September 2016
Issue 03

Capturing Opportunities
In Australian Agriculture

Alternative Thinking

The Blue Sky Strategic Australian Agriculture Fund offers investors an attractive opportunity
to invest in Australia’s globally competitive agriculture sector. The Fund, managed by a highly
experienced team, employs a unique diversified strategy investing across Australian water

entitlements, Australian farmland and associated businesses and Australian agricultural
infrastructure.
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Changing Times, Patient Capital and Capturing Opportunities in Australian Agriculture

Introduction

The enduring feature of institutional investment
allocations over the past 10 years has been the rise
in patient capital (capital allocated to relatively illiquid
investment strategies such as real assets, private
equity and real estate). Against a backdrop of ever
lower ‘zero risk’ yields and an ongoing search for
returns and diversification, institutional interest in
agriculture investment opportunities has increased.

Agriculture is far from a mainstream investment
class [which is how we like it] yet we invest with
high conviction into a sector that is underpinned by
compelling structural fundamentals.

In this article we explore Australia’s role in feeding
the world, how sector returns have fared over the
past ten years and the operational challenges to
capturing investor returns in the sector. This enables
us to provide insight into Blue Sky's strategy of
investing locally rather than globally with a diversified
rather than narrow sector focus.

TOP 10 EXPORT DESTINATIONS FOR AUSTRALIAN FOOD AND FIBRE

AS$ billion

1. CHINA $8.7b

6. VIETNAM $1.7b

10. SAUDI ARABIA $0.9b

3. INDONESIA $3.0b

8 MALAYSIA $1.2b

9. HONG KONG $1.0b

Australia’s Place in a Global Market

Australia is a major agricultural producer, one of the
world's largest net food exporters' and the world’s
largest organic farmer by area?. With a comparative
advantage in the production of several agricultural
products®, a durable competitive advantage
(geographic proximity) in supplying Asian markets
and abundant per capita arable land, Australia has a
substantial opportunity to meet growing world food
and fibre demand.

Australian Agriculture’s long term productivity
growth, perhaps the most appropriate indicator of
competitiveness, has risen broadly in line with the US
and exceeded that of Canada over the last 50 years”. A
2014 McKinsey paper documenting Australia’s global
competitiveness identified agriculture as an industry
where Australia is strongly competitive, particularly in
the production of broad-acre agricultural goods that
leverage Australia’s large land mass.

EXPORTS TURNOVER
(A$ billion)  (A$ billion]
-unprocessed
$214b $734b -processed
$20.2b $100.0b

TOTAL: $41.6b TOTAL: $173.4b

4.USA $2.8b

Source: Austrade 2015, Why Australia Benchmark Report, 2015 Australian Government
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Australia’s prominent role as a large agricultural
exporter is primarily a derivative of its relative
population size. Australia exports ~60% of its
agricultural produce®. By comparison the US exports
~22% of agricultural produce®. Asian countries, driven
by favorable demand fundamentals and supported

by established free trade agreements that are
progressively lowering historical trade barriers, now
account for 7 out of 10 of Australia’s top agricultural
export markets. China is just one example of the
growth in demand for food from Asia nations. In 2014,
the World Bank reported that the average annual
growth rate of China’s Food and Beverage imports
was approximately 15% in the five years to 2012.
Australia supplied 8% of China’s US$112 billion of
agricultural imports in 2013 and was the third largest
supplier of agricultural products to China behind the
United States and Brazil.

Australia, along with Argentina, Brazil, Canada, the
EU and US, will remain important global suppliers

of agriculture goods in the coming decade. In the
future, Australia will not produce vast quantities of
produce on the scale of the US or Brazil, but rather it
will continue to play a key role in providing premium
traceable agricultural goods to the world (and
increasingly Asia).

The globally competitive Australian agriculture sector
represents an attractive opportunity to directly invest
in, and capture returns from, real assets (many of
them scarce and not replicable] that in themselves
provide exposure to the favorable supply and demand
dynamic that exists in the Asian region and worldwide.

Australia’s Operational Challenges

Deriving sustainable returns from Australia’s
agriculture sector can be challenging given the
dominance of private family farming businesses,
scarcity of leasehold farm operations at scale,
diversity of farming systems, industry fragmentation,
ever present agricultural commodity cycles and an
expectation of production volatility arising from the
variability of Australia’s climate.

Family or individual owner-operators currently
manage ~99% of all farm business in Australia where
in the US 39% of all farmland is rented or leased’.
This is evolving, however, the general lack of well-
established leasing structures limits the number of
passive investment opportunities available to financial
investors and necessitates the need to partner with
local farm managers.

Volatility in agricultural commodity prices peaked in
the decade leading up to 2009. Although volatility in
agriculture is thought to be lower than energy and
metals®, annualized historical volatility of corn, wheat
and soybeans prices, per futures contracts, averaged
~30% between 1997 and 2013". The level of volatility
will vary between agricultural commodities and at
the margins there will be differences in the volatility
of cash prices paid across different locations due to
the impact of local supply and demand. Volatility in
agricultural commodity prices, an inherit aspect to
the agriculture sector, is both a source of opportunity
and additional risk.

Figure 1 - Australian rainfall deciles: 36 months
ending May 2016 vs ending May 2012

1 June 2013 - 31 May 2016




Analysis provided by the Institute on the Environment
at the University of Minnesota'® shows yield variability
of key commodity crops in the midwestern United
States (corn & soybeans] is lower than the yield
variability of wheat in Australia (wheat is one of
Australia’s largest annual seasonal crops). It is
estimated that climate variability explains up to

~60% of Australia’s wheat yield variations and ~40%
of a much smaller variation in corn and soybeans in
the Midwest. Climate variability, in rainfall terms, is
illustrated by Australian rainfall deciles as published
by the Bureau of Metrology (figure 1)'". This variability
highlights the importance of water as an input to
agricultural production. It is also one reason why
Blue Sky has dedicated resources to building water
market capability over ~10 years and why we have a
natural preference for irrigated farming opportunities
over dryland alternatives.

The ability to derive stable returns from a complex
operating environment requires significant sector
expertise. As is commonly the case we've found
interesting opportunities appear in niche sectors
when we delve into the details and have a well-
positioned team.

Average returns are just average!

Land has been a sustainable creator and store of
wealth over an extended period. Patient capital is the
ultimate beneficiary. The weighted average annual
capital return for farms located in the state of New
South Wales (used here as a proxy for Australian
farms as the New South Wales sample accounts

for 30% of all farms) was 5.55% between 1990 and
2014,

Operating returns on the other hand suggest farming
has been a challenging business for the average
participant, many producing commodity products at
a small margin with little operational scale and little
ability to fully mitigate inherit risks of climate and
commodity price fluctuations. Using the same New
South Wales data set over 25 years, the average farm
operating returns have barely surpassed zero risk
yields (according to the Australian Farm Institute,
averaging at 2.97%). However, the majority of the
sector’s financial returns are accruing to top quartile
farmers, recording operating returns over 3 times
higher than the average producer. This is a critical
bifurcation of return profiles that provides opportunity
but equally necessitates deployment of investment
capital through proven teams and structures.

Structuring a Real Assets Fund to Achieve
Stable Returns in Agriculture

Blue Sky Real Assets have delivered net returns of
17.7% since inception'™. Our long term objective is to
deliver a stable return profile (targeting annualized
net returns of 12% - 15%) comprising both capital
growth and annual distributions. It is our view, in the
context of the Australian agriculture sector, that:

e Being sector agnostic [permanent crop vs row
crop vs protein) allows financial participants to be
opportunistic in building geographic and sector
diversified portfolios of large-scale assets with
competitive cost structures.

e |dentifying and partnering with high quality
aligned management teams provides the
opportunity to capture outsized returns.

e Strong in-house sector expertise, broad networks
and adequate capital capacity provide insights
and opportunities to drive returns that regionally
focused operators sometimes overlook or are not
in a position to execute.

e Portfolio diversification provides the ability
to mitigate risks in individual commodities,
locations and management teams.

e Mid-market focus provides higher level deal
flow, ability to diversify, opportunity to develop
attractive assets and greater likelihood to gain
majority control over assets.

Water as the limiting input into Australian agriculture
is at the core of our real assets business and

our investment strategy. The information and
insights derived from being a pioneer in a unique
marketplace found nowhere else in the world has

led Blue Sky to capitalize on adjacent opportunities
in farmland (predominantly irrigated farmland),
associated agribusinesses and regional mid-market
infrastructure that supports the agriculture supply
chain.

The relative strengths of Australia’s agriculture
sector provide an obvious opportunity in a global
sector supported by compelling macro fundamentatls.
A diversified Australian investment strategy provides
an ability to achieve a favorable return profile and
included as part of a global agriculture portfolio will
provide exposure to a variety of markets, consumers,
crops and growing seasons enhancing the risk return
profile.
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For more information please contact:

Michael Blakeney Patrick Hayden

Portfolio Manager - Blue Sky Real Assets Director

Level 46, 111 Eagle St, Brisbane QLD 4000 501 Madison Avenue, New York, NY 10022
Mobile: +61 407 816 919 Mobile: +1 646 644 2753

Email: mblakeney(dblueskyfunds.com.au Email: phayden(dblueskyfunds.com

Alex McNab Kim Morison

Chief Investment Officer Managing Director - Blue Sky Real Assets
Level 46, 111 Eagle St, Brisbane QLD 4000 Level 46, 111 Eagle St, Brisbane QLD 4000
Mobile: +61 414 495 181 Mobile: +61 400 002 016

Email: amcnabl(@blueskyfunds.com.au Email: kmorison(dblueskyfunds.com.au




Disclaimer

This document and the information contained herein (the “materials”) is
confidential. This document is for information purposes only and is furnished
by or on behalf of Blue Sky Water Partners Pty Ltd ("BSWP") (ABN 63 127 513
099) to a limited number of wholesale clients (“recipients”). The materials
are intended for authorised recipients only and may not be reproduced or
distributed in any format without the express written approval of BSWP.

By accepting delivery of this document, the recipients are deemed to agree
that the materials are, amongst other information, proprietary information
belonging solely to Blue Sky Water Partners and its affiliates which shall be
held in strict confidence and not copied, reproduced or distributed, whether
whole or in part, to any other person or be used by any person without the
express written consent of Blue Sky Water Partners.

No offer or advice

The materials do not constitute an offer to sell or issue, or a solicitation of an
offer to purchase, subscribe for or otherwise invest in the Blue Sky Strategic
Australian Agriculture Fund (the "Fund”) described herein. The information in
the materials may notbe used or relied upon in connection with any offer or sale
of the interests in the Fund. Any offer or solicitation with respect to interests
in the Fund will be made only pursuant to an information memorandum and
definitive documentation in accordance with the restrictions on offers and
sales set out below.

In making an investment decision, recipients must rely on their own
examination of, and consult their own advisers as to, the Fund and the terms
of any offering in the information memorandum, including the merits and risks
involved and the legal, tax and financial consequences of such an investment.
The materials do not constitute and may not be relied upon as constituting any
form of investment or financial product advice to the recipients, nor do they
constitute such person a customer or client of Blue Sky Water Partners. Each
recipient should conduct its own independent investigation and assessment
of the contents of this document, the information memorandum and definitive
documentation, and make such additional inquiries as it deems necessary or
appropriate.

The Materials

The materials are not complete, may be changed, and have been obtained,
in part, from sources outside of Blue Sky Water Partners. The materials
and any opinions contained therein have been compiled in good faith, but no
representation or warranty, express or implied, is made as to their accuracy
or correctness. Statements contained in the materials are made as of march
2016 and there is no obligation on the part of Blue Sky Water Partners and
/ or its investment vehicles (including the Fund] to update the materials or
to ensure the statements contained in the materials remain current or
accurate. Save to the extent (if any) that exclusion of liability is prohibited by
any applicable law or regulation, Blue Sky Water Partners and its officers,
employees, representatives and agents expressly advise that they shall not
be liable in any respect whatsoever for any direct, indirect or consequential
loss or damage suffered or incurred by a recipient or any other person or
entity however arising (whether in negligence or otherwise) in any in way in
connection with the information contained in the materials or the authenticity,
accuracy, or completeness of such information. Statements contained in the
materials (including those relating to current and future market conditions
and trends in respect thereof) that are not historical facts are based on the
current expectations, estimates, projections, opinions and/or beliefs of Blue
Sky Water Partners.

Additionally, the materials may contain forward-looking statements regarding
future events and the future financial performance of Blue Sky Water Partners
and/or its investment vehicles (including the Fund]. The forward-looking
statements contained in the materials involve subjective judgment and analysis
and are subject to significant uncertainties, risks and contingencies, many of
which are outside the control of, and are unknown to Blue Sky Water Partners
and its investment vehicles (including the Fund), and their directors, officers,
employees, agents or affiliates. Actual future events may differ materially
from the forward-looking statements and the assumptions on which those
statements are based. Given these uncertainties, you are cautioned to not
place undue reliance on such forward-looking statements.

Furthermore, in considering the historical data and any prior performance
information contained in the materials, each recipient should bear in mind
that past performance is not indicative of future results and there can be
no assurance that Blue Sky Water Partners and/or its investment vehicles
(including the Fund) will achieve comparable results, that targeted or
projected returns or diversification or asset allocations will be met, or that
Blue Sky Water Partners will be able to implement its investment strategy and
investment approach or achieve its investment objectives for its investment
vehicles.

Restrictions on offers and sales of interests in funds managed by Blue Sky
funds managed by Blue Sky are managed investment schemes under the
corporations act 2001 (cth) and will not be registered with the australian
securities and investments commission. Interests in these funds has not
been, and will not be approved or disapproved by any securities regulatory
authority of any jurisdiction. Nor has any such authority or commission passed
on the accuracy or adequacy of the materials. There will be no public market
for the interests in these funds. The transfer or resale of these securities will
be subject to certain limitations. Recipients who ultimately decide to invest
should have the financial ability and willingness to accept the risks and lack of
liquidity that will be characteristic of an investment in these funds.

Australia

The Trustee of Funds managed by Blue Sky, Blue Sky Private Equity Limited,
holds Australian financial services licence 314 177 and is authorised to provide
financial product advice to “wholesale clients”. Any offer or solicitation in
Australia will only be made to “wholesale clients” as such term is defined in
the Corporations Act 2001 (cth) by means of an information memorandum and
definitive documentation through Blue Sky Private Equity Pty Limited.

United States

Any offer or solicitation in the united states will only be made by means
of a private placement memorandum and definitive documentation in a
transaction exempt from the registration requirements of the Securities
Act of 1933, as amended (the “Securities Act”). The offer and sales of the
securities will not be registered under the securities act or the securities
laws of any jurisdiction in the United States. Any offering of the securities
will only be available to persons who are (i) “qualified purchasers” as such
term is defined in the investment company act of 1940, as amended (the
“investment company act’]; and (i) “accredited investors” as such term is
defined in rule 501(a) of regulation d promulgated under the securities act.
Securities will only be offered outside the united states to non-u.s. Persons
in “offshore transactions” (as defined in regulation s under the securities
act) in compliance with regulation s and in accordance with the laws of the
jurisdiction in which the non-u.s. Person receives the offer. Funds managed
by Blue Sky not be registered as investment companies under the investment
company act. Neither the investment manager, its general partner, nor any
other entity in the Blue Sky Water Partners Group will be registered as an
investment adviser under the Investment Adviser’'s Act of 1940, as amended
(the “Investment Advisers Act”). Consequently, investors will not be afforded
the protections of the Investment Company Act or the Investment Adviser’s
Act.

Other jurisdictions outside Australia
Interests in the Fund will not be offered or sold in any other jurisdiction

except to persons to whom such offer, sale or distributions is permitted under
applicable law.



