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LAND VALUE

AND PURCHASE

Prepared by:  Michael D. Duffy, extension economist, Iowa State University, and Edwin Roach, Roach Farms, Inc.

Lesson 3: Appraisal Techniques
Overview
An appraisal is an estimate of value at a given point in time.  Although there are different types of value (loan value, insurance value, use value, etc.), estimating market value is the purpose of most appraisals.  A definition of market value is 'the most probable price, estimated in terms of money, that a property will bring if exposed for sale in the open market with a reasonable amount of time allowed in which to find a buyer who has knowledge of all the uses and purposes to which the property is best suited and for which it is capable of being used.'

This definition implies the “highest and best use” concept.  Property is appraised according to its highest and best use regardless of whether that is the present use.  Although most farmland is usually being used in its highest and best use, this may not always be the case.  An example might be an area of pasture that could be used for row crops.

The Appraisal Process 

Professional appraisers follow a systematic process in making an appraisal.  This involves collection and analysis of data, and applying the valuation approaches.

Data to be analyzed can be divided into two categories:  General and Specific.  General data 

consists of social, economic, government and environmental forces that affect property value. Specific data includes characteristics of the subject property, comparable sale information, construction costs, and income and expense estimates.

Characteristics of the property include:

—
Location

—
Legal Description

—
Ownership History

—
Present Use

—
Highest and Best Use

—
Farm Service Agency Data

· Tax Information

· Soils and Topography

· Improvements

· Climate

· Schools

· Zoning

Approaches to Value

Three main approaches to value have evolved over time that are used in appraisal.  In most appraisals, all three approaches are used, however, the indicated values may not always be given equal weight in the final value estimate.

Sales Comparison Approach

This approach to value, sometimes called the 

Market Data Approach, consists of a comparison of the subject property with other properties that have recently been sold that are similar to the subject.  The price of each comparable sale is adjusted for sale terms, differences in characteristics from the subject, and for time.  Sale information is available to the public at the county recorder's office.  Care should be taken to insure that only "arm's length" transactions are used and that the sale information as well as other data on the properties are accurate.  

An appraisal should include a thorough discussion of each sale used and the adjustments that were made to the price for differences from the subject property.  Table 1 provides an example of adjustments that may be necessary in this approach.  Table 1 assumes that all of the land was tillable so the estimated value is per tillable acre.  Comparable values should have the same percentage tillable or adjustments will be necessary to obtain a comparable basis.

The indicated values from the individual sales are normally averaged to give a value estimate by this approach.  In this example, Sale 2 was on contract with 25 percent down and the balance on contract at 9 percent with equal total annual payments based on a 20-year amortization and a balloon payment after ten years.  The $162,000 sale price was converted to a cash equivalent by discounting the payments required under the contract to present value at 10.5 percent (long term mortgage market rate).  The present value of these payments at 10.5 percent is $151,364.

Sale 2 had better location than the subject (closer to markets) and so the sale price was reduced $25 per acre for this factor.  For Sale 4, a $25 acre adjustment was added to the sale price since the location was not as good as the subject (perhaps not on a paved road or not in as strong a community).

The adjustments for improvements compare the estimated contributory value of improvements on a per acre basis for each sale property to the per acre contributory value of improvements on the subject farm.  The building value on the subject is $100 per acre so this amount is added to Sales 1 and 3, which have no improvements.  Sale 2 has $75 per acre building value so only $25 per acre was added to the sale price, while Sale 4 has $150 per acre building value, so $50 per acre was subtracted from the sale price.

The adjustments for size accounts for the fact that smaller farms normally bring higher prices since there are a greater number of buyers with the financial ability to purchase smaller tracts.  Since Sales 2 and 4 were larger than the subject, an addition was made to the price, indicating that if the farm was only 80 acres, it would have sold at a higher price.

Time adjustments are made based on how the market has changed from the time a sale occurred to the date of the appraisal.  This example assumes an effective appraisal date of July, 2001 and an annual increase in the land market of 4 percent or about .33 percent per month.

In times of rapidly changing land values or for other sales the time adjustment can be important.  To calculate the time adjustment you must first determine the monthly change in prices and then adjust by the number of months from the sale to the appraisal.

What would the adjustment be for an appraisal in November and a sale in February?  Assume a 7 percent increase in land values.

Income Approach

This approach to value, also called the Net Income Capitalization Approach, considers the stream of income that a property is most likely to produce during its economic life.  For farmland, this life is normally assumed to be infinite.  The net income from the property is then capitalized at a rate equal to that indicated in the market place for similar property to arrive at a value estimate.  The net income for the subject property can be estimated using cash rent, share rent, custom farming, etc., but should not include any return to labor, machinery or management.

The capitalization rate indicated by the market must be derived using the same assumptions for similar properties that have sold.  It is very important that differences in rents, yields, prices and costs between the subject and sale properties be appropriate, as the capitalization process greatly multiples these differences.  Table 2 outlines this approach to value.

The capitalization rate is the estimated net return on investment (sale price) expressed in percent.  In this example, the implied capitalization rate for the 4 subject properties averages 2.84 percent.  In other words, the expected net cash return to the land under these assumptions is 2.84 percent of the market value.  To find the capitalization rate divide the expected net income by the purchase price.  In Table 2, for Sale 1 this would be $2464/$100,000=2.46%.  For Sale 2 this is $4735/$151,364=3.13%.  Again, the average for all 4 sales is 2.84 percent.

 To find the estimated value for the subject property use the average capitalization rate.  In this case the estimated value for the property would be $85,282 ($2,422/.0284=$85,282)

	$2,422
	=$85,282

	.0284
	


Calculate the expected value of the following properties.  Notice the impact of changing income and capitalization rate.

	Income
	Capitalization Rate
	Value

	$30
	.05
	

	$30
	.025
	

	$30
	.075
	

	$15
	.05
	


Cost Approach

This approach estimates the value of the property as indicated by the sum of the value contributed by the land as though unimproved, but available for improvement in its highest and best use, and the value contributed by the improvements.  The land is broken into classes and valued based on the market value of each class of land.  The value of improvements is estimated based on the replacement cost new (RCN) less depreciation which includes physical deterioration as well as functional and economic obsolescence.  This approach will often be the highest value indication since some of the component parts may have less value when combined with other component parts than alone.  An example could be ten acres of pasture on a 160-acre farm with grain storage and no livestock improvements, or a farm with excess grain storage for the potential crop production.  Table 3 outlines this approach to value.

In Table 3, the grain bin has an estimated replacement cost (RCN) of $1.25 per bushel and has a remaining value after all depreciation of 60 percent.

The old barn has an estimated replacement cost (RCN) of $8.00 per square foot and a remaining value after all depreciation of only 5 percent.  The cropland is valued based on the market indication for the various soils.  In this example, the acres in the building site are given a value of $800 per acre since some expense would be incurred to convert this area to cropland.  Estimated values for the various land classes would be obtained from comparable sales.  No value is given to the area taken up by ditches and roads.

Comparison of Approaches

Notice that the three approaches to appraising a parcel of land can result in different estimates of land values.  This is especially true comparing the market approach with the income approach.  Similarly, the results from the income approach would be different if the income was estimated as the cash rent for an investor purchase as opposed to a rental arrangement by a farmer.

The primary reason why the two approaches yield such different results is because most of the appraisals are for parcels of land as opposed to whole farms. When a farmer purchases an additional parcel it is often the case that they have other land to help pay for the purchase of the additional parcel.

An issue using the income approach is estimating the contribution of the government programs. These programs have had considerable impact on income in the past few years.  However, the future of these payments is uncertain.  The examples shown in Table 2 do not include any value for government payments.

Although it is useful to appraise properties using all three approaches, the only one that really has relevance is the market approach.  The income approach may indicate that a parcel is overpriced relative to its income earning capacity but that doesn’t matter if there are others in the market willing to pay a higher price.  The market price comparison is the best measure of the current price of farmland.

CSR—Uses and Misuses

Iowa is fortunate that modern soil maps are available for practically all counties.  A Corn Suitability Rating has been established for each soil.  This is an index with the best soils in Iowa rated 100.  Other soils are rated downward from this based on their limitations.  These ratings are only applicable for row-crop production. Therefore they do not provide a guide to the value of nontillable land. (see lesson 2)

Since CSR is utilized for tax assessment purposes most tracts have an average rating.  Care should be exercised in using these figures. In many cases nontillable land such as building sites and pasture are included.  Often hidden deductions have been taken for sandy spots, rock outcrops, etc.  Average CSRs should be computed by the appraiser to assure consistency in the methods used.

Corn Suitability Rating is not a substitute for the Sales Comparison Approach.  In many cases deductions for slope in CSR exceed yield losses that might normally be expected.  Comparing ratings between farms with widely different soil types generally is not productive.  It cannot account for buildings or tile. The percentage of the farm tillable is an important adjustment factor which is independent of CSR.

Cautions which have been mentioned should not discourage the use of CSR. It is a powerful tool since in most farms the bulk of value comes from the value of the tillable land.  By breaking down sales into their component parts, a per acre value can be established.  Dividing by the average CSR will establish a per point value.  This is a powerful analytic tool which can be used to adjust for soil quality.

Certification
Since 1991 Iowa has had certification for appraisers.  However, it is not mandatory for appraisers to be certified to offer opinions of value.  Many financial transactions require a certified appraisal.  These must be done by a Generally Certified Real Property Appraiser because farms are income producing properties.  The standards which are to be followed are outlined in the Uniform Standards of Professional Appraisal Practice, USPAP.  This provides rules for appraising properties and reporting the results.

Summary

Each of the three approaches to value has its own strengths and weaknesses.  Evaluation of the results of the individual approaches to value is necessary in reaching valuation conclusion.  Often times one or more of the approaches is eliminated early on in the appraisal process because the appraiser knows a meaningful result cannot be obtained.  Because “fair market value” is the most commonly desired result of the appraisal, the appraiser must use judgment as to which approach most closely corresponds to market conditions at the time of the appraisal.

	Table 1.  Market Data and Adjustments

	

	A.  Market Data

	
	Sale 1
	Sale 2
	Sale 3
	Sale 4
	Subject

	Date
	January 2001
	March 2001
	July 2001
	March 2001
	July 2001

	Seller
	Bank
	Jones Est
	FLB
	Roberts
	

	Buyer
	Smith
	Miller
	Nelson
	Peterson
	

	Consideration
	100,000
	162,000
	88,000
	208,000
	

	Type Sale
	Cash
	Contract
	Cash
	Cash
	

	Cash Equivalent
	100,000
	151,364
	88,000
	208,000
	

	Acres
	80
	120
	80
	160
	80

	Price/Acre
	1,250
	1,261
	1,100
	1,300
	

	
	
	
	
	
	

	Percent Tillable
	95%
	90%
	85%
	90%
	90%

	Average CSR
	70.5
	68.0
	66.5
	71.0
	70.0

	Building Value
	0
	9,000
	0
	24,000
	8,000

	

	B.  Adjustments ($/A)

	Location
	0
	-25
	0
	25
	0

	Land
	-80
	35
	110
	-20
	0

	Improvements
	100
	25
	100
	-50
	0

	Size
	0
	10
	0
	20
	0

	Time
	25
	17
	0
	17
	0

	
	
	
	
	
	Average

	Indicated Value
	1,295
	1,323
	1,310
	1,292
	1,305


	Table 2.  Estimated Income and Expenses – 50/50 Crop Share Lease

	

	Income

	Corn
	Sale 1
	Sale 2
	Sale 3
	Sale 4
	Subject

	- Acres
	38.0
	54.0
	34.0
	72.0
	36.0

	Yield
	120.0
	115.0
	110.0
	125.0
	120.0

	Price
	2.00
	2.00
	2.00
	2.00
	2.00

	Amount (50%)
	4,560
	6,210
	3,740
	9,000
	4,320

	

	Soybeans
	
	
	
	
	

	- Acres
	38.0
	54.0
	34.0
	72.0
	36.0

	Yield
	42.0
	40.0
	38.0
	44.0
	42.0

	Price
	5.25
	5.25
	5.25
	5.25
	5.25

	Amount (50%)
	4,190
	5,670
	3,392
	8,316
	3,969

	Bldg/Pasture Rent
	0
	3,000
	500
	2,400
	300

	Total
	8,750
	13,880
	7,632
	19,716
	8,589

	

	Expense
	
	
	
	
	

	Corn
	
	
	
	
	

	- Cost/acre (50%)
	90.00
	87.50
	85.00
	92.50
	87.00

	Amount
	3,420
	4,725
	2,890
	6,660
	3,132

	Soybeans
	
	
	
	
	

	- Cost/acre (50%)
	30.00
	30.00
	30.00
	30.00
	30.00

	Amount
	1,140
	1,620
	1,020
	2,160
	1,080

	Total Crop

Expense
	4,560
	6,345
	3,910
	8,820
	4,212

	

	Repairs
	0
	150
	0
	300
	100

	Insurance
	70
	130
	70
	280
	120

	Taxes
	990
	1,500
	860
	2,100
	1,020

	Management 

(10% of net before taxes)
	666
	1,020
	547
	1,534
	715

	Total
	6,286
	9,145
	5,387
	13,034
	6,167

	
	
	
	
	
	

	Net Income
	2,464
	4,735
	2,245
	6,682
	2,422

	
	
	
	
	
	

	Sale Price
	100,000
	151,364
	88,000
	208,000
	---

	

	Capitalization rate

 (net income/sale price)
	2.46%
	3.13%
	2.55%
	3.21%
	2.84%

	

	Expected Value of Subject (net income/capitalization rate)                                                         85,282

	- Per Acre (80 acres)                                                                                                                           1066


	Table 3.  Cost Approach Example

	

	A.  Soil Class

	
	Price/Acre
	Acres
	Value
	

	Kennebec (26) and Primghar (91)
	1,500
	13
	19,500
	

	Galva (310B) and (310B2)
	1,350
	51
	68,850
	

	Galva (310C2) and Sac (77C)
	1,100
	8
	8,800
	

	Building site
	800
	4
	3,200
	

	Roads, etc.
	0
	4
	0
	

	Total  Land Value
	
	
	
	100,350

	Contributory Value of Buildings

    (see below)
	
	
	
	8,012

	Total Value
	
	
	
	108,362

	
	Per Acre
	1,355

	

	B.  Building Improvements

	

	Item
	Date
	Size
	Rate
	Replacement

Cost
	Depreciation
	Remaining

Value

	Grain Bin
	1988
	10,000 bu.
	1.25
	12,500
	40%
	7,500

	Barn
	1955
	32' x 40'
	8.00
	10,240
	95%
	  512

	Totals
	
	
	
	22,740
	
	8,012
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