W COBANK

KNOWLEDGE EXCHANGE

Precision Agronomy Services Will Factor
Heavily in the Future of Ag Retailing

Key Points:

m Ag retailers, including farm supply cooperatives, are benefitting from crop farmers’ strong
spending on inputs and agronomic services in a second year of above-average grain prices.

m While agronomy profits will generally remain favorable for the next six to 12 months, we
see several emerging structural challenges that could permanently reduce farm supply
cooperatives’ returns and their ability to pay patronage over the long term.
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The short-term outlook for ag retailers is
positive given a backdrop of strong farmer
income and steady demand for crop inputs.

As harvest concludes later this fall, farm supply
cooperatives (barring any weather shocks)
should experience an active and profitable

fall agronomy season. Further, with corn and
soybean futures prices above the cost of

crop production, the good times could last
throughout the next 12 months.

The traditional approach for farm supply
cooperatives is to save above-average profits
when times are good (like now through the next
12 months) and then manage costs rigorously
during the inevitable downturn, which we
expect will begin in 2023. Unfortunately, this
approach exposes cooperatives to revenue
volatility and declining earnings during down
cycles, often lasting five or more years.

We see an alternative path forward for ag
retailers: expand their delivery of precision
agronomy tools, services and processes,
and earn fee income for doing so. Putting
technology and information to work to help
farmers manage their inputs and production
is where farm supply co-ops excel. The
current upturn in the crop cycle provides a
timely opportunity to make the necessary

www.cobank.com

investments in technology-experienced staff
who can develop revenue sharing partnerships
with partners across the value chain.
Transforming the retail business model in this
fashion offers three tangible benefits:

1. New sources of income in the form of
recurring service fees (on precision
agronomy) vs. commissions and rebates
on sales of seed, agrochemicals, and
fertilizer products.

2. Gradual margin growth on the
aforementioned fee income.

3. A better customer experience that leads
to better retention (farmers are under
pressure to improve conservation and
sustainability practices, and precision
technology offers them a way to
accomplish that).

This third point is extremely important because
suppliers and other value chain players (such
as farm equipment dealerships) compete

with ag retailers for a greater farmer wallet
share. If executed properly, cooperatives can
regain their competitive advantage by owning
the delivery of precision agronomy to growers
before others disintermediate them.
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THE STATE OF AG RETAIL

Farm supply cooperatives are enjoying success
given current favorable U.S. farm economics

Ag retailers have enjoyed three consecutive

. NET U.S. FARM INCOME
profitable agronomy seasons and generally

appear well positioned for fall 2021 amidst high Dollars in Billions
grain prices and favorable farm economics 120
(the partial risks to this outlook include weather
volatility, expected shortages of certain crop 110
production chemicals, and high fertilizer prices 100 e
that may cause growers to ration purchases). 90 Averaged $79 Billion Between
Notwithstanding the known risks, three factors 0 2014 and 2019
support a continued favorable environment for
input spending: /70
1. Cash corn, soybean, and wheat prices. e
Grain prices are currently well above the 50
2014-19 averages of $3.77 for corn, $9.56 40
for soybeans and $4.98 for wheat.! 30
2. Strong net income. Industry sources 20
estimate that U.S. net farm income will 10
reach $111 billion for 2021 and $104 billion
for 2022, versus average net farm income of 0
$79 billion between 2014 and 2019 (i.e., the 2014 2015 2016 2017 2018 2019 2020F 2021F

period prior to the recent “grain run”).2

Net Farm Income Before Support B Direct Federal Support

3. Favorable cash flows. Cash crop receipts,
a cash flow proxy, are forecasted to reach Source: USDA
$216 billion for 2021 and $221 billion for
2022, versus an average of $196 billion
between 2014 and 2019.3
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THE STATE OF AG RETAIL

Tight stocks-to-use in 2022 should support higher corn and acres and therefore,
continued above-average crop prices and input demand

U.S. corn and soybean stocks remain very

tight (at or near levels last seen during 2012- CORN SOYBEANS

14), a situation that we see continuing for the Price per Bushel Percent Price per Bushel Percent
near future. What led the industry here was a $8 25 $16 25
combination of 1) strong domestic and export $7 $14

demand (especially from China) for food, feed 20 20
and fuel, coupled with 2) lower production $6 $12

in Brazil, Argentina, and China in 2020 and $5 15 $10 15
2021 resulting mainly from adverse weather $4 $8

(drought and freezes). What will keep the

industry here is continued strong exports (see 33 36

next page) and growing demand for oilseeds. $2 $4

Considering all factors, we see the demand $1 $2

imbalance in grain stocks and usage persisting

until at least 2023. L

$0

U.S. Average U.S. Stocks/
Farm Price (left) Use (right)

U.S. Average U.S. Stocks/
Farm Price (left) Use (right)

Source: USDA WASDE Data as of September 2021
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THE STATE OF AG RETAIL

USDA's favorable outlook for U.S. grain exports
provides further support for farmers and ag retailers

USDA’s recent U.S. Agriculture Trade Outlook
report supports our conclusion that farm

VALUE OF GRAIN, OILSEEDS AND ETHANOL EXPORTS VS. TOTAL AG EXPORTS

supply cooperatives and independent ag Dollars in Billions Dollars in Billions
retailers will see continued strong input 100 180
spending by U.S. farmers over the next Total U.S. Ag Exports

12-18 months. While raising its estimate for 90 (right axis)

total fiscal 2021 agricultural exports from 80

$164.0 billion in June to $173.5 billion in

August, USDA initiated a 2022 projection 70

of $177.5 billion. Within that projection, the 60

agency forecasts grains and feed exports of

$41.8 billion, oilseeds and related product 1510)

exports of $43.5 billion and ethanol exports of
$2.5 billion. The growth in trade export value
reflects higher commodity prices which more 30
than offsets declining export volumes. To
illustrate this point, note that corn and soybean
export volumes are projected to decline by 10
13%in 2022 (to 116.9 MMT from 134.0 MMT),

yetincrease in value by 5% in 2022 (to $49.4 0
billion from $47.1 billion).* 2020 2021F 2022F

40

20

M Total Grains & Feeds Total Oilseeds & Products M Ethanol

Source: USDA
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THE FORCES DRIVING CHANGE

Looking out several years, ag retailers will
face increasing pressures from all sides

Ag retailers are facing risks that will only

increase over time including the consolidation UNDER PRESSURE

and growing market power of agro-chemical

and seed suppliers and the maturation of PRESSURE FROM ABOVE:

ag tech startups. Another growing risk is the Concentrated supplier market shares in
blurring of the lines between farm equipment agro-chemicals/seed and fertilizer

dealers and agronomy providers as larger
farmers demand advanced digitally enabled

precision tools and services. Two recent PRESSURE FROM PRESSURE FROM
examples of this include CNH Industrial’s . ]
acquisition of Raven and Deere & Co.’s THE SIDE.' THE S|.DE.
acquisition of Bear Flag Robotics. Both will AgTech service A RETAILER Farm equipment

. . providers and manufacturers are
help the original equipment manufacturers ) )

_ ) start-ups offering making deeper
accelerate their offerings of autonomous and new disruptive s | Nito
precision farming services, something that will technologies agronomy with
compete with traditional agronomic advice precision
provided by ag retailers. equipment

PRESSURE FROM BELOW:

As U.S. farms consolidate and become larger
and more sophisticated, these buyers demand
volume-based discounts on crop inputs
which hurts retailer margins

Source: Kenneth Scott Zuckerberg, CoBank
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THE FORCES DRIVING CHANGE

The consolidation of U.S. farms into larger farming enterprises
is a long-term structural risk for retailers

The number of U.S. farms continues to decline
via consolidation as family and non-family
farms seek greater economies of scale to

TRENDS IN FARMS BY SIZE

boost profitability. While the total number of |FarmSize | 1957 2007 2087 Change since 1997
domestic farms dropped by 7.8% between Under 500 acres 1,858,996 1,882,030 1,736,106 -6.6%
1997 and 2017, the number of large farms

(defined as 2,000 or more acres) rose by 500 to 999 acres 179,447 149,713 133,321 -25.7%
14.4% during this period. We see these as the

associated risks as this trend continues: 1,000 to 1,999 acres 103,007 92,656 87,666 -14.9%

”

1. Retailers could lose their “agronomy edge
as the new class of commercial farming
enterprises hire their own agronomy
staff and demand more data-intensive
precision ag services.

2,000 or more acres 74,426 80,393 85,127 14.4%

Total U.S. Farms 2,215,876 2,204,792 2,042,220 -7.8%

. Source: 2017 Census of Agriculture, USDA-NASS
2. The larger the farm, the more likely the

customer will demand volume-based
discounts creating a double-edged sword
for the local cooperative: selling at a
discount depresses margins, but refusing
to discount may force customers to
purchase elsewhere.
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A FRAMEWORK FOR BUSINESS MODEL TRANSFORMATION

So how should ag retailers increase their relevance to larger farm customers?
More precision agronomy services

The 2021 CropLife magazine/Purdue
University Precision Agriculture Dealership
Survey confirmed that ag retailers continue to
embrace data and digital tools (at some level) Percent
as part of their precision agriculture service 90
offering to farm customers. While the survey
indicated already strong adoption of certain 80
sensing-technologies (such as grid or zone 70
soil sampling) and variable rate technology
(VRT) for fertilizer application, there are still 60
tremendous growth opportunities for retailers 50
for other technologies. Examples include
unmanned aerial vehicle (UAV)/drone imagery 40
sensing for crop scouting and analysis, VRT 30
pesticide applications, and precision seed
recommendations and prescriptions. Long- 20
term, several new technologies offer exciting
growth potential, such as crop inputs applied
using UAV/drones, and robotic crop scouting
and weeding.® — Grid or Zone Soil Sampling

RETAIL DEALER OFFERINGS OF
COMMON PRECISION SERVICES

RETAIL DEALER OFFERINGS OF
EMERGING PRECISION SERVICES

Percent
60

50

40

30

20

— Variable Rate (VRT) Fertilizer Application

VRT Seed Prescriptions

m 2021 m 2024p

Source: CropLife 2021 Source: CropLife 2021
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A FRAMEWORK FOR BUSINESS MODEL TRANSFORMATION

One strategy to accelerate precision offerings
is via partnerships with channel partners

In our November 2020 report, Field of
Agronomic Dreams, we offered ideas about
reimagining the farm supply cooperative
business model to drive greater value to
members. One of those ideas was to create » Crop Diagnostics, Imagery, Scouting and Monitoring
strategic partnerships with emerging
ag technology companies. The current ¢ Guidance and Positioning Systems
environment is ideal for such partnership
structures as a revenue-sharing opportunity
between retailer and supplier. The ¢ Soil Health Analysis
following table offers examples of specific
technologies, tools, and ideas that farm ¢ Variable Precision Rate Nutrient, Crop Protection
supply cooperatives could theoretically and Microbial Applications

collaborate on with suppliers to deliver
more value to growers and develop new
revenue sources. Source: CoBank

PRECISION / AgTECH CATEGORY

e Carbon Monetization

* Robotics and Automation
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WHY COOPERATIVES SHOULD TRANSFORM

The business case for adding software income
is financially compelling

Based on our analysis of an aggregated
composite of CoBank farm supply
cooperatives (FSC) in two Midwestern states,

COMPARISON OF AG RETAIL VS. SOFTWARE OPERATING MARGINS

FSC margins average just 2% compared CoBank Farm Supply NYU Analysis of Publicly Traded
to 16% for software providers. The large Cooperatives Composite (a) Software Companies
variance reflects lower gross profit margins for

commissions on crop inputs as well as higher High 10.76% 23.30%
fixed costs for the cooperative business

model. Beyond providing farm customers with Low -4.28% 5.06%

enhanced digital tools to farm more profitably,
the business case for retailers’ expansion of
precision agronomy services is financially
compelling. The higher the margin, the more

patronage the cooperative can presumably
pay to its membership. Source: CoBank and Aswath Damodaran of New York University

Average 1.99% 16.32%

(a) Represents 4 year average performance of CoBank customers located in lllinois and Missouri
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WHY COOPERATIVES SHOULD TRANSFORM

The ag retailer of the future will earn income from precision, carbon
and sustainability programs in addition to traditional input product sales

The key for ag retailers is to adopt and adapt

to new technology and transform the business REVENL LR Now In the Future
model to generate fees for advice rather than
rely on commission and rebate income from
input product sales. Why should cooperatives Rebates / Bonus Commissions v/
transform? The answer is three-fold:

Sales Commissions (seed, chemicals and fertilizer) v

o ) ) ) Precision Agronomy Service Fees:
1. Precision agronomic services are in

demand by customers e Artificial intelligence (Al) prescriptions

¢ Digital field diagnostics, remote sensing crop surveillance,
2. These services can help cooperatives and integrated pest management

attract and retain high-value customers. » Digital soil health analysis, mapping and nutrient

) ) deficiency measurement
3. If retailers do not embrace changing

market needs and preferences,
equipment dealers and disruptive new
entrants will step up and fill the void.

e Variable rate applications of plant nutrients, crop protection
chemicals,tailored seed treatment (e.g., the Simpas® solution)

¢ Precision water management and irrigation

Carbon Management / Sustainability Program Fees:

¢ Grower solutions that sequester carbon and optimize input usage
while optimizing crop yield

e Digital record keeping of farm practices and input usage for use
in carbon monetization programs (traceability)

Source: Kenneth Scott Zuckerberg, CoBank
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Conclusion

Farm supply cooperatives are currently
experiencing cyclically strong returns as the
grain run enters its second year of an upturn.
Growing global demand for feed grains and
vegetable oil generally positions U.S. farmers
and retailers for continued success over the
next year (although product shortages and high
fertilizer prices could cause some disruptions).
The much bigger question is what does the
environment for ag retailers look like after 20237
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We see several structural risks facing farm
supply cooperatives in the coming years,
namely: larger, more sophisticated farm
customers seeking advanced technological
tools, increased competition from input suppliers
and equipment dealerships providing precision
agronomic services, and disruption by ag

tech startup companies. However, we believe
the aforementioned challenges present an
opportunity for cooperatives to transform their

business model to survive and thrive in the future.
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Putting technology and information to work

to help farmers manage their inputs and
production is where farm supply co-ops excel.
The path forward is to expand this delivery

of precision agronomy tools, services and
processes, and earn fee income for doing so.
The current upturn in the crop cycle provides
a timely opportunity to make the necessary
investments in technology-experienced staff
who can develop revenue sharing partnerships
with partners across the value chain. l

4 Kenner, Bart, Hui Jiang, and Dylan Russell. Outlook for U.S. Agricultural Trade, AES-117, USDA-ERS and FAS August 26, 2021.

52021 Precision Agriculture Dealership Survey Confirms A Data Driven Market For Retailers — CropLife Magazine.
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Disclaimer: The information provided in this report is not intended to be investment, tax, or legal advice and should not be relied upon by recipients for such purposes. The information
contained in this report has been compiled from what CoBank regards as reliable sources. However, CoBank does not make any representation or warranty regarding the content, and
disclaims any responsibility for the information, materials, third-party opinions, and data included in this report. In no event will CoBank be liable for any decision made or actions taken
by any person or persons relying on the information contained in this report.
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