants out of business and tenants will have to consider making the tough

 choice to not renew leases that are not at a sustainable rate for the chance to still make a profit and feed

 their families in the future.

 Cost Control is the New Craze
 So if everyone is talking about the need to control costs, how do you do it? The reality is working off

 averages only gets you so far. The truth about any average is that it truly is an average. It is a mathematical

 function that shows the middle, but no farm is average, including yours. No two farms that I work with are

 exactly the same. Even brothers who share major costs and equipment have different costs of production

 based on the little things they do differently.

 So the first step in controlling costs is to KNOW your cost. Financial expert, Dave Ramsey says "A budget

 is telling your money where to go instead of wondering where it went." If you don't know where your

 money is going until it is gone, how can you begin to control it? In the farm financial world we create cash

 flows instead of budgets, but the reality is a good cash flow should tell your money where it should go. A

 cash flow that you create, give to the bank, and shove in a drawer is not a good cash flow. A good cash flow

 is one that is always at your fingertips, updated regularly, and changes with all the unexpected events

 throughout the production cycle. It should also coordinate with a projected cost of production figure for

 your crops, one that is updated regularly, not only with costs but also based on sales contracts.

 If you can't create or maintain this kind of cash flow, it is worth hiring someone who can. This doesn't

 mean you need a full time CFO in your business, but it may mean you need a financial consultant that

 knows and understands your business and can act as your CFO so you can act as the CEO of your business.

 This person is someone whose abilities reach beyond balancing the checkbook and filing bills to truly

 helping you make management decisions throughout the year. It shouldn't be your lender or someone

 selling you inputs, but rather someone whose only interest is your best interest. I have had the

 opportunity to act in this role over the past four or five years for several operations and I know each year

 that the work we do together throughout the year is more valuable than just the year-end work we used to

 do. It truly does change cost of production into cost control.
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Tina Barrett

 Executive Director, Nebraska Farm Business Inc.
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 executive director of Farm

 Business Inc., is the second in

 a series by UNL experts

 focusing on farm profitability

 despite low commodity prices.
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 Tightening articles this fall
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 management. Also see:
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 Refocusing on

 Profitability

Reeling in a Decade of

 Family Living Cost

 Increases

 
 Print

 « Back

 Two Perspectives on Setting a Cash Rent

 One of the greatest debates of the next few years will be between

 landlords and tenants over setting cash rent.

 Unfortunately, there is no right answer for all farms. In addition to

 the productive capabilities of the ground, risk tolerance and leverage

 rate may affect the cash rental rate. It will be important that the

 landlord and the tenant look at each other's perspective.  The only

 real winners will be those who find a way to ensure both parties make

 a reasonable profit.

 The issue of cash rent is often between two individuals. There's no

 corporate headquarters in another state.  There's no chain of

 command between the person you're talking to and the person who

 sets the price.  It's personal between the tenant and the landowner

 and when things become personal, they become tough.

 The Landlord's View
 When setting a price, the landlord considers many factors, including:

1. Return on investment
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  2. Tolerance for risk

3. What the market will bear

 Using a return on investment sounds like an easy choice for setting land rent, but it doesn't traditionally

 work for farmland due to the market value being higher than the productivity value.  Also, is the

 investment the $1,000 per acre that was paid for the ground 20 years ago or the $10,000 per acre it could

 be sold for today (your opportunity cost).  Just because a landlord wants a 5% return on the opportunity

 cost doesn't mean $500 per ac re is the right cash rent value.  If the tenant is only grossing $700 per acre

 (200 bu x $3.50/bu), a $500 rent would put them out of business.  In the same case, asking for 5% of the

 initial investment doesn't make sense because $50 per acre won't cover the real estate taxes.  In either

 case, setting a price based strictly on a return on investment doesn't make sense.

 Evaluating risk tolerance is an important element in deciding between cash rent or share rent.  Cash rent

 is a high risk/high reward contract for the tenant which provides a guaranteed low risk/low reward return

 for the landlord. For a guaranteed income, the landlord is giving up the right to take advantage of $7.00

 corn for the stability of not having to risk $3.50 prices.  This means cash rent should be based on a factor

 that is equal to an average corn price; however, it would be difficult to set a good average based on the past

 few years. We can't count on $6.00 corn and we hope $3.50 isn't here to stay.

 In the past few years, the concept of "what the market will bear" has prevailed.  Landlords have wanted to

 take their share of the profits and cash rents have shot up as corn prices did. Many landlords will argue

 they didn't raise rent as fast as the corn prices increased so they shouldn't lower it as fast as icorn prices

 decreased.

 If corn continues to hover near $4.00, many of these issues will take care of themselves.  Land value will

 have to drop because the profits won't be there to spend $1 million on a quarter.  That means your

 opportunity cost will drop and so will a calculated return.  Eventually counties will have to lower

 valuations, which will lower real estate taxes (barring any levy changes).  Multiple years with $4.00 corn

 also will eventually take care of the "coffee shop" rents.  For the next couple of years some producers may

 still be able to offer $400 per acre, but eventually they will go out of business.

 The Tenant's View
 The tenant's view is simpler.  Deciding how much to pay for cash rent can be brought down to numbers. 

 How much is the tenant willing to risk for the right to farm the ground.  Will they hold out to guarantee a

 profit or risk not covering overhead costs for the chance at a long-term profit?  Is the tenant willing to pay

 a price that is enough to cover farm costs, but not enough to cover family living costs? How long is the
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 tenant willing to lose money farming that particular parcel?

 For tenants it comes right back to knowing your their costs.  Each tenant's costs are different than the

 average and different from a neighbors' because of decisions the tenant made, not only this year, but in

 the past.  Once costs are known, a tenant can make an informed decision about how much cash rent to

 pay.  If this decision is based on someone else's cost numbers, the final answer won't be right for that

 farm.

 Comfortable Risk Level
 A typical cash rent lease is a high risk/high reward contract.  This means if everything goes right, the

 tenant wins big; but if it doesn't, the tenant stands all the risk of failure.  Compare land rents to the stock

 market.  Like cash renting, buying individual stocks can return high profits, if the right companies are

 picked.  It is a high risk/high reward strategy.  If mutual funds are purchased, the risk is spread across a

 wide range of companies. Some of them will make money, some won't. With mutual funds you share in

 the risk and reward with others, similar to share rental arrangements. 

 When determining costs, direct and indirect costs should be considered separately.  Direct costs are those

 needed to farm a particular piece of ground, such as seed, chemicals and fertilizer.  Indirect costs are part

 of the business regardless of whether the farm has 500 or 600 acres; these include insurance, machinery,

 or tax costs.  

 Ideally, the income will cover both direct and indirect costs and return a profit to the tenant.  In tough

 times, the tenant may settle for covering the direct and indirect costs, without covering labor and

 management.  In extreme circumstances, only the direct costs and a portion of the indirect costs are

 covered.  This makes for a high risk cash rent, similar to buying stock in a startup company.  You could do

 well, but you have to be willing to part with your money if it doesn't work.  Farms that are well established,

 low in debt, and high in working capital can do this in the short run to ensure the right to farm this parcel,

 but this is not sustainable in the long term.  It relies on profits from previous years or another enterprise

 (field) to sustain the operation. Big risk-takers will be more comfortable with continuing high cash rents

 longer than those who are less comfortable with risk.  An individual tenant's financial situation also plays

 a role. If a tenant is highly leveraged and in a tight cash position, their bank isn't likely to allow them to

 take the risk. On the other hand, someone with only a few term payments and operating on cash can

 afford to take the higher risk.
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 Compromise
 The reality is that in the coming years there will be a compromise.  The current cash rental rates are just

 not viable for the long run and will have to come down.  The great thing about cash rent is that it IS

 personable. If both parties are willing to find a fair solution, everyone can win.  It is a tough conversation

 to have without greed, but knowing your costs can be a great way to open the conversation. 

 If as a landlord, you think you need to share in the profits of $7.00 corn and as a tenant you want to share

 in the risks of $3.50 corn, a compromise of a share rent or bushel rent may need to be made.  They are not

 as clean or as simple, but they do share in the true risks and rewards of farming.  A strict cash

 arrangement is always going to make one party feel as if the other is getting the better deal.

Tina Barrett

 Director, Nebraska Farm Business Inc.
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