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Extracting profits in the second round of legalization; initiating coverage

The Desjardins Takeaway
As investor fatigue sets in on the cultivation segment, we introduce the extraction segment as a
means of gaining exposure to the fast-growing cannabis sector, which we believe also offers lower
risk. Extraction companies offer better sales visibility, limited downside margin risk and a faster path
to positive EBITDA compared with the cultivation segment. With the upcoming launch of edibles in
Canada, the sector should be well-positioned to benefit from this new sales growth catalyst.
  
Highlights
The transition to cannabis 2.0. Trends show that traditional dry flower is losing market share to vapes
and edibles. Surveys suggest that new users would be most likely to try cannabis in an edible form factor.
All non-dry-flower product forms (eg edibles, beverages, topicals, tinctures and vapes, also known as
cannabis 2.0) require the oils to be extracted before they can be used in a 2.0 form factor. As a result,
there should be very strong demand for extraction services.

Sales visibility, profitability and risk exposure. Extraction companies typically sign multi-year supply
agreements that involve minimum volume requirements or take-or-pay. Extraction generally faces
limited commodity risk exposure (ie declining dry flower/biomass prices), which should help protect
against margin pressure.

Introducing an ‘extraction scorecard’. Our scorecard captures the companies’ current operational
footprint, products and service offerings, and their customer base. In our evaluation, we also look at
their strategy, execution risk and expansion opportunities.

Initiating coverage of Heritage (Buy), Neptune (Buy) and Valens (Buy). Heritage intends to leverage its
extensive extraction expertise and unique manufacturing hub model while Neptune offers size, scale,
previous experience in wellness products and US optionality; Valens offers the most diverse extraction
expertise and is evolving toward a white label focus. All look cheaply valued based on FY20 metrics.

This report was prepared by an analyst(s) employed by Desjardins Capital Markets and who is (are)
not registered as a research analyst(s) under FINRA rules. Please see disclosure section on pages
82–84 for company-specific disclosures, analyst certification and legal disclaimers. 1
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Cannabis industry overview  

Now more than ever all eyes are on Canada to be the leader in regulating recreational cannabis (it 
added C$7.9b to the country’s GDP in August), creating solid products with quality ingredients. In this 
initiation of coverage report, we take a look at those companies that will be at the forefront of the 
second round of legalization—the cannabis derivatives market. Industry cultivation capacity 
continues to ramp up, quality is improving, product selection and product availability are increasing, 
and some companies are starting to produce positive EBITDA, with others on their way to doing the 
same. Despite this progression on the part of the licensed producers (LPs), we believe some investor 
fatigue is occurring in this sub-segment, especially based on the underperformance of the LP segment 
relative to other cannabis sub-segments over the past several months. Extraction-focused companies 
have posted six-month and year-to-date returns of -14.5% and 55%, respectively, vs LPs at -51% and  
-6.2%. We therefore believe an investor pivot along the value chain could provide a pathway to 
better value and returns, in addition to lower risk. 

The cultivation-focused companies are still in the early growth stage of their business life cycle, but 
we fear the period between growth and the shake-out phase could be rather short as production 
capacity ramps up and as cannabis (especially dry flower) becomes commoditized and cannabis 2.0 
products take market share. With extraction, the segment launched not too long ago, with supply 
agreements commencing in 1H18, and has been ramping up ever since. Despite its later launch, the 
path to profitability for the extraction segment has been much quicker, with two companies already 
posting positive EBITDA (vs only two LPs, out of many). 

Exhibit 1: Extraction companies are at an earlier stage than LPs but closer to profitability 

 
Source: Corporate Finance Institute 

Put simply, cultivation is viewed as the lowest rung of the value-chain ladder. As it stands today, the 
segment is crowded, with more than 190 licences awarded by Health Canada thus far and plans for 
estimated production capacity of more than 4m kg. With estimates calling for ~1m kg of demand in 
Canada and up to 1.5m in the most optimistic scenarios, there is a high likelihood of oversupply, 
commoditization risk and downward pressure on prices and margins, similar to what has occurred in 
other legalized cannabis markets (eg Oregon and Colorado). Increasing outdoor cannabis production 
and an increase in hemp acreage should also put pressure on the cannabis flower market. 

As a result, our attention turns to the extraction sector, which touches several points along the value 
chain, including extraction, purification, formulation, manufacturing, packaging, testing, and, in some 
cases, distribution. 
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Exhibit 2: Moving along the value chain  

Extraction companies 

Source: Desjardins Capital Markets 

The transition to oil derivatives. Trends in the US and Canada indicate a transition to oil and oil 
derivatives and away from dry flower. New users seem more open to trying edibles than flower, and 
industry forecasts show strong demand growth for oil-derivative products. Smoking has been on a 
downward trend in Canada (as it has been in the US and globally) and, not surprisingly, smoking dry 
cannabis has also been on the decline in Canada and other major legalized US states such as Colorado 
(one of the first US states to legalize adult-use marijuana in 2012), Oregon and California. While dry 
flower demand in Canada has remained relatively stable at ~10% of total sales volume (kilogram 
equivalent) since legalization back in October 2018, we note that Canada appears more advanced in 
terms of moving away from flower, whereas in Colorado, six years following legalization, flower 
represents 54% of total sales (down from 66% in 2014). We suspect that once edibles are rolled out in 
mid-December, momentum toward oil derivatives and faster adoption will commence. 

Exhibit 3: Relative market share of dried cannabis and cannabis oils  

 
Source: Health Canada 
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Exhibit 4: Cannabis trends already following smoking trends 

Smoking rate in Canada 

 

Source: Health Canada, Canadian Tobacco Use Monitoring Survey 

This is reinforced by trends in Colorado. The percentage of sales of dry flower dropped off 
considerably during the 2014–18 period (Colorado did not publish data prior to 2014), with market 
share moving toward concentrate and other oil-derived product categories. 

Exhibit 5: Market share is shifting, as seen in Colorado over the past 4+ years 

Total Colorado category sales 

 
Source: BDS Analytics 

Based on an A.T. Kearney survey of both Canadians and Americans, cannabis users (those who have 
tried it before but are not necessarily current users) have more than sufficient experience and 
exposure to cannabis 2.0 products (see Exhibit 6). Similarly, new users, if cannabis were to become 
legal, would be more likely to try cannabis in a 2.0 form factor (eg food, vaping, tincture, 
softgel/capsule or beverage) than the traditional smoking. In the same survey, 79% of respondents 
said that they believe cannabis has therapeutic and wellness benefits, which we believe would be 
best capitalized in a non-flower form, especially for new users. 

NOVEMBER 6, 2019

Heritage Cannabis Holdings Corp./Neptune Wellness Solutions Inc./Valens GroWorks Corp.

John Chu
Amrit Sidhu, CPA, CA,
Associate 5



 

Exhibit 6: User experience with different forms and new user format preferences 

What form have you or someone you know tried? 

 

 If cannabis were legal, what forms would you try? 

 
Source: A.T. Kearney   

Given these trends and the interest in edibles from new users, there is considerable anticipation and 
excitement surrounding the rollout of edibles in Canada later this year (mid-December 2019). 
Cannabis Intelligence Briefing is forecasting strong market share momentum for concentrates and 
very strong growth in edibles spending in the US and Canada (29% CAGR from 2018–22). 

Exhibit 7: Consumable cannabis categories in the US—consumer demand is expected to shift toward cannabis 2.0 products  

2017 

 

 2022E 

 

Source: Cannabis Intelligence Briefing 
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Exhibit 8: Industry forecasts call for strong growth in value-added products 

 
Source: Cannabis Intelligence Briefing 

Why LPs plan to focus more on value-added cannabis products 
Most cultivators acknowledge that dry flower would eventually become a commoditized product with 
falling wholesale prices and margins. US pricing data shows how quickly and steeply flower prices 
have declined (on a percentage basis) vs concentrates (meaningful decline but not as steep as flower) 
and edibles (fairly stable pricing). 

Exhibit 9: Better price stability for edibles (and concentrates) vs dry flower 

Price of key categories since recreational legalization1 

 
Source: PLUS product investor deck 

Furthermore, the US average retail revenue of a gram of dry flower pales in comparison to what that 
same gram could realize if it were extracted and used in a cannabis 2.0 form factor such as edibles, 
tinctures and topicals (see Exhibit 10). Based on our calculations, a company could realize a price 
more than 3x greater from 1g of dry flower extracted for value-added purposes than if it sold dry 
flower. Our numbers are based on 20% THC content per gram and an extraction yield of 65%. Put 
another way, extracting oil from 1g of 20% THC dry flower would yield ~130mg of oil (1g x 20% x 65% 
= 130mg). Using Headset’s average retail price per mg for beverages of US$0.25/mg, this would 
generate revenue of US$32.50 (130mg x US$0.25/mg = US$32.50). For comparison, prices for other 
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cannabis 2.0 products as per Headset are as follows: edibles US$0.20/mg, capsules US$0.20/mg, 
tinctures and sublingual US$0.30/mg, and topicals ~US$0.33/mg. 

Exhibit 10: Revenue generated per gram of dry flower (or equivalent)  

 
Source: Desjardins Capital Markets, Headset 

Not surprisingly, based on the realized revenue per gram of dry flower equivalent seen above, the 
profit margins for value-added products are higher than for dry flower, with more limited downside 
risk. The profit margin profiles for dry flower compared with edible products are also such that LPs 
would likely put more emphasis on this segment of the market. With price declines expected, more 
so with dry flower and less so with oils, the margins for each should also decline, whereas edibles 
margins should remain relatively stable over time. As a result, we expect companies to put more 
emphasis on the sale of value-added products. Price compression of the cannabis flower should bring 
down the cost of the inputs required for extraction 2.0 products, which could lead to higher margins 
in extracts. 

Exhibit 11: Estimated gross margin profile favours focus on value-added products 

 
Source: Desjardins Capital Markets 
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How extraction fits into the picture 
Any product outside of dry flower and pre-rolls—effectively any cannabis 2.0 product—requires 
extracted oil as an ingredient. As we indicated above, trends and surveys suggest demand for  
oil-derived products should accelerate, and LPs are incentivized to push this narrative as well given 
the higher revenue and margins that oil-derived products can generate. Extraction services should 
therefore enjoy strong demand and growth. Some industry forecasts show that oil-derived products 
could represent 60% to more than 75% of the market over the long term (compared with ~10% 
currently). 

Exhibit 12: Cannabis oil extracted from dry flower is the basis for all cannabis 2.0 products 

 
Source: Neptune documents 

The need for third-party extraction. Despite having size, scale and deep pockets, most of the biggest 
LPs have opted to engage with third-party extraction companies as they focus on ramping up 
cultivation capacity and production. The industry’s recent struggles to ramp up flower production 
suggest a longer-term focus is needed on growing sufficient quality cannabis flower. This has forced 
many LPs to outsource the extraction functionality (if they are struggling with the growing phase, we 
have low confidence in their ability to ramp up large-scale extraction). Essentially, we believe that 
cannabis extraction can be as complicated as cannabis growing. As simple as it may seem to many, 
there is an art to the science behind the extraction techniques which should not be ignored. 

Growing number of cannabis cultivation segments are outsourcing extraction services. Most of the 
largest cultivators (by market cap and capacity) have signed multi-year agreements (either strategic 
or supply agreements) with third-party extractors. By our count, at least 28 third-party extraction 
agreements have been announced in the industry (which includes LPs signing contracts with multiple 
extraction companies). Some of the leading players have been turning away customers recently given 
capacity constraints, among other factors. 
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Exhibit 13: LPs that have outsourced extraction services 

 Market cap Cultivation  

Company Nov-4 (C$m) capacity (kg) Extraction agreements 

Canopy 9,222 600,000 Hollyweed, Medipharm, Neptune, Valens 

Aurora 4,856 600,000 Radient 

Cronos 3,621 117,000 Heritage, Medipharm 

Tilray  1,790 150,000 Neptune, Valens 

HEXO 699 80,000 Valens 

Organigram 676 113,000 Valens 

TGOD 301 22,000 Neptune, Valens 

Sundial Growers 279 75,000 Valens 

SpeakEasy Growers Collective 702 150,000 Valens 

TerrAscend 702 6,500 Medipharm 

Supreme 234 50,000 Medipharm 

Emerald 119 125,000 Medipharm 

Zenabis 70 143,200 Heritage  

Harvest One 49 20,000 Valens 

JWC 36 35,000 Medipharm 

GTEC 23 18,000 Valens 

Indiva 15 40,000 Medipharm 

Source: Desjardins Capital Markets, company documents, FactSet 

Extraction supply/demand dynamics 
There has been much discussion on the substantial excess capacity in the cannabis dry flower sector 
(1–1.5m kg of demand compared with more than 4m kg of estimated capacity coming online, plus 
black market supply). The extraction sector could be facing a similar dilemma. We estimate that more 
than 4m kg of extraction capacity is currently being built, which suggests that there would be 
sufficient capacity to process almost all of the estimated 4m kg+ of cultivation capacity being built. 
However, we believe it will be more than offset by cannabis 2.0, the international markets and  
hemp-based CBD, and put the market in an excess demand situation. 

Extraction overcapacity looming? The potential oversupply situation on the cultivation side is much 
more of a concern given how fragmented the sector is, with more than 190 licences issued by Health 
Canada. Furthermore, by our estimate, the top 5 LPs represent only 45% of the total production 
capacity that is forecast to come online, so it is a fragmented LP market. On the other hand, while 
more than 160 processing licences have been issued, most appear to be focused on formulating and 
manufacturing products for the consumer segment. By our count, ~22 companies have plans to 
engage in extraction, only 12 of which are pure-play extraction companies focused on being  
third-party extractors/manufacturers. The remaining companies are focused primarily on cultivation, 
with plans to install in-house extraction capabilities; however, many of these companies have already 
outsourced to third-party extractors to varying degrees. We should also note that the extraction 
sector is much more concentrated, with the top 5 players representing ~78% of total industry 
capacity, which includes extraction capacity from the LPs. This could provide better protection against 
price and margin compression compared with the LPs. 
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Exhibit 14: Excess capacity likely but market is less fragmented vs cultivation 

Extraction capacity vs cultivation capacity 

 

 Top 5 companies as percentage of total capacity 

 
Source: Company documents 

Assessing the demand side of the equation. We turn to Colorado to help us understand the potential 
market opportunity in Canada. In 2017, the Marijuana Policy Group (MPG) estimated 302,000kg of 
dry flower equivalent sold. Approximately one-third (or ~96,000kg) was sold as non-flower products 
(4.5m units of packaged concentrates, 15 tonnes of concentrate material, 11.1m units of infused 
edibles and 1.1m units of infused non-edibles). Canada’s population is ~6.5x larger than Colorado’s, 
so this equates to ~625,000kg of dry flower equivalent for non-flower products (more than 1m kg if 
we factor in Colorado’s biomass, which has approximately 2x the THC content of Canada’s). 

Canadian edibles are expected to uphold a higher standard of quality compared with Colorado due to 
Canada’s more stringent regulations (Health Canada) and the potential reputational risk for major 
CPG companies (ie Constellation Brands, Molson Coors, InBev, Altria and Moosehead). These 
partners, along with better-capitalized cannabis companies in general, have led to greater investment 
in R&D and formulation. This should result in better-tasting products with the proper dosage and 
better onset and offset times, which has been lacking in US edibles. Beyond edibles sales, we also 
need to factor in inventory (both finished and work in progress) to better understand extraction 
demand. 

Vapes, which should be rolled out in mid-December this year, are a long-awaited product category 
which has been very successful in the US. While smoking has generally been on a downward trend, 
vaping has been viewed as a healthier alternative which is also more discreet, with a quick onset 
time. According to marijuana delivery service Eaze, vaporizer cartridges represented nearly one-
quarter of California cannabis-related sales in 2016 vs 6% in 2015. With major tobacco players such as 
Imperial Brands and Altria, which paid US$13b for a 35% stake in e-cigarette maker JUUL (sells more 
than 70% of cartridge-based e-cigarettes in the US), as well as PAX signing agreements with several 
major LPs in Canada, we expect a very strong kick-off for vapes and that Canada should be in a better 
position to ramp up than any US market. In addition, the trends among teens and users globally point 
to continued strong momentum. Euromonitor estimates that vaping product sales were just under 
US$5b in 2013 and should exceed US$15b in 2019, growing to the high teens in 2021. 
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Exhibit 15: Vaping has been taking the market by storm 

Teen vaping is surging 

 

 Number of vapers globally 

 
Source: Vox, Health & Science   

Vaping-related illness outbreak in the US. As of October, the number of reported illnesses stood at 
1,888 confirmed and probable cases in 49 states; this includes 37 deaths in 24 states. Although no 
definitive cause of the illnesses has been identified, early reports suggest the additive vitamin E 
acetate as a possible link. THC from cannabis has also been identified as a common link among the 
vaping illnesses, but most seem to be linked to THC obtained from the illicit market, which used 
vitamin E acetate as a means of thickening low-grade THC oil. Only one death has been linked to a 
legal dispensary in the US, but whether any illicit THC was involved remains unknown at this time. 
There has been one vaping-related illness in Canada but it did not involve THC. The Centers for 
Disease Control (CDC) has advised people to stop using vaping products. US vaping sales have 
declined meaningfully since the outbreak accelerated in late August, but started to rebound in late 
September. This situation will likely act as a near-term overhang on vaping in general, but we believe 
this should eventually push more illicit-market users to the legal market in both the US and Canada. It 
is possible that Health Canada could delay the launch of vaping and/or add more regulations on 
vaping products. However, the already strict regulations in Canada and the fact that the country has 
not had a reported issue yet suggests Health Canada’s strict rules have successfully protected 
consumers from potential harm. 

Optimistic LPs to drive extraction. It seems as though almost every LP we have met is planning to 
produce a 2.0 product, with a belief that their product can stand out. This optimism is driven by the 
regulations limiting an LP’s ability to market and advertise, putting every LP’s products on more or 
less an equal playing field. This could mean a lot of biomass will be extracted, as LPs likely do not 
want a repeat of the early days of legalization when dry flower supply fell well short of demand. Of 
course, this likely means an eventual oversupply of various 2.0 products, but this should not be as big 
a concern from an extractor’s perspective as the risk of a particular product or brand not selling falls 
ultimately on the LP, not the extractor. If a brand or product is not performing well, the LP may opt to 
alter its formulation or introduce a new product line or form factor, both of which likely require 
extraction services. The risk to the extractor occurs when the LP withdraws from the 2.0 market 
outright or goes bankrupt, which means the loss of a customer and less biomass for extraction. That 
said, another LP could step up to fill the void. 

CPG players are the wildcard. A few CPG players have entered the space but are mostly alcohol- and 
tobacco-related thus far. The ones that have entered the sector have partnered with larger LPs, with 
a strategy partly to secure biomass, in our opinion. With industry cultivation capacity ramping up 
(along with outdoor production), it should be easier to secure biomass and we wonder if a more 
traditional CPG player (food, non-alcoholic beverage) will look to partner with one of the extraction 
companies instead. 
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The international market. This remains a large but relatively untapped opportunity (for cannabis, 
hemp and oil-derivative products). Prohibition Partners estimates the EU market opportunity alone 
could be US$139b by 2027 (US$65b medical and US$74b recreational), or about 14x the size of the 
forecast Canadian market, with half of the opportunity likely oil-based. We estimate that the 
Canadian extraction sector would need only ~5% of that export opportunity to fill the extraction 
capacity available in Canada (see Exhibit 16 below). 

The importance of EU GMP. We estimate that only seven LPs have received EU GMP certification, 
which is needed to export products into the EU. This certification process can be expensive and  
time-consuming (18+ months), which may deter others from applying. Several of the major extraction 
companies are already down the path of acquiring their certifications, which may make outsourcing 
extraction a more attractive proposition for LPs compared with attempting to get the certification 
internally, especially as companies look to be among the first to have products available to 
consumers in Europe. 

Let’s not forget about hemp! Hemp cultivation capacity should also be factored into our 
supply/demand dynamics given the excitement surrounding hemp-based, CBD-infused wellness 
products (an A.T. Kearney study found that ~80% of respondents believe cannabis can offer wellness 
and therapeutic benefits). Of the 1,226 industrial hemp commercial licences and registries issued, 711 
(or 58%) are for cultivation purposes; this equates to ~31,500 hectares (or ~78,000 acres) of hemp 
production that could be destined for extraction. Unlike cannabis, which can be used in its dry flower 
form, the oil must be extracted from hemp to be usable. An average Canadian yield is ~700lbs/acre of 
hemp biomass, which would equate to ~55m lbs of hemp biomass (or ~25m kg of hemp for 
processing purposes); this suggests that extraction capacity could be severely underserviced. 
Canada’s hemp acres could increase substantially to 125,000–175,000 in 2019 from an estimated 
50,000 in 2018 and put Canada on track to reach 400,000 acres by 2023, according to the Canadian 
Hemp Trade Alliance. Farmers are able to sell different parts of the plant for seed, fibre and now for 
CBD, which should make planting hemp more attractive. 

CBD-based products. While some may argue that a combination of THC and CBD could offer the best 
overall benefits from a health and wellness perspective, we believe most major global CPG players 
will focus only on CBD—at least in the near term—and hemp-based at that to protect their global 
brands. Additionally, hemp-based CBD has already attracted mainstream retailers in the US (eg 
Kroger, Walgreens, CVS, Rite Aid, Whole Foods, Barneys New York and Neiman Marcus), which should 
help with broader consumer adoption in the US and also internationally (especially Canada). In 
Canada, Second Cup, Couche-Tard and Pita Pit have announced plans to be involved with cannabis 
retailing, which could open the door for more mainstream retail outlets for hemp-based CBD in 
particular down the road. Therefore, we believe hemp-based CBD could potentially be a big 
opportunity for the extraction sector. We should note that Colorado’s cannabis sales data, which we 
used to extrapolate an oil-derivative market size for Canada, does not include much data on hemp-
related CBD products, which likely underestimates the potential extraction opportunity in Colorado 
(and hence Canada). 

Because hemp has at most one-quarter to one-third of the active ingredient in cannabis (hemp 
typically has <6% CBD compared with cannabis at <20% THC), a lot more hemp biomass must be 
processed to extract 1g of active ingredient. Hence, large extraction capacity is likely required to 
process hemp economically, which may warrant significant capex. We believe this puts the third-
party extractors in an ideal position. 

Overall, there are early signs that extraction overcapacity could be a concern within the next few 
years, especially if we factor in capacity that some of the larger LPs may be bringing online. However, 
we believe the supply agreements that have been signed provide sales visibility for at least the next 
few years. We also suspect the large LPs that are building internal extraction capabilities will maintain 
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agreements with the extraction companies for overflow purposes and to protect against internal 
extraction issues/delays. In addition, we note that some of the major extraction companies have 
already posted positive EBITDA while processing only small volumes, which suggests extraction 
companies can still generate very good margins at lower capacity utilization rates. 

Exhibit 16: There should be sufficient biomass supply and demand for oil derivates to fill extraction capacity 

Sufficient biomass to feed extraction capacity  Sufficient oil-based demand to fill extraction capacity 

 

 

 

* Based on Colorado data 
Source: Desjardins Capital Markets, various sources 

The risk that more LPs could decide to extract in-house 
In the early days, many LPs had plans to perform extraction internally; few are currently doing so. 
However, only recently a few LPs have announced plans for in-house extraction, with others 
suggesting they could eventually go that route as well. Many believe that extraction is a simple 
process and if the economics of outsourcing extraction do not make sense (ie the outsourced 
extraction rates are too high), then they plan to extract internally. However, recall that many LPs had 
suggested growing quality cannabis should be simple (apparently it is not, as sufficient supply and 
quality remain an industry issue) and that growing at scale should not be a problem. The ramp-up has 
been considerably slower than expected, with many provinces having to curtail retail store expansion 
given that supply volumes were as low as one-fifth of the agreed-upon terms. 

As much as we have learned that growing quality cannabis is a bit of an art and that growing at a 
large commercial scale can be problematic, we would note that extraction likely presents the same 
challenges for those that have grandiose plans to perform that function internally. Different 
extraction methods have different barriers to entry; for example, many companies cannot obtain 
licences for ethanol or hydrocarbon extraction. 

We also note that the strategy many may employ for edibles legalization could be similar to that for 
recreational legalization: a focus on getting product out and on the shelves as soon as possible to gain 
market share as the amount of edible products at the initial stage of legalization may be limited, 
which represents an opportunity to win market share and gain customer/brand loyalty. Hence, the 
risk of trying to ramp up extraction internally and tinker with the process is likely too risky if a 
company is focused on a first-mover strategy.  

Other considerations. (1) The time it takes to receive approval from Health Canada; (2) whether a 
company has the available space to accommodate an extraction division; (3) whether a company has 
the capital to add extraction capacity (or whether a company would rather preserve capital given 
access to capital has become tight recently); and (4) whether a company has the extraction expertise. 
So, LPs building extraction internally is a risk, but there will be demand for extraction, especially for 
hemp given the amount of volume that needs to be processed. We would point to the beer industry, 
where we see many of the major players using third-party co-packers—the cannabis extraction sector 
should not be any different, in our view. 
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Barriers to entry are low, but there is an art to the science and capital is drying up 
From a cost perspective, the barriers to entry in extraction are low and it is a relatively asset-light 
sector compared with cultivation (less than C$100m in plant, property and equipment on the balance 
sheet for the main extraction companies compared with more than C$500m for the main LPs). 
Extraction equipment can cost as little as <C$0.5m to acquire for up to 20,000kg of biomass input 
capacity. Obviously, companies would need to acquire a licence from Health Canada and need lead 
time to order equipment and test it.  

The equipment is usually purchased off the shelf, but many extraction companies apply their own 
internally developed IP and make tweaks to the equipment to drive better yields, etc—similar to the 
tweaks an LP may apply to growing the same cannabis strains, with some driving better yields, THC 
content and a better terpene profile, among other things.  

While the cost to acquire equipment may not be overly high on a relative basis (compared with 
cultivation), access to the capital markets has been drying up since the summer and, as cash reserves 
continue to dwindle, companies need to decide—do they want to spend what precious capital they 
have left on extraction or keep it for a rainy day and make use of the services of a third-party 
extractor? At this point, with edibles legalization quickly approaching and the lead time needed to 
acquire the necessary equipment, make the necessary tweaks and run tests—and assuming it already 
has a licence from Health Canada (if not, the process takes longer)—a company may decide the time 
required to get a product to market would be too long and opt for a third-party extractor.  

Overall, while the large extraction capacity that is being planned for the coming years is a concern, 
some of the supply from smaller players and/or from LPs may not come to fruition as quickly as first 
thought, or at all, given capital constraints and/or limited expertise. Furthermore, the international 
market and hemp can go a long way to helping cannabis extraction companies go from excess 
capacity to undercapacity. Also, having 78% capacity concentrated within the top 5 players helps, and 
not needing to operate anywhere near full capacity utilization to generate good margins should help 
the industry players as well.  

A transition to white label as tolling extraction is likely to follow dry flower and be 
commoditized 
Given the low barriers to entry (from a cost and operational footprint perspective), as well as the 
increasing number of new entrants’ extraction services (from both a tolling and distillate 
perspective), extracts are likely to become commoditized and see margins decline over the next five 
years or so, similar to our expectations for the cultivation of dry flower. As a result, we expect to see 
many of the extraction companies transition to white label and possibly private label in order to 
leverage the following: their extraction expertise, building formulation and R&D portfolio, and lower 
dry flower biomass costs (assuming it goes the private label route). 

Extraction 101—extraction process and different methods 
To produce cannabis 2.0 products, the first step in the process is extracting the oil. This involves 
taking cannabis biomass such as dried flower or hemp (and possibly the trim depending on the 
quality of the oil one looks to produce) and putting it through an extraction process to extract the oil. 
The three most common methods are CO2, ethanol and hydrocarbon. All three work to separate the 
cannabinoids and terpenes, remove unwanted materials such as wax and lipids, and activate the 
psychoactive component (called decarboxylation), which can then be used as an ingredient for more 
advanced products such as vapes (eg oil cartridges), edibles, beverages, topicals and tinctures.  

Each of the methods we discuss below has advantages and disadvantages in terms of scalability, 
processing time and extraction quality, and a different cost profile (upfront capital, ongoing operating 
costs)—impacting a company’s decision to employ one method over another as well as a customer’s 
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decision (LP, manufacturer, CPG player) depending on the end-product focus. In this section, we do 
not attempt to identify whether one method is superior to another as there are proponents and 
critics of all the processes; rather, our aim is to provide a summary of the different methods.  

Extraction methods 
There are three main extraction methods being employed by the industry: CO2, ethanol and 
hydrocarbon. 

Exhibit 17: Extraction methods summary  

 Supercritical CO2 Subcritical CO2 Ethanol Hydrocarbon 

Process explanation Carbon dioxide is 
pressurized in metal tanks 
until it becomes a 
supercritical fluid, which is 
used to pull out the 
desirable compounds from 
flower. The fluid is then 
separated, leaving only 
concentrates including hash 
oil, shatter and budder. 

When the pressure and 
temperature of the CO2 
drops below 88°F, the CO2 
changes to a liquid and is 
referred to as subcritical. 
Subcritical CO2 acts like a 
solvent and can extract oil 
from plant materials.  

Conducted by soaking raw 
cannabis in ethanol to pull 
trichomes into the solvent. 
The cannabis is then 
removed, the liquid is 
filtered and the alcohol 
purged from the extracted 
material. 

Typically refers to using 
butane or propane as a 
solvent that is passed 
through raw cannabis matter 
to collect cannabinoids and 
terpenes. The solvent with 
the essential oils is then 
heated to evaporate the 
butane or propane, leaving 
behind the extract. 

Typical recovery of cannabinoids 
in starting biomass  

Low Low Medium High 

Extraction time per batch or run  Long Long Short Medium 

Plant profile preservation  Low—loss of compounds Low—loss of compounds Medium High—full spectrum 

Capital  expenditure  High High Low High 

Operating costs Low  Low  Medium High 

Scalable Medium Medium High Low 

Safety  High High Medium Low—explosive 

Source: Desjardins Capital Markets, company documents, various sources 

As with cultivation, prior extraction experience (especially on a large commercial scale) is very limited 
at this time. We therefore expect some growing pains as companies ramp up extraction capacity. 
However, we do expect a smoother transition compared with the cultivation segment given that two 
extraction companies have already posted positive EBITDA, on par with the number of LPs. 

Extraction business models 
There are several services an extraction company can provide, and most of the companies covered in 
this report are engaged in several of these services. We expect to see many evolve toward the more 
value-added and higher-margins services (with the possibility of creating their own in-house brands 
down the road).  

Tolling (contract processing). This typically follows a fee-for-service model, where the company 
receives a flat fee (usually per gram of biomass or per gram of THC concentrate extracted output). In 
this case, the company receives dry biomass (cannabis flower/trim or hemp) from an LP/grower, 
extracts the oil from it and returns the crude oil/resin/refined oil to the customer; the customer then 
processes the oil into a finished product (vape, edible, etc) which is sold into the market under its own 
brand. Extracting a crude oil/resin receives the lowest fee, while extracting the oil to a more refined 
stage garners a higher price (and margin). There is generally no commodity/price risk to the extraction 
company, nor is there much margin upside should biomass prices decline or oil prices increase.  

Spot market/wholesale. Extraction companies purchase the biomass themselves to extract into various 
forms of oil, process it into a finished product and sell the unlabelled product into the wholesale market; 
the buyer then puts its own label on the product for sale to the consumer. This is a higher-margin 
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business, as the company can take advantage of falling biomass prices and rising oil prices—of course, 
this could also generate lower margins than a tolling model if prices go the other way.  

White label/private label. This is an extension of the spot/wholesale model above, wherein the 
product is a consumer-ready product (ie packaged) and the customer or brand puts its own label on 
the product for sale to the final consumer. The packaging component adds another layer of 
profitability to this business model, which can follow a fee-for-service or a revenue-share structure 
(or both). This model also requires more upfront capital costs (eg labelling and packaging lines).  

Own brands/retail. This is similar to the wholesale and white/private label model where the 
extraction company buys the biomass on the open market, processes it into a final-use packaged 
product, but creates its own in-house brand and puts its own label on the product to be sold to the 
end customer. This is likely the highest-margin model as the companies capture the margin along the 
entire value chain. There is also additional value in an extraction company creating its own brand, 
assuming it is successful, as it launches other products under the same brand banner. Of course, this 
model competes directly with the very customers it is trying to offer services to, which could 
compromise current and future business relationships.  

Competitive landscape—limited number of players, highly concentrated 
The competitive landscape for extraction is not nearly as intense as it is for cultivation. By our 
estimate, there are ~20 publicly listed companies that are involved with extraction, plus a few private 
companies, and only ~12 of them are focused primarily on extraction. As discussed earlier, we expect 
the top 5 players to represent ~78% of total expected capacity within the next two years. Our 
overview of the competitive landscape includes some companies whose ability to secure the 
necessary funding to bring the capacity online is uncertain, as well as LPs that have not fully disclosed 
their extraction capacity plans.  

Putting the competitive landscape into context. For some companies, we have not yet been able to 
determine their extraction method, which may suggest they remain in the very early stages of 
building out capacity. Some players are planning smaller extraction capacity (200,000kg or less) and 
may not have the economies of scale to offer a cost-effective solution for customers. Other players 
plan to extract only for their own internal needs. For the private companies, we do not know their 
financial situation and whether they have secured the funds to move forward; given that access to 
capital is currently very tight, funding may not be readily available to move these plans forward. We 
also show the companies’ cash position (where available) to help gauge whether extraction capacity 
plans might have been hindered for some players.  

We estimate that only eight of the extraction-focused companies have announced extraction 
agreements—these are essentially the only companies that have commenced extracting on a 
commercial scale; it gives them a head start on building expertise, formulations, tweaking the process 
and ironing out the kinks ahead of the legalization of edibles. Only three companies have secured 
multiple supply agreements at this time. We should note that four of the biggest LPs (Canopy, 
Cronos, TGOD and Tilray) have announced supply agreements with multiple extraction companies; 
this should mitigate the extraction risk.  

While our estimate of total extraction capacity in Exhibit 18 below shows more than 6m kg of 
capacity (more if we include Radient’s goal of having 2.8m kg/yr of hemp extraction capacity in place 
by the end of 2020), we have subtracted ~1.2m kg of capacity to reflect the capacity we believe (with 
a low degree of confidence) is not expected to come online in the next 12–18 months given the 
limited information regarding the extraction plans (ie no extraction method identified yet, no 
timelines provided, etc). We currently estimate that there is ~1m kg of capacity in the market, but 
this should increase substantially by the end of next year.  
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Exhibit 18: The Canadian extraction competitive landscape  

  Mkt cap   Extraction    

  Nov-4 Cash Current capacity Extraction Supply  

Company Ticker (C$m) (C$m) (kg) target (kg) method agreements LP/extractor? 

Aphria APHA-CA 1,693 464.3  200,000 CO2  LP 

Aleafia  ALEF-CA 193 63.5     LP 

Aurora ACB-CA 4,856 362.0 45,000 150,000 Ethanol, CO2  LP 

Auxly XLY-CA 376 119.5 14,000  CO2   

Blissco (Supreme) FIRE-CA 234 54.8     LP 

Canopy WEED-CA 9,222 3,160.4  300,000   LP 

Flowr Corp FLWR-CA 150 16.4  30,000 Hydrocarbon  LP 

Heritage  CANN-CA 98 13.9 100,000 300,000 CO2 Cronos, Zenabis, 
CannTab 

Extractor 

Hollyweed North Cannabis  Private  NA    Canopy Extractor 

Indiva NDVA-CA 15 4.0  70,000 CO2  LP 

MediPharm Labs LABS-CA 592 8.6 300,000 575,000 CO2 Canopy, Cronos, 
HEXO, TerrAscend, 
Supreme, Emerald, 
JWC, Indiva 

Extractor 

Neptune NEPT-CA 415 34.0 200,000 1,500,000 Ethanol, CO2 Canopy, Tilray, 
TGOD 

Extractor 

NextLeaf Oils-CA 31 5.5 100,000 100,000   Extractor 

Radient Technologies RTI-CA 142 23.5 56,000 336,000 Proprietary Aurora Extractor 

RMX  Private  NA  185,000   Extractor 

Sproutly SPR-CNQ 45 0.3 10,000 10,000 Proprietary Moosehead Extractor 

Valens  VGW-CNQ 280 69.3 425,000 1,000,000 Ethanol, CO2, 
hydrocarbon, 
terpenes, 
solventless 

Canopy, Tilray, 
HEXO, Organigram, 
TGOD, Sundial, 
SpeakEasy, Harvest 
One, GTEC 

Extractor 

WeedMD WMD-CA 108 15.7  200,000 CO2  LP 

World Class Extraction PUMP-CA 39 14.2     Extractor 

XTRX Solutions Private  NA  200,000   Extractor 

Zenabis ZENA-CA 70 10.3  183,600   LP 

Zyus Private  NA  355,000 Ethanol  Extractor 

48North NRTH-CA 101 52.8  30,000 CO2  Extractor 

Source: Desjardins Capital Markets, company documents, FactSet 

Sales visibility, profitability and risk exposure 
While supply agreements with the provinces can provide LPs with some sense of sales visibility, 
ultimately the consumer dictates the confidence of that visibility. Case in point, Canopy recorded an 
C$8m sales return provision in its 1Q FY20 quarter (ended June 2019), suggesting poor demand for its 
oil and softgel products. This is the risk with companies selling products—the products do not sell, 
which leads to lower margins or writedowns.  

For extraction, the supply agreements typically involve minimum-volume requirements, which help 
provide improved visibility vs LPs. The risk of a returned product from the wholesaler falls strictly on 
the LP and not the extraction company; therefore, the risk exposure is considerably lower. In 
addition, extractors are likely more insulated from margin risk given the price of flower should likely 
continue declining while edible products have generally shown good price stability. Extractors should 
thus face better margin stability and virtually no commodity risk exposure compared with LPs, which 
face commodity risk at least.  
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The two biggest players in the extraction segment are already producing positive EBITDA, doing so 
when revenue was first generated or within a quarter or two thereafter and at low utilization rates, 
suggesting the path to positive EBITDA is much faster for the extraction sector. This has not been the 
case for the LPs, where some are reporting quarterly sales of more than C$100m and are still not 
profitable.  

Industry valuations—using similar sectors as a benchmark  
Given the early stage of the cannabis extraction sector, we look to similar sectors as a proxy for 
setting a valuation benchmark to use. These include contract manufacturers as well as companies 
involved with white and private label manufacturing companies. More specifically, we looked at 
companies that are involved in white and private label and co-packing in the food and beverage 
sector and that have an average forward EV/EBITDA multiple of ~10x. Using these mature companies 
as a valuation starting point, we looked at a three-year CAGR outlook for both sales and EBITDA 
(based on consensus) as well as the group’s recent gross margin levels (as a percentage of sales). 
With the cannabis extraction segment estimated to have a far superior outlook in terms of both sales 
and EBITDA (based on consensus) as well as the fact that some extraction companies are already 
generating higher gross margins despite being in the early ramp-up stage with low capacity utilization 
rates, this suggests the extraction sector should receive an EBITDA multiple premium vs our 
competitor group.  

We also look at pharmaceutical contract manufacturers (based mostly on members in Bloomberg’s 
Global Biopharma Contract Manufacturing index) and found that the group was estimated to have a 
superior three-year CAGR outlook (based on consensus) for both sales and EBITDA, had higher 
margins and as such realized a higher valuation multiple (13–16x) vs the food & beverage group.  

Based on the food & beverage and pharmaceutical groups identified above, and compared with the 
metrics that are forecast for the cannabis extraction players, we believe the cannabis extraction 
industry as a whole could be trading within the 12x range at least, while individual companies may 
trade higher based on superior growth and margin metrics, as well as other key factors we highlight 
in our scorecard (discussed later in this report). However, given recent industry volatility and market 
weakness, investors may be unwilling to give the extraction sector a valuation premium at this time. 
We thus believe using a 10x forward EBITDA multiple for the cannabis extraction sector, which is in 
line with white label companies, is a good starting point at this time, although there is the possibility 
that it could eventually trade at a premium. 

Exhibit 19: Other industries as potential valuation benchmarks 

 Sales EBITDA Gross EBITDA    

 outlook outlook1 margin2 margin2 PPE EV/NTM  

Sector avg1 (%) (%) (%) (%) (C$) EBITDA (x) Companies 

White label companies -1.9 5.5 28.4 13.5 1,074.7 10.6 TreeHouse Foods, Perrigo 

Biopharma contract 
manufacturers 

9.3 15.8 33.6 22.0 1,814.4 13.6 Recipharm, Lonza, Catalent, Cambrix, Siegfried, West 
Pharmaceutical, Patheon, WuXi Biologics, Koninklijke 

Other   34.1 20.0 47.1 11.8 Waterloo Brewing 

Cannabis extraction 140.4 100.9 47.0 23.6 20.0 7.8 Heritage, MediPharm, Neptune, Valens 
1 Three-year CAGR; 2 Most recent period 
Source: Desjardins Capital Markets, FactSet 
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A possible value play? No, we’re not high! 
Despite the early stage of the extraction sector (it just started generating revenue, and in some cases 
positive EBITDA, a few quarters ago), it does look cheap on an EV/EBITDA (FY20) basis. As these 
companies generate more EBITDA, valuation should start to improve. 

Exhibit 20: Extraction comparables table  

  Price Mkt cap EV  EBITDA (C$m)  EV/EBITDA (x) 

Company  Ticker Nov-4 (C$) (C$m) (C$m) 2019E 2020E 2021E 2019E 2020E 2021E 

Halo Labs, Inc. AGEEF-US 0.18 48 48       

Heritage Cannabis Holdings Corp. CANN-CA 0.23 98 80 -8.6 6.7 39.2 -10.2 8.0 2.5 

MediPharm Labs Corp. LABS-CA 4.53 592 467 33 71 121 14.2 6.6 3.9 

Neptune Wellness Solutions Inc. NEPT-CA 4.49 415 363 13 -6.8 62.9 27.9 5.9 3.7 

Nextleaf Solutions Ltd. OILS-CA 0.32 37 31       

Radient Technologies Inc RTI-CA 0.54 142 130       

Sproutly Canada Inc. SPR-CA 0.27 57 65       

World Class Extractions Inc. PUMP-CA 0.07 36 22       

Valens GroWorks Corp. VGW-CA 3.00 280 310 20.9 67.5 89.6 14.3 4.0 2.8 

Average        11.5 6.1 3.2 

Average (ex outliers)        14.2 6.1 3.2 

Source: Desjardins Capital Markets, FactSet, company documents 

How to differentiate and pick out the winners 
We believe the long-term sustainable success of the sector is based on several key criteria, including 
the following: 

 Size, scale and economies of scale such that outsourcing extraction functions is a viable option for 
LPs, as opposed to pushing them to perform extraction services internally. 

 Extraction expertise. Having a successful track record of extraction (ideally in cannabis, but 
expertise in other areas helps too) is ideal in terms of winning new business and keeping existing 
customers. 

 Full service. This includes testing, other extraction methods, formulation, etc.  

 White label. This would help secure customers for the long term as this is commonplace in many 
mature food & beverage industries as well as in the pharmaceutical sector.  

 EU GMP. This makes the international market (more so Europe) a viable option for an extraction 
company and its customers.  

 Location. Being near an LP can reduce biomass-related shipping costs for the customer. 

 Execution. Being able to extract with high yields would keep customers from going elsewhere. 

 Technology. Having technology (owned or through other agreements) would help assist 
companies with new product development and formulations.  

 International optionality. Plans to have international operations and/or having existing 
operations outside of Canada presents additional growth opportunities.  
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Summary of the major players and our extraction scorecard 
Below, we present a summary of the extraction companies that are covered in this report to provide 
a comparative context.  

Exhibit 21: Extraction company summary and comparison 

 Heritage Cannabis Neptune Valens GroWorks 

Ticker CANN NEPT VGW 

Market cap (Nov-4) (C$m) 97.7 415.2 279.6 

Location Falkland, BC; Fort Erie, ON Sherbrooke, QC  Kelowna, BC 

International operations No US (North Carolina) No 

Extraction method    

Ethanol Previous experience Yes Yes 

CO2 Yes Yes Yes 

Hydrocarbon Previous experience No Yes 

Proprietary technology No No Yes 

R&D No Yes Yes 

Technology  MaxSimil, Licaps SōRSE 

Footprint (sf) 137,500 50,000 25,000 

Capacity (kg) 100,000 950,000 425,000 

2020 goal (kg) 300,000 3,000,000 1,000,000 

Source of dried flower Integrated, LPs LPs Integrated, LPs 

Biomass Cannabis, hemp Cannabis, hemp Cannabis, hemp 

# of toll agreements 4 3 8 

Tolling/own products Both Tolling Both 

EU GMP - Pending Pending 

Organic certification No In progress Yes 

ISO 17025 accredited testing lab No No Yes 

Previous experience with extraction? Yes (cannabis/hemp) Yes (krill oil) Yes (cannabis) 

Cannabis/hemp extraction experience? Yes Yes Yes 

Prev experience with wellness products? Yes Yes Yes 

Brands  Forest Remedies  

Customers/supply agreements Cronos, Zenabis, CannTab, 
SugarBud 

Canopy, TGOD, Tilray, two US 
companies (unnamed), Int'l Flavor 
& Fragrance 

Canopy, TGOD, Tilray, Organigram, 
Sundial, Harvest One, GTEC, HEXO, 
Speakeasy 

Strategic partners Endocanna, Empower, Truro, 
WeedMe, Emerald 

Lonza, MaxSimil Thermo Fisher Scientific, Eticann 
(Colombia), Medigrowth Australia, 
Iconic Brewing, Shoppers Drug 
Mart, BRNT 

Source: Desjardins Capital Markets, company documents 

Scorecard background. Below, we introduce our extraction scorecard, which we break up into the 
following broad categories: (1) operations, which factors in size, economies of scale, location, 
extraction methods, certifications and other criteria; (2) partnerships, supply agreements and 
products; and (3) strategy outlook and execution—what are the future plans and the ability to 
execute? 

While our scorecard is subjective and somewhat arbitrary, we wanted to add a framework, structure 
and context around the items we believe are the key factors in determining a company’s current 
status and opportunities for sustainable growth. We go into more detail regarding our evaluation in 
each company section later in this report.  

Our scorecard is the basis for determining a valuation multiple, which is relative to what we 
determine to be a cannabis extraction industry benchmark valuation range and to multiples for other 
extraction companies. While a company may score higher or lower in our scorecard, our 
recommendation is based on whether the stock offers an attractive rate of return. 
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Exhibit 22: Our extraction scorecard
1 

 Heritage 
Cannabis 

Neptune 
Wellness 

Valens 
GroWorks 

 
Notes 

Operations     

Capacity, post-expansion (kg) 3 5 4 Building economies of scale and leverage 

Location 5 3 3 Location can reduce shipping costs for potential customers 

Extraction methods 3 2 5 One point for each method; each has its own pros and cons 

EU GMP 0 3 3 Value add, adds credibility (have it = 5, pending = 3) 

Organic certification 0 1 2 Value add (have it = 2) 

ISO 17025 accredited testing lab 0 0 2 Credibility (max of 2) 

Cultivation 2 0 0 Internal growing operations (max of 2) 

R&D 1 2 3 Credibility (max of 3) 

Onsite testing lab 0 1 2 Credibility (max of 2) 

ESG 3 4 5 Based on score of 0–5; relative to the extraction sector 

Total 17 21 29  

Partnerships, supply agreements, products     

Partnerships 3 3 4 More partnerships scores a higher rating 

Customers 4 4 5 More customers scores a higher rating 

CPG-related customers 1 3 4 We value traditional CPG customers over LPs 

White label agreements 3 4 5 More exposure to higher-margin white label is preferred 

Own products 2 3 1 Having existing products helps 

Formulation 4 4 3 Previous experience with formulating (cannabis or other) 

Length and size of contracts 3 4 5 Longer and bigger is better 

Total 20 25 27  

Strategy outlook/execution    
 

Strategic partners 3 3 5 Adds credibility and a potential growth driver 

Technology/IP 3 4 5 Technology as a differentiator; intellectual property  

Previous experience with extraction? (excl cannabis/hemp) 0 3 0 Lowers execution risk (scored out of 3) 

Cannabis/hemp extraction experience? 5 1 4 Lowers execution risk 

Formulation expertise 4 4 4 Previous experience with formulating (cannabis or other) 

Previous experience with wellness products? 1 5 2 Lowers execution risk 

White label focus 4 4 5 Higher margin segment with stickier revenue 

Manufacturing hub 5 0 0 Allows customers hands on approach 

US optionality 3 5 1 A large market opportunity (C$75b) 

International markets 3 1 3 A large market opportunity (C$138b) 

Balance sheet/funding 2 3 5 Funding necessary to execute the strategy 

Total 33 33 34  

Grand total 70 79 90  
1 Each category based on a 0–5 score rating unless otherwise noted 
Source: Desjardins Capital Markets 
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Industry catalysts and risks 
We highlight catalysts and risks that are specific to the industry. For catalysts and risks that are 
specific to each company, refer to the catalysts and risks section for each individual company. 

Catalysts 
 Edibles/cannabis 2.0 adoption. Essentially, the entire cannabis 2.0 market comprises oil-

derivative products. As such, the extraction industry as a whole is closely tied to the success and 
adoption of edibles, topicals and other oil-derivative-based products.  

 More CPG players entering the market. This would help reinforce the bullish outlook for cannabis 
2.0 products. Additionally, more brand-name CPG players entering the space helps legitimize 2.0 
products and likely draws more consumers into the segment.  

 US and international markets. Progress in the legalization and growth of these markets would 
increase the market opportunity substantially. 

 Perceptions of cannabis are shifting, as mentioned, with consumers being more accepting of 
cannabis/hemp to cure ailments and more knowledgeable about its potential health benefits. 
Medicinal cannabis derivatives and nutraceutical are derived from extractions from the 
cannabis/hemp plants itself. Companies are gearing up to have their cannabis 2.0 products on 
shelves, and as the demand grows, so will the need for extraction.  

 Retail stores. Having more stores should help drive cannabis 2.0 product demand. 

 Black market converting to legal market. The vaping issues in the US may help accelerate the 
conversion of illicit-market users.  

Risks 
 Regulatory and operational. Due to the increase in vaping illnesses in the US, extraction 

companies are engaging in rigorous quality control practices to prevent any illnesses in Canada. 
Vaping illnesses are thought to be caused by the addition of vitamin E acetate, and Health Canada 
could have additional guidelines to prevent an outbreak in Canada. 

 Lack of supply. If LPs are unable to provide the cannabis/hemp quantities stipulated in their 
agreements, this could result in lower revenue for extraction companies. 

 Barriers to entry. Barriers to entry are not extraordinarily high, which implies that there could be 
increased competition in the long term, namely with LPs beginning to bring extraction in-house. 

 Recalls/returns. Given the lack of historical consumer retail data in the cannabis sector and thus 
the difficulty in predicting which products might sell, some retailers have not been able to sell 
their products (eg some capsules have been returned to LPs). Although it is not likely for 
extraction companies, there is a risk that LPs would send their product back to an extraction 
company. This may be circumvented with the extraction company’s adherence to the GMP 
certification requirements for quality control.  

 Financing. Current fluctuations in the cannabis sector, particularly if market conditions continue 
to deteriorate and companies cannot access further capital, may hamper the companies’ ability to 
execute their plans and negatively affect their earnings potential and valuation. 

 Poor-tasting products or dosage issues. Issues with cannabis 2.0 products could negatively 
impact demand for these products and, hence, demand for extraction services.  
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Heritage Cannabis Holdings Corp. 
Heritage built on extraction experience 

The Desjardins Takeaway 
Heritage plans to make use of a manufacturing hub which is unique to the extraction space and which 
could foster long-term partnerships above and beyond what we have seen in the industry thus far. 
We believe this model could also provide better insulation against potential margin compression as 
industry extraction capacity ramps up. In addition, Heritage is one of the few extraction companies to 
have extensive direct cannabis extraction experience (under the old medical cannabis rules) across 
different extraction methods, which should help lower execution risk (extraction, formulation and 
specification) as it ramps while freeing up resources to spur new product growth. Its formulation 
expertise, which has won awards in the past, should give it an edge when courting new partners that 
wish to enter the budding cannabis CPG world.  

Highlights 
Unique business model that should stand out to potential partners. Heritage’s plan to build a 
manufacturing hub whereby each partner would have a dedicated space to formulate, test and 
manufacture products (while utilizing Heritage’s extraction and formulation expertise) should appeal 
to companies that wish to enter the cannabis space but want a more hands-on approach; this should 
also appeal to companies that do not want to obtain the necessary licences or build a greenfield 
facility on their own. This is expected to result in longer-term relationships compared with traditional 
extraction supply agreements and protect against industry margin compression.   

One of the only extraction players with direct cannabis extraction experience and formulation/ 
product development expertise. The company has more than five years of cannabis and hemp 
extraction experience under the previous medical cannabis rules, which should help lower extraction 
execution risk and enable the company to focus on developing new products, technology and 
methods. It has also formulated and produced award-winning products for the medical market, which 
makes it unique in the extraction sector. This experience should help attract new customers and 
partners.   

Medical technology angle. Through its 30% stake in Endocanna Health, Heritage has access to an 
interesting DNA test kit which helps users identify ideal cannabis formulations and absorption 
delivery forms for a more patient-friendly experience. This could eventually lead to personalized 
medical formulations and long-term margin potential.  

Potential for higher and more sustainable margins. The manufacturing hub model should help limit 
the margin compression Heritage may experience as industry capacity ramps up, given its partners 
are firmly established in the facility and the cost and time of re-establishing operations elsewhere 
should act as a deterrent. As a result, we believe this should result in higher margins being more 
sustainable over the long term. This hub model also suggests that the majority of the company’s 
extraction capacity should eventually be allocated to higher-margin white label services compared 
with low-margin tolling services.  

Valuation 
Our C$0.90 target is based on a 10.5x EV/EBITDA multiple on our 4Q FY20–3Q FY21 estimates.  

Recommendation 
We are initiating coverage of Heritage Cannabis Holdings Corp. with a Buy–Speculative rating.  
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Company profile 
Heritage is focused on advancing its expertise, scale and technological footprint both domestically 
and internationally. It is headquartered in Toronto, Ontario, and currently has 61 employees. The 
company’s personnel have been in the cannabis space for more than five years (operating under the 
previous ACMPR regulations), in response to the need for access to medical cannabis care. The 
company’s products were created to assist those with ailments from seizure affliction, to cancer, to 
daily pain. Heritage’s experience should help make it a credible and trusted company in the medical 
cannabis realm, and should enable the company to better assist clients and partners with its 
products. Given that Heritage has been extracting and creating formulations for many years now, 
lower execution risk would be expected as it moves into the recreational cannabis space. 

Heritage’s strategy involves being engaged in many aspects of the value chain, including cultivation, 
extraction, product development and developing intellectual property (see Exhibit 1). Heritage 
intends to become a global competitor by seizing international opportunities through partnership 
agreements, such as the Truro agreement for the Caribbean and the Empower agreement for the US 
hemp-based CBD market (more on this later).  

Exhibit 1: The Heritage strategy 

 
Source: Company documents 

Operational footprint—pieces of the puzzle 
Heritage is the parent company of the subsidiaries CannaCure, Voyage Cannabis (75% stake), CALYX 
Life Sciences (formerly BriteLife Sciences), Purefarma Solutions and Endocanna Health (30% stake). 
CannaCure and Voyage hold Health Canada licences which enable cultivation, processing and medical 
sales. CALYX is a cannabis-based medical solutions provider. Purefarma specializes in proprietary 
methods and IP for premium extraction.  

Endocanna Health has developed the interesting Endocannabinoid DNA test, which uses a home-
based saliva collection kit to identify relevant genetic variants related to an individual’s cannabinoid 
receptors and metabolism. In other words, it helps identify which cannabis formulations and delivery 
forms are ideal for a user.   

CannaCure—cultivation and extraction. CannaCure holds Health Canada licences which enable 
cultivation, processing and medical sales. It currently operates in Fort Erie, Ontario, out of a fully 
owned 122,000sf facility which can be retrofitted to meet GMP standards if demand warrants it. To 
date, ~25,000sf of the facility is Health Canada–compliant, and the remainder of the facility will be 
retrofitted on an as-needed basis. This facility also houses two operational Vitalis Q90 machines for 
CO2 extraction purposes which can process ~50,000kg of annual biomass each. There are an 
additional two machines onsite which are awaiting Health Canada approval.  

Voyage Cannabis—greenhouse cultivation and extraction. Voyage holds Health Canada licences 
which enable cultivation, processing and medical sales. Voyage currently operates in Falkland, BC, out 
of 15,500sf of processing space, with another 16,000sf of greenhouse space. Voyage (of which 
Heritage owns a 75% stake) sits on 13 acres which can be used as cultivation space depending on 
demand. Two Vitalis Q90 machines are installed and operational at this facility. 
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Exhibit 2: Voyage greenhouse 

 
Source: Shuswap Passion 

CALYX Life Sciences—medical products. Wholly owned CALYX is based in BC and assists Heritage in 
the development of medical products through existing formulations and IP. CALYX is expected to 
include an educational component that will be targeted at assisting patients with individualized 
customer solutions. Heritage does not intend to directly compete with any of its clients; it will, 
however, be producing under CALYX’s medical labels within the next year. 

Purefarma Solutions—extraction. Award-winning Purefarma has been conducting extraction 
activities for more than five years. It is based in Kelowna, BC, and has an experienced extraction 
team. The company provides turnkey extraction solutions, contract processing, toll processing and 
internally developed formulations, as well as formulations for external partners. Heritage currently 
has six Vitalis Q90 CO2 extraction machines (four operational and two awaiting use at 50,000kg of 
annual biomass input capacity each) spread across its two licensed locations (CannaCure and 
Voyage). Purefarma has proprietary methods, IP for premium extraction manufacturing and 
experience with cannabis and hemp extraction. Purefarma created extracts that have won five first-
place and two second-place awards from both the High Time Cannabis Cup (a medical and 
recreational cannabis competition held worldwide every year) and the Emerald Cup (Northern 
California medical cannabis competition). Lastly, Purefarma has formulation expertise in a variety of 
product forms, which makes it unique compared with other industry players. Purefarma was acquired 
in December 2018 for 33.3m shares at a price of C$0.195/share; earnouts over the next four years 
could bring the shares issued to 21.1m (based on C$100m in cumulative gross margin by December 
31, 2023). Heritage will also pay an annual royalty based on the fiscal year’s gross margin (set at 12% 
for FY20 and declining to 9%, 6% and 3% each subsequent year).  

Exhibit 3: Vitalis Q90 CO2 extraction machine at CannaCure facility 

 

Source: Purefarma Solutions  
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Endocanna Health. Heritage has a 30% stake in Endocanna (on July 26, Heritage issued 2.7m shares 
at C$0.485 for 10% of the common shares and purchased 3,265,497 shares of common stock, 
representing 20% of the common stock of Endocanna on a fully diluted basis for a total purchase 
price of ~US$2m). Endocanna is based in California and has developed the Endocannabinoid DNA test 
which uses a home-based saliva collection kit to identify clinically relevant genetic variants related to 
an individual’s cannabinoid receptors and metabolism. Endocanna sells the DNA test kits for US$199 
and provides end users with product recommendations, suggested dosage guides, methods of 
administration and so on. The results from the customer DNA test can be used for a more effective, 
solution-driven patient experience. Those who have done DNA tests through other means (for 
example, MyHeritage or 23AndMe) can obtain their results at the lower price of US$49.95. This kit 
could bring more new consumers to the cannabis segment, help reduce the number of first-time bad 
experiences and ultimately keep consumers as regular customers.   

We find this transaction particularly interesting as it could take the company down the path of 
personalized medicine. The DNA kits help identify what form of cannabis may be most useful to users 
as it relates to the medical condition they are trying to address (eg anxiety, memory loss) as well as 
the ideal strain and delivery form (ie absorption); this should help remove the trial and error aspect of 
trying new medicine and provide a more effective user experience. Endocanna is currently selling 
these kits in the US and we would expect them to be available in Canada soon. Eventually, this could 
lead to Heritage producing personalized medicine for patients.  

Exhibit 4: Endocanna Health DNA kit 

 
Source: Endocanna Health 

Manufacturing hub strategy—a key differentiator in the extraction sector 
Heritage is the only extraction company we are aware of that plans to build a manufacturing hub 
whereby potential partners would have dedicated rooms to perform R&D, formulation and product 
development for cannabis 2.0–related products with the help of Heritage’s expertise. Heritage could 
eventually have the entire facility fully licensed, which would remove the hassle of potential partners 
having to go through the licensing process. We believe Heritage’s onsite extraction team improves 
efficiencies and collaborations to better formulate new products. The hub model/strategy, unlike 
other models, allows the partners to be onsite and hands-on with the development and production of 
the product. It also allows for ongoing collaboration with Heritage’s team and possible collaboration 
with other onsite partners.   

With a 122,000sf former GMP-certified pharmaceutical manufacturing site facility (previously owned 
by Patheon) available for conversion, Heritage has the ability to house a strategically located large-
scale manufacturing hub/centre of excellence. Ideally, the space will be designed for Heritage’s future 
partners in mind to work in a licensed facility. The dedicated rooms could be sized according to the 
partners’ needs and specifications. The facility would house extraction, testing, R&D, storage, 
packaging lines and a loading dock/bay for distribution of products across Canada (and given its 
location, easy access to the US if/when that market becomes available). With dry flower prices 
already declining meaningfully, Heritage has the flexibility to convert its indoor growing rooms into 
areas for extraction, storage or other needs.  
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Exhibit 5: Manufacturing hub at the CannaCure facility 

 
Source: Heritage Cannabis investor deck 

An attractive proposition for CPG players who want a hands-on approach. We believe this approach 
could be very appealing to potential partners looking to get into the cannabis or hemp sector. Given 
the social stigma of cannabis and even hemp, a company may want to pay more attention to the 
R&D, formulation, product development and manufacturing than it would normally otherwise and 
likely prefers to have a dedicated team onsite overseeing the development of the products to ensure 
there are no issues and to protect the company’s overall brand. CPG companies could normally do 
this internally, but because a special cannabis processing licence is required (and a separate 
room/facility away from the production of other food products is required), companies will likely opt 
to do this at an already-licensed third-party site.   

Potential partners also have the opportunity to leverage Heritage’s cultivation operations for 
biomass, CALYX for its turnkey formulations (ie use medical formulations for wellness products) and 
Heritage’s onsite extraction services. This model is similar to what HEXO (HEXO, Buy–Average Risk, 
C$5.00 target price) is building in Belleville, but HEXO does not have any extraction expertise or much 
previous formulation expertise.   

Longer-lasting relationships. This business model should drive higher-margin white label–related 
business and longer-term relationships than the 2–3-year contract agreements we are currently 
seeing in the industry. Having a dedicated space in a manufacturing hub likely makes it harder for the 
partner to leave for another extraction company (especially if none of the other players employs a 
manufacturing hub model, which they do not). This should also lead to better long-term sales 
visibility for Heritage.  

Potential for higher margins. This manufacturing hub model not only means a product mix that may 
consist mostly of high-margin, white label–related agreements, but Heritage’s involvement likely 
suggests additional value-added above and beyond a traditional white label agreement (packaging, 
labelling, testing and distribution). Having a partner establish operations at the facility fosters longer-
term relationships and increases the opportunity cost of going elsewhere. Heritage may therefore be 
able to realize modestly higher margins, especially if industry margin pressure mounts. 
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Products and services 
The company offers a standard set of products and services comparable with that of most other 
extraction companies. It also offers internal cultivation, which it uses for R&D, product development 
and formulation purposes, which can be attractive to potential customers. The manufacturing hub is 
unique to the company and is, in our view, a feature that makes it an attractive destination for 
potential CPG-focused customers.  

Extraction capacity and leveraging previous cannabis extraction experience. With the four 
operational CO2 machines, the company has capacity to extract up to 100,000kg of annual biomass 
(cannabis and hemp), with the potential to extract up to 300,000kg going forward. The company’s 
capacity will vary depending on whether it is extracting higher-quality extracts (eg full spectrum, 
direct to vape)—which takes longer and reduces overall capacity but generates significantly higher 
value—or whether it is simply extracting the cannabis molecules.  

Given the company’s additional experience with hydrocarbon and ethanol extraction, we would not 
be surprised if it eventually offered these extraction methods down the road, which could 
substantially increase its overall capacity. Currently, there is only one extraction company that offers 
more than two extraction methods and Heritage has announced the most supply agreements in the 
industry, which may be due in part to the variety of the extraction methods it can offer to potential 
customers.   

The fact that Heritage has approximately five years of experience in extraction (through its Purefarma 
subsidiary) should make it an attractive partner and reduce execution risk. In this new and budding 
industry, Heritage is one of the most longstanding players (as it was able to operate under the 
ACMPR regulations). It appears that Purefarma is ahead of the competition as it has the expertise to 
execute and formulate quality extracts. 

Heritage is experienced in both subcritical and supercritical CO2 extraction. Subcritical CO2 requires 
less pressure and lower temperatures than supercritical CO2 extraction. The subcritical CO2 process is 
longer, but it keeps and protects fragile constituents like essential oils, terpenes and other sensitive 
chemicals within the plant, which is highly desirable when producing full-spectrum cannabis 
products. 

Cultivation. Having its own cultivation should prove advantageous for Heritage as it allows for R&D 
and the company can cultivate specifically for formulations. However, it has the flexibility to convert 
its growing areas to other functions (extraction, product development, storage), especially with prices 
for dry flower continuing to decline. The company does not have a lot of capital tied up with its 
cultivation footprint and can retrofit it for other purposes as needed.  

Formulation. The company has formulation expertise from two of its subsidiaries—CALYX, which has 
formulation and IP on the medical side, and Purefarma, which offers turnkey solutions and 
formulation, and has won awards previously for its expertise (see above for more details). Given its 
years of experience, the company is able to produce full-spectrum, direct-to-vape extracts that do not 
require additives, which makes Heritage stand out in the industry; essentially, the company is able to 
mimic the traits of the flower/strain without adding additives to its extracts, which should be attractive 
to potential partners/customers as it can offer a wide range of extracts (high end to low end).  

Product development. CALYX and Purefarma have expertise in product development through 
medical and extract/distillate developments, respectively. Heritage can offer customers and partners 
a variety of turnkey solutions to their product development processes. Generally, the company’s 
extracts will be used to formulate a wider array of products such as edibles, tinctures, capsules, 
topicals and vape pens, among other cannabis 2.0 products. Furthermore, the medical developments 
they produce could potentially be sold to big pharma.  
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Despite getting off to a slightly later start than some of its peers, Heritage has done a nice job 
catching up, especially on the product development side where its involvement is similar to that of 
other industry players. For example, Heritage will be filling vape pens provided by Cronos as part of 
its agreement and will aid in the formulations for Canntab’s patented oral-dose pills. It is also 
exporting hemp CBD products to the Caribbean islands and is involved in the development of 
tinctures.   

Supply agreements  
Despite installing its first CO2 extraction equipment only at the beginning of the year, Heritage signed 
four extraction agreements within a few months thereafter.   

Cronos Group (CRON, TSX, market cap C$3,620.5m, cultivation production capacity of ~120,000kg). 
Heritage’s first supply agreement with a major player in the cannabis industry, Cronos Group, speaks 
volumes about Heritage’s platform expertise. On July 25, 2019, Heritage entered into a two-year 
contract manufacturing agreement with Cronos for the filling and packaging of vaporizer devices for the 
cannabis adult-use and medical market, with a potential contract value of C$35m. Heritage will provide 
extract, fill and package vaporizer devices (provided by Cronos) for the Spinach and Peace Naturals 
brands, utilizing multiple unique and proprietary formulations provided by Cronos. The contract can be 
extended, if agreed upon by both parties, at an annual potential contract value of C$35m.  

The first deliveries, expected in December 2019, will be carried out at both CannaCure in Fort Erie, 
Ontario, and at Voyage in Falkland, BC, by Heritage’s extraction experts. Cronos CEO Mike Gorenstein 
indicated: “Working with the Heritage group of companies gives us the quality and optionality that 
we are looking for as we introduce our proprietary vape pen formulations. […] We are committed to 
continuing to […] lead the industry responsibly as derivative products are introduced to the 
expanding Canadian marketplace”.  

Zenabis Global (ZENA, TSX, market cap of C$70.6m, cultivation production capacity of ~380,000kg). 
On May 9, 2019, Heritage entered into a binding term sheet which will form the basis for a mutual 
supply agreement as well as a services agreement with Zenabis. The term sheet calls for Purefarma to 
provide both toll extraction services and various formulated extracted oil products to Zenabis, 
whereby it will supply the dried flower and trim for extraction. The extraction will be carried out at 
both CannaCure in Fort Erie and at Voyage in Falkland. Zenabis will supply the cannabis product from 
each of its facilities in New Brunswick, Nova Scotia and BC. 

The open-ended term sheet includes the option for both Heritage and Zenabis to jointly pursue the 
co-development of formulated CBD distillate, CBD isolate, liquid oil THC distillate, and THC and CBD 
concentrates. Scientists from Zenabis will look to collaborate with Heritage’s medical sciences division 
to create a series of specialized products which will be marketed directly through various online 
portals, with the goal of those products with regulatory approval being made available to the public. 
The initial agreements will see Zenabis deliver a minimum of 500kg of dried flower and trim to 
Heritage, and in return Heritage will supply Zenabis with a minimum of 150kg of CBD or THC 
extracted distillate, both to be delivered by the end of 2019. Zenabis CEO Andrew Grieve highlighted: 
“This is a great opportunity to leverage the strengths of Zenabis and Heritage for the mutual benefit 
of both companies. […] We look forward to creating something special to bring to the market”. 

Sugarbud Craft Growers (SUGR, TSX-V, market cap of C$20.9m, cultivation production capacity of 
~39,000kg). Heritage entered into a strategic supply and contract manufacturing agreement with 
Sugarbud, which will supply Heritage with a minimum of 100kg in premium dried cannabis per month 
for an initial term of 24 months commencing on May 1, 2020; Heritage will provide extraction, 
formulation and production services to Sugarbud for the development of pre-filled vape cartridges, 
utilizing proprietary additive-free formulations created by Sugarbud, subject to licensing and 
regulatory approvals.  
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Canntab Therapeutics (PILL, CSE, market cap of C$12.7m, production capacity unknown). On 
May 30, 2019, Heritage signed a processing and supply term sheet with Canntab for the purpose of 
capsule manufacturing. This agreement will begin immediately and is open-ended, subject to a  
120-day cancellation notice by either party. Canntab will supply the hemp for the production of the 
capsules and Purefarma will provide processing services to Canntab’s specification. Heritage will 
provide Canntab with strategic support in the areas of packaging and distribution. Canntab CEO Jeff 
Renwick indicated that “Canntab has developed proprietary cannabinoid formulations, and it’s our 
intention to become an industry leader in oral dosage cannabis”.  

Strategic partnerships  
Heritage has entered into various strategic partnerships to further increase its economic reach and 
showcase its expertise in extraction.  

Empower Clinics (CBDT, CSE, market cap of C$3.1m, production capacity unknown). On 
September 17, 2019, Heritage announced that it has signed a letter of intent to form a joint venture 
partnership with Empower, based in Sandy, Oregon, for the extraction of hemp for CBD oil 
production and formulated CBD products. Purefarma will install extraction units and related 
downstream extraction equipment inside Empower’s existing licensed hemp processing facility. In 
addition, Purefarma will train and supervise Empower’s staff on the proprietary methods of 
extraction and oil production that it produces in Canada. The JV will be equally funded by both 
companies, with Heritage investing an initial C$500,000 for start-up funds as the JV completes the 
build-out and secures high-quality hemp supply from local growers. Once operational, the JV will 
begin producing proprietary branded products for Empower’s corporate-owned physician-staffed 
health clinics in Washington state, Oregon, Nevada and Arizona. These clinics include Sun Valley 
Health, a subsidiary of Empower, which has direct marketing access to more than 165,000 patients 
and the opportunity to reach more patients as Sun Valley expands its franchised network nationwide. 
The JV will utilize formulations from Heritage and manufacture the Sollievo-branded products 
Empower distributes throughout its clinic network. This could evolve into a very interesting CBD 
medical hub in the US which Heritage could have access to going forward.   

Truro Cannabis (private company). On September 12, 2019, Heritage signed a hemp processing 
agreement with Truro. The agreement will see Heritage’s subsidiary Voyage take possession of hemp 
biomass sourced by Truro and produce bulk crude oil or further formulate products for delivery and 
sale to final purchasers both within and outside Canada that are legally able to purchase the product 
identified by Truro. The agreement considers an initial export of medically focused product to the 
Caribbean, for which a Health Canada export permit has already been obtained by Voyage. The initial 
receipt of biomass was approximately 700kg.  

Weed Me (private company, production capacity of ~4,000kg). On September 10, 2019, Heritage 
entered into two agreements with Weed Me to purchase a bulk order of cannabis biomass, and a 
right of first offer (ROFO) to secure future cannabis supply. Heritage received its first bulk shipment 
from Weed Me during the last week of August. The 24-month ROFO agreement (auto-renews every 
12 months thereafter) provides Heritage with secured dried cannabis from Weed Me as each harvest 
is completed. This agreement contributes to Heritage’s strategy of procuring high-quality biomass 
from industry-leading suppliers, which will assist the company in meeting the scheduled contracted 
production volume. As of the end of August, Heritage had procured more than 1,200kg of cannabis 
biomass and will be receiving additional shipments of cannabis from top-tier suppliers such as Weed 
Me as production continues. Heritage is not in the business of cultivation (although it has 13 acres 
available to cultivate) and its main focus continues to be extraction services, which offer higher 
margins.  
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Financial overview and outlook 
With edibles legalization in mid-October, Heritage is currently ramping up production and has not 
reported any revenue, EBITDA or earnings thus far other than interest and other income of 
C$156,912 for the quarter ended July 31, 2019. As the company continues to ramp up production, we 
estimate sales, margins and EBITDA would show very strong growth in the coming years. The three 
customer supply agreements it has announced should provide some sales visibility for the next few 
years at least. 

Exhibit 6: Heritage financial snapshot  

Year-end Oct-31 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Income statement            

Sales 0.0 0.1 0.2 2.6 2.8 4.0 7.0 14.2 24.1 49.2 110.3 

COGS 0.0 0.0 0.0 -3.5 -3.5 -3.6 -4.5 -6.1 -8.2 -22.8 -39.4 

Gross profit 0.0 0.1 0.2 0.1 0.4 1.0 2.4 7.1 14.9 25.5 70.9 

Net income -3.6 -3.4 -3.7 -2.2 -12.9 -1.8 -1.3 1.4 4.2 2.6 22.8 

Gross margin (%) NM NM NM 5.0 13.0 25.0 35.0 50.0 62.0 51.7 64.3 

Adjusted EBITDA -1.4 -2.0 -2.5 -2.7 -8.6 -2.2 -1.3 2.8 7.4 6.7 39.2 

Adjusted EBITDA margin (%) NM NM NM NM NM -54.9 -18.7 20.0 30.5 13.6 35.5 

Per-share data            

Adjusted EPS (C$) 0.0 0.0 0.0 0.0 -0.01 0.0 0.0 0.0 0.01 0.01 0.06 

Shares O/S fully diluted (m) 352 419 468 468 427 468 468 468 468 468 468 

Balance sheet            

Net debt -3.7 -8.7 -11.5 -6.7 -6.7 -0.7 2.8 3.5 6.7 6.7 14.6 

Capex 0.8 2.3 4.0 2.0 9.2 2.0 2.0 2.0 4.0 10.0 20.0 

Source: Desjardins Capital Markets, company reports 

Sales  
We expect sales to show very strong growth as the company ramps up its cannabis and hemp 
extraction business in Canada. Supply contracts with Cronos, Zenabis, Sugarbud and Canntab should 
provide us with some sales visibility for the next few years, although detailed terms of each contract 
were not provided. Sales growth will be driven by the ramping up of its manufacturing hub and 
extraction capacity as we expect the company to announce additional supply agreements with both 
existing and new customers.   

Sales visibility. Heritage has announced four extraction supply agreements, with the most notable 
being Cronos, where the two-year contract could be valued at up to C$35m/yr. While no minimum 
amount has been announced, we suspect it will be highly dependent on how well edibles as a whole 
are doing and how Cronos’s products are selling in the marketplace. The Zenabis contract (open-
ended, no time period announced) calls for a minimum of 500kg of biomass input, Sugarbud for 
100kg/month, and the Canntab agreement (120-day notice to exit the agreement) does not specify 
any volume commitments. While sales visibility is still somewhat murky given the lack of details 
within the supply agreements, we take some comfort in knowing that the company has signed three 
agreements thus far. Canntab’s agreement did not outline any contracted amounts or revenue.  

Expanding capacity to drive growth. The company has four CO2 machines online, with an additional 
two to be installed. The company is also expanding its footprint to include a 122,000sf manufacturing 
hub that could add additional extraction capacity beyond the 100,000kg it currently has. This should 
help attract new customer supply agreements.   

Pricing to be a modest headwind going forward. The realized price likely declines on two fronts for 
the industry due to excess extraction capacity and mix (cannabis vs hemp). We have already seen a 
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drop in realized prices from other industry players, and as new industry extraction supply comes 
online it should put additional pressure on prices. In addition, with the hemp harvest taking place in 
the fall (October/November), we should see a jump in industry hemp volume for processing in late 
2019 and early 2020, which would skew prices downward (again, this would be more of a seasonal 
issue). However, given that Heritage needs to fill 100,000kg of capacity (and this is being built out in 
stages), we suspect the majority of its biomass will be cannabis rather than product mix.  

Margins 
Margins should increase significantly once the cannabis and hemp businesses ramp up and utilization 
rates improve. We have already seen some industry players post very good margins at low utilization 
rates and believe Heritage can do the same. We believe the company’s strategy of employing a 
manufacturing hub could generate above-average industry margins as this model should result in a 
higher percentage of white label revenue and minimal tolling-related revenue once the 
manufacturing hub is fully utilized.  

Improving capacity utilization. As Heritage’s customers continue to ramp up cultivation production, 
we expect incoming biomass for extraction to rise significantly; as a result, the company’s capacity 
utilization should improve and help drive margins higher. Of course, once the new expansion at Fort 
Erie is complete, it should act as a modest drag as the company ramps up its utilization rate. Given 
Heritage’s relatively smaller extraction capacity (compared with industry leaders), the path to 
reaching full utilization—and hence run-rate margin equilibrium—could be faster vs those that have 
considerably more capacity to fill.   

Volume mix changing. As the company’s build-out of its manufacturing hub in Fort Erie nears 
completion, we suspect its volumes will consist more of tolling-related volumes; once the hub 
construction is complete, the volume mix should start to shift mostly to high-margin white label. This 
strategy should also offer longer-term sales visibility as customers/partners will have dedicated space 
within the manufacturing hub, which should foster a longer-term relationship than what is currently 
being announced in the industry (usually 2–3-year supply agreements). We also note that a shift to 
personalized medical formulations from leveraging Endocanna’s DNA kits could result in longer-term 
margin upside, but we will need to see more progress before we start to factor that into our forecast.  

Excess capacity and commoditization to be a modest drag. As we outlined in our industry section, 
we envision that the extraction sector (more so the basic tolling services segment) will see margin 
pressure as new capacity comes online and as some of the LPs move extraction in-house. Eventually, 
extraction is likely to become commoditized as well, but those companies that can offer value-added 
above and beyond basic extraction/tolling services should continue to thrive—and white label is one 
of those areas which can help minimize margin compression. Heritage’s strategy for a manufacturing 
hub may insulate it better than most industry players as customers may be willing to offer a higher 
margin to Heritage in exchange for a dedicated space in the hub.  

Balance sheet 
The company had cash of C$1.4m and short-term investments of C$12.1m as of 3Q FY19 (ended July). 
Its cash and investment position were supported by an April 11, 2019 C$15.1m bought deal financing 
(28.4m units at C$0.53/unit; each unit contains one half warrant exercisable at C$0.70 for a period of 
30 months). 

Building out its manufacturing hub is expected to cost ~C$20m, but the expansion may be done in 
stages to alleviate some of the cost pressures. Some potential partners could contribute capital as 
well. The company may also explore debt as a means to help fund the expansion of its Fort Erie 
facility and would also consider a sale-leaseback as a means to secure additional funding.  
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Valuation 
As discussed in the industry section, our valuation method looks at other established contract 
manufacturers (food and pharma) to provide a starting point for valuing the cannabis extraction 
industry; in this case, a forward EBITDA multiple of 10x seems reasonable as a starting point. 
Generally, we would add a premium multiple to these benchmark industries to reflect the cannabis 
extraction sector’s superior growth outlook (both sales and EBITDA) but given the recent market 
weakness, for now, we are assigning a multiple that is more in line. We then add a modest premium 
to those extraction companies we believe are in the best position to excel—we use our extraction 
scorecard as a basis for determining how the companies in this report rank relative to each other.  

Based on our scorecard, Heritage scored 70 points and ranks third; as such, it receives a modest 
discount multiple compared with the leading company in our scorecard. This factors in its base 
operations, supply agreements, growth prospects, execution risk, ability to provide value-added 
services (white labelling, etc) and US/international optionality. Given Heritage’s overall score, we 
assign it a 10.5x EBITDA multiple, which is just above the industry benchmark of 10x but slightly 
below the higher ranked companies in our scorecard. This results in a one-year target price of C$0.90. 

Scorecard summary. We provide more detail on Heritage in our scorecard and provide key 
differentiators as it relates to its peers. The company is a bit further behind the other companies as it 
got off to a later start. But we remind investors that while the company’s score is factored into our 
valuation multiple, ultimately the expected rate of return is what drives our recommendation.  
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Exhibit 7: Our extraction scorecard
1 

 Heritage 
Cannabis 

Neptune 
Wellness 

Valens 
GroWorks 

 
Notes 

Operations     

Capacity, post-expansion (kg) 3 5 4 Have 100,000kg/yr currently, but expandable to 300,000kg/yr  

Location 5 3 3 Ontario location has access to 80+ LPs within driving distance 

Extraction methods 3 2 5 Plans for CO2. Has experience with hydrocarbon and ethanol extraction 

EU GMP 0 3 3 No plans to pursue at this time 

Organic certification 0 1 2  

ISO 17025 accredited testing lab 0 0 2  

Cultivation 2 0 0 Has modest cultivation internally for formulations, R&D 

R&D 1 2 3  

Onsite testing lab 0 1 2  

ESG 3 4 5 See ESG section for more details 

Total 17 21 29  

Partnerships, supply agreements, products     

Partnerships 3 3 4 Has several partnerships; see text for more details 

Customers 4 4 5 Has three customers; see text for more details 

CPG-related customers 1 3 4 Modest exposure currently 

White label agreements 3 4 5 Building out white label agreements 

Own products 2 3 1 Won awards at High Time Cannabis Cup and Emerald Cup 

Formulation 4 4 3 Has formulation expertise from old cannabis regulations 

Length and size of contracts 3 4 5 Contracts are ~2 years; Cronos contract could be valued at C$35m/yr 

Total 20 25 27  

Strategy outlook/execution    
 

Strategic partners 3 3 5 Empower Clinics, Truro (South Islands), Endocanna 

Technology/IP 3 4 5 Built IP with CO2 equipment tweaks and some formulations, DNA kits 

Previous experience with extraction? (excl 
cannabis/hemp) 

0 3 0  

Cannabis/hemp extraction experience? 5 1 4 Over five years of cannabis extraction experience 

Formulation expertise 4 4 4 Building out formulation portfolio 

Previous experience with wellness products? 1 5 2 Awarding winning products (see above) 

White label focus 4 4 5 Manufacturing hub should focus mostly on white label 

Manufacturing hub 5 0 0 Only extraction player employing this strategy 

US optionality 3 5 1 JV with Empower gives exposure to US (Endocanna is US-based) 

International markets 3 1 3 Truro partnership gives access to the Caribbean 

Balance sheet/funding 2 3 5 ~C$13.5m in cash and short-term investments as of July 31, 2019 

Total 33 33 34  

Grand total 70 79 90  
1 Each category based on a 0–5 score rating unless otherwise noted 
Source: Desjardins Capital Markets, company documents 
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Sensitivity analysis. Given the early stages of this industry and company, we provide a sensitivity 
table comprising certain key drivers (price, volume, margins, valuation multiple) to provide better 
context as to how each driver may impact our numbers and target. 

Exhibit 8: Sensitivity analysis 

   Absolute impact  

Metric Delta FY21E sales (C$m) FY21E EBITDA (C$m) Target price (C$) 

Price/gram—cannabis (C$) 0.10 8.1 2.9 0.05 

Price/gram—hemp (C$) 0.01 0.6 0.2 0.01 

Volume (kg) 10,000 12.3 4.5 0.11 

Gross margin (%) 1.0  1.05 0.02 

Multiple (x) 1   0.08 

Source: Desjardins Capital Markets 

We highlight the company’s share price move alongside key company developments. 

Exhibit 9: Heritage recent share price history and notable events 

 

 Date Event 

1 18-Oct-18 Announces C$7.5m best-efforts financing for 30m special warrants at C$0.25/warrant (closed at 
C$16.5m) 

2 11-Feb-19 Announces appointment of new COO, corporate secretary and director 

3 4-Mar-19 Announces subsidiary was awarded cannabis processing licence 

4 11-Apr-19 Announces C$15.1m bought deal for 28.4m units at C$0.53/unit (closed at C$17.3m) 

5 15-May-19 Announces acquisition of 30% stake in Endocanna Health for total consideration of US$3m 

6 25-Jul-19 Enters into supply agreement with Cronos to fill and package vaporizer devices 

7 12-Sep-19 Announces agreement with Truro to process hemp for exportation 
 

 

Source: Desjardins Capital Markets, FactSet, company documents 
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ESG evaluation 
The nascent cannabis sector has been making efforts to improve in all areas of ESG while also trying 
to manage significant growth in an ever-evolving sector. Heritage complies with ESG practices and is 
building positive momentum, albeit from a lower base. There remains room for improvement in all 
areas, and we expect the company to continue to show improvement going forward. See below for a 
more detailed review of the company’s ESG evaluation. We also note that ESG is a factor we consider 
in our scorecard and our valuation multiple. 

Materiality issue Management process, controls and measurement Momentum 

Environmental   

 Ecological risk. Risk that the water 
being used is contaminated before 
it enters the local water system; 
risk from using solvents; risk from 
waste material from extraction 
process. 

 CANN recycles the CO2 used in its processes (ie using a closed loop 
system). 

 CANN is developing processes to extract more cannabinoids from waste 
biomass. 

 Metric 
‒ Recycles all of its solvents using a closed loop system. 
‒ Water usage is minimal. 

 Positive. The company is active in 
recycling solvents and trying to 
minimize waste.  

 Climate change. Risk that the 
company’s operations could be 
contributing to climate change 
(GHG emissions). 

 One of its cultivation facilities is a greenhouse, which uses less energy 
than an indoor facility. 

 Metric 
‒ 100% of its cultivation capacity is grown in a greenhouse. 

 Positive. With greater emphasis on 
extraction (vs cultivation), its 
carbon footprint should be smaller 
than that of a traditional cultivator.  

Social   

 Workplace health and safety. Risk 
that the company does not have 
appropriate controls, processes 
and training in place to prevent 
on-the-job injuries and fatalities. 
Ethanol and hydrocarbon 
extraction can be dangerous 
(requires blast-proof rooms). 

 CANN has a health and safety committee.  

 The company’s level of automation is a means of reducing workplace 
injuries. 

 Metric 
‒ Adheres to workplace health and safety laws. 

 Positive. The company has proper 
procedures in place. 

 Food safety. Risk that the 
company does not have the proper 
procedures and food safety 
guidelines in place to ensure 
food/product quality and safety. 

 Internally grown cannabis is rigorously tested based on stringent Health 
Canada standards. 

 Metric 
‒ Adheres to all food safety regulations. 

 Positive. The company meets its 
regulatory obligations. 

 Local community relations. Risk 
that the company does not have 
appropriate practices that support 
local communities; solid 
relationships and support are key 
to sustainability and future project 
development. 

 In addition to being actively involved in the community, CANN is 
involved with the Kyla’s Quest charity (advocates research into medical 
cannabis for sick children).  

 CANN hires local employees.  

 Metric 
‒ Wholly owned CALYX Life Sciences uses an educational component that 

will be targeted at assisting patients with individualized customer 
solutions. 

 Positive. CANN is active in local 
communities and promotes 
medical solutions involving one of 
its subsidiaries.  

Governance   

 Diversity. Risk that the company 
does not appropriately support 
diversity within the organization. 

 CANN aims to establish a gender ratio of 50/50 throughout the entire 
office, although no formal rule is in place.  

 A whistleblower policy is in effect. 

 Metric 
‒ 40% of the board are women. 
‒ 35% of total employees are women. 

 Positive. The gender composition 
of its board is balanced, and 
diversity with its total employee 
count should improve. 

 Legal and regulatory environment. 
Risk that the company’s failure to 
comply with laws or regulations 
could result in fines or penalties. 

 The board has experience in highly regulated industries.  

 Metric 
‒ CANN fulfills its obligations to all regulatory bodies. 

 Positive. The company is still in the 
early stages of building out its 
operations and continues to meet 
its legal and regulatory obligations. 
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Management and board of directors  
The board of directors at Heritage is comprised of experienced industry professionals including 
Chairman Donald Ziraldo, who is concentrating on building vertically integrated Heritage to focus on 
investments that would yield the best return. Further, President and CEO Clinton B Sharples brings a 
history of successfully leading numerous companies in different industries. These board members 
and the individuals outlined below bring a strong team of working professionals with transferable 
skills to further strengthen the company.  

Insiders currently own 6.70% of the company’s ~425m shares; they have bought ~440,000 shares 
since May 2019. 

Exhibit 10: Management and board of directors  

Name  Position Notes 

Clinton B Sharples  CEO Mr Sharples is a partner in a small private equity management company which was formed in 2005. His primary 
roles are CEO of Modu-Loc Fence Rentals (a Canada’s Best Managed Company) and chairman of Strategic Aviation 
and Sky Café. He is responsible for more than 1,200 employees and C$80m in annual revenue. His primary role with 
Heritage is to lead overall corporate development and implement the strategic direction. 

Erin Prohaska CFO Ms Prohaska is a business professional with more than 15 years of experience leading finance and operations teams 
in diverse industries. Prior to joining Heritage, Ms Prohaska was the CFO of a multinational consulting engineering 
firm with more than 2,500 employees. She has also managed and advised notable family offices on their finances 
and business holdings, including venture capital funds. 

Dan Phaure  COO Mr Phaure has held key leadership roles with a number of companies within the renewable, technology and 
infrastructure sectors. Over the course of his 20-year career, he has consulted and advised numerous companies in 
North America, Europe and Asia, providing strategic guidance in relation to M&A activity, capital transactions and 
operational changes. With his corporate and capital markets background, he brings a senior leadership skill that 
should help drive the build-out of Heritage’s opportunities as well as in the execution of its partnership strategy. 
Mr Phaure has also served on various boards with exposure to both Canada and the US. 

Donald Ziraldo Non-executive 
chairman 

Mr Ziraldo is a well-known Canadian winemaker and a member of the Order of Canada. He co-founded Inniskillin 
Winery in Niagara-on-the-Lake. Mr Ziraldo was granted the first winery licence in Ontario since prohibition, and 
helped make Canadian icewine a globally recognized luxury product. He has started his own brand of icewine and 
riesling table wines under the Ziraldo name. 

Celine Arsenault Director Ms Arsenault is an experienced financial executive with more than 20 years’ experience in international business 
and financial management. Her vast experience stems from several senior financial executive positions with various 
public and private companies in the renewable energy, insurance, private equity, electricity and 
telecommunications sectors. In addition to her extensive background, she brings disciplined financial reporting and 
governance skills to the board, having served on numerous non-profit boards and committees. 

Debra Senger Director Ms Senger is the founder and CEO of Voyage Cannabis (formerly known as PhyeinMed) a Health Canada–licensed 
producer which is a subsidiary (75%) of Heritage. Ms Senger has more than 30 years of public company experience 
in various capacities, as co-chair of the board, director, CEO and CFO. She served in several key executive senior 
managerial roles with a TSX Venture–listed company and several of its subsidiaries for more than 22 years. She is an 
owner, shareholder and director of several private companies in cannabis, transportation, e-commerce, property 
and business management. 

Graeme L Staley Director Mr Staley is the CEO of Purefarma Solutions, a wholly owned subsidiary of Heritage. Utilizing his background in 
refrigeration, mechanical engineering and winery operations, he has developed commercial standardized processes 
relevant to the new cannabis industry. Mr Staley provides the technical direction and execution of the team’s 
strategies based on more than 20 years of project-related experience.  

Source: Management information circular 
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Catalysts 
In addition to the catalysts we highlighted in the industry section of this report, which apply to all 
extraction companies, we highlight other catalysts specific to the company. 

 Adding more white label contracts. Increasing Heritage’s higher-margin white label contracts 
should push overall margins higher.  

 Adding more biomass volumes in general. As capacity utilization improves, so too should 
Heritage’s margins. 

 Bringing on a major tenant. Bringing in a major anchor client for its manufacturing hub, especially 
a CPG player, increases Heritage’s credibility and likely helps attract other customers to its hub.   

 Increasing customer base. If regulatory requirements move to stricter rules with cannabis 2.0 
edibles, Heritage’s private areas (manufacturing hub) can be a selling point for the extraction 
company.  

 Many acres for potential expansion. The company currently owns 13 acres of available land for 
either extraction or cultivation at Voyage, located in Falkland, BC.  

 More regulations on cannabis 2.0 products. Following the vaping issues in the US, Health Canada 
may impose stricter rules regarding the addition of additives to vape products, which is beneficial 
to Heritage given its extracts can mimic the characteristics of the flower (most cannot do this).  

Risks 
In addition to the risks we highlighted in the industry section of this report, which apply to all 
extraction companies, we highlight other risks specific to the company. 

 Problems ramping up capacity. There is limited industry experience extracting oil from cannabis 
or hemp on a large commercial scale. Yields, processing times and extraction costs could differ 
from management’s expectations. 

 Licence issues. Any licensing delays for its expansion project or delays in renewing its processing 
licence (or suspension or revocation) could present significant risk to the company.   

 Loss of major customers. Some of Heritage’s larger customers may eventually opt to perform 
extraction services internally, which would result in the loss of significant processing volumes. 

 Regulations. Health Canada could impose stricter rules around cannabis 2.0 products, which could 
make them costlier to manufacture and, in turn, negatively impact the company’s margins. 

 Customer-related issues. Major crop loss, financial difficulties or other issues could impact some 
of the company’s customers such that biomass availability may fall short.  

 Funding shortfall. To fully build out its manufacturing hub, which is estimated to cost ~C$20m, 
the company will likely need additional funding. We understand that it has been in discussions 
with lending institutions, and potential customers/partners could provide funding as well. 
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Financial statements 

Exhibit 11: Heritage income statement  

Year-end Oct-31 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Revenue 0.0 0.1 0.2 2.6 2.8 4.0 7.0 14.2 24.1 49.2 110.3 

COGS 0.0 0.0 0.0 -3.5 -3.5 -3.6 -4.5 -6.1 -8.2 -22.8 -39.4 

Gross profit 0.0 0.1 0.2 0.1 0.4 1.0 2.4 7.1 14.9 25.5 70.9 

General & admin -1.3 -1.9 -2.4 -2.6 -8.2 -3.8 -3.2 -3.6 -4.3 -13.9 -23.5 

Marketing and promotion -0.1 -0.2 -0.2 -0.3 -0.7 -0.4 -0.6 -0.7 -1.0 -2.6 -4.7 

Stock-based compensation -2.0 -0.8 -1.7 -0.3 -3.8 -0.2 -0.3 -0.6 0.0 -2.0 -5.0 

Depreciation & amortization -1.2 -0.4 -0.4 0.0 0.0 -0.1 -0.1 -0.3 -0.5 -1.0 -3.2 

Operating income -3.6 -3.3 -3.6 -3.0 -13.5 -2.5 -1.7 2.0 5.9 3.7 32.0 

Interest expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 -0.1 -0.1 -0.4 

Other 0.0 -0.2 -0.1 0.0 -0.2 0.0 0.0 0.0 -1.0 0.0 0.0 

Earnings before taxes -3.6 -3.4 -3.7 -3.0 -13.7 -2.5 -1.7 2.0 5.8 3.6 31.6 

Income taxes 0.0 0.0 0.0 0.9 0.9 0.7 0.5 -0.5 -0.6 -1.0 -8.9 

Net income -3.6 -3.4 -3.7 -2.2 -12.9 -1.8 -1.3 1.4 4.2 2.6 22.8 

EPS basic (C$) -0.01 -0.01 -0.01 0.00 -0.03 0.00 0.00 0.00 0.01 0.01 0.05 

Adjusted EPS (C$) 0.00 0.00 0.00 0.00 -0.01 0.00 0.00 0.00 0.01 0.01 0.06 

Shares O/S basic (m) 352 419 468 468 427 468 468 468 468 468 468 

Shares O/S fully diluted (m) 352 419 468 468 427 468 468 468 468 468 468 

Gross margin (net sales) (%) NM NM NM 5.0 13.0 25.0 35.0 50.0 62.0 51.7 64.3 

Adjusted EBITDA -1.4 -2.0 -2.5 -2.7 -8.6 -2.2 -1.3 2.8 7.4 6.7 39.2 

Adjusted EBITDA margin (%) - - NM NM NM -54.9 -18.7 20.0 30.5 13.6 35.5 

Increase in gross revenue (yoy%) 0.0 0.0 0.0 0.0 NM NM NM NM NM NM 124.0 

Effective tax rate (%) 0.0 28.0 28.0 28.0 6.2 28.0 28.0 28.0 28.0 28.0 28.0 

Source: Desjardins Capital Markets, company reports 
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Exhibit 12: Heritage balance sheet  

Year-end Oct-31 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Assets            

Current assets            

Cash and cash equivalents 5.5 10.4 13.4 8.6 8.6 2.6 0.0 0.0 0.0 0.0 0.0 

Accounts receivable 0.7 0.4 1.3 1.3 1.3 1.9 2.8 2.8 4.8 4.8 9.3 

Prepaid expenses 0.4 1.3 1.5 1.6 1.6 2.4 2.8 3.4 4.8 4.8 9.3 

Inventory 0.0 0.0 2.0 2.6 2.6 4.0 4.2 4.5 6.8 6.8 11.6 

Other 0.1 0.2 0.0 1.0 0.0 0.0 0.0 0.0 0.0 1.0 1.0 

Total current assets 6.8 12.3 18.3 14.1 14.1 10.9 9.8 10.8 16.4 16.4 30.2 

Equipment and leaseholds  10.9 13.1 17.9 19.6 19.6 21.3 23.1 24.7 28.4 28.4 46.5 

Investment in associate 0.0 0.0 4.0 4.0 4.0 4.0 4.0 4.0 4.0 4.0 4.0 

Intangible assets  42.0 41.6 40.4 40.4 40.4 40.4 40.4 40.4 40.4 40.4 40.4 

Other 0.0 0.0 1.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Total assets 60.1 67.4 81.0 78.2 78.2 76.7 77.3 80.0 89.2 89.2 121.1 

Liabilities and shareholders’ equity            

Current liabilities            

Bank overdraft 0.0 0.0 0.0 0.0 0.0 0.0 0.9 1.6 4.8 4.8 12.7 

Accounts payable and accrued liabilities  1.5 3.3 2.7 2.1 2.1 2.4 3.3 4.0 5.8 5.8 7.0 

Other 0.0 1.0 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.0 

Loans payable current portion 1.8 1.7 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Total liabilities 3.8 5.7 4.9 4.2 4.2 4.6 6.4 7.7 12.7 12.7 21.8 

Shareholders’ equity 
           

Share capital  59.7 76.2 92.7 92.7 92.7 92.7 92.7 92.7 92.7 92.7 92.7 

Contributed surplus  11.9 4.7 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 

Deficit -17.3 -19.9 -22.6 -25.8 -25.8 -27.6 -28.8 -27.4 -23.2 -23.2 -0.4 

Total shareholders equity 55.5 61.0 75.5 73.3 73.3 71.5 70.3 71.7 75.9 75.9 98.7 

Total liabilities and shareholders’ equity 60.1 67.4 81.0 78.2 78.2 76.7 77.3 80.0 89.2 89.2 121.1 

Net debt (net cash position)  -3.7 -8.7 -11.5 -6.7 -6.7 -0.7 2.8 3.5 6.7 6.7 14.6 

Capex 0.8 2.3 4.0 2.0 9.2 2.0 2.0 2.0 4.0 10.0 20.0 

Source: Desjardins Capital Markets, company reports 
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Exhibit 13: Heritage cash flow statement  

Year-end Oct-31 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Cash provided by (used in)            

Operating activities            

Net income -3.6 -3.4 -3.7 -2.2 -12.9 -1.8 -1.3 1.4 4.2 2.6 22.8 

Amortization of PPE 0.2 0.6 0.4 0.0 1.2 0.0 0.0 0.0 0.0 0.0 0.0 

Amortization of intangible assets 0.0 0.0 0.0 0.2 0.2 0.3 0.3 0.3 0.3 0.2 2.0 

Stock-based comp 0.0 0.0 3.5 0.0 3.5 0.0 0.0 0.0 0.0 0.0 0.0 

Revaluation of financial instruments 2.0 0.8 -2.8 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0 

Prepaid expenses 0.0 -0.9 -0.2 0.0 -1.1 0.0 0.0 0.0 0.0 0.0 0.0 

Inventory 0.0 0.0 -2.0 0.0 -2.0 0.0 0.0 0.0 0.0 0.0 0.0 

A/P and accrued liabilities -0.5 1.8 -0.6 0.0 0.7 0.0 0.0 0.0 0.0 0.0 0.0 

Chg in non-cash WC -0.1 -0.1 0.1 -1.3 -1.4 -2.5 -0.5 -0.4 -3.8 -7.2 -12.6 

Cash from operations after WC -1.7 -0.9 -6.0 -3.3 -11.8 -4.0 -1.5 1.3 0.8 -3.4 12.1 

Financing activities            

Proceeds from issuance of shares and warrants 0.0 -0.2 0.0 0.0 -0.2 0.0 0.0 0.0 0.0 0.0 0.0 

Increase/decrease in ST debt 0.0 0.0 0.0 5.0 0.0 0.0 0.9 0.7 3.2 4.8 7.9 

Proceeds from exercise of warrants 6.8 7.9 -6.6 0.0 8.1 0.0 0.0 0.0 0.0 0.0 0.0 

Issuance of LT debt 4.5 2.3 27.8 0.0 34.7 0.0 0.0 0.0 0.0 0.0 0.0 

Net funds from financing 11.4 9.0 21.1 5.0 43.0 0.0 0.9 0.7 3.2 4.8 7.9 

Investing activities            

Purchases and deposits of PPE -0.8 -2.3 -4.0 -1.6 -8.7 -2.0 -2.0 -2.0 -4.0 -10.0 -20.0 

Investment in associates 0.5 -0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Investment in other financial assets -5.0 -1.5 -19.7 0.0 -25.2 0.0 0.0 0.0 0.0 0.0 0.0 

Other 0.0 -0.3 10.8 0.0 9.5 0.0 0.0 0.0 0.0 0.0 0.0 

Other 0.0 -0.3 10.8 0.0 10.5 0.0 0.0 0.0 0.0 0.0 0.0 

Net funds from investing -5.3 -4.7 -13.2 -1.6 -23.8 -2.0 -2.0 -2.0 -4.0 -10.0 -20.0 

Net cash flow 4.3 4.9 2.0 -4.8 7.4 -6.0 -2.6 0.0 0.0 -8.6 -0.0 

Net cash flow ex bank debt 4.3 4.9 2.0 -4.8 7.4 -6.0 -3.5 -0.7 -3.2 -13.4 -7.9 

Free cash flow -2.5 -0.9 -6.0 -4.8 -11.9 -4.0 -1.5 1.3 0.8 -3.4 12.1 

Cash, beginning of period 1.2 5.5 10.4 13.4 1.2 8.6 2.6 0.0 0.0 8.6 0.0 

Cash, end of period 5.5 10.4 13.4 8.6 8.6 2.6 0.0 0.0 0.0 0.0 0.0 

Source: Desjardins Capital Markets, company reports 
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Neptune Wellness Solutions Inc.  
Positioning to be king of the cannabis extraction sea 

The Desjardins takeaway 
To the best of our knowledge, Neptune is the only company in the cannabis extraction sector which 
has extensive commercial-scale oil extraction experience; this should help lower its execution risk as 
it builds the largest cannabis and hemp extraction capacity in the industry. It is also the only company 
in the sector which has extensive experience with formulation, manufacturing and distributing health 
and wellness products, which we believe gives it an edge in addressing the CPG opportunity and in 
attracting potential CPG-related customers. Neptune also offers investors direct US optionality—
something no other extraction company can offer at this time. 

Highlights 
Building the largest capacity and being a low-cost producer. Once its expansion is complete and 
following Health Canada approval (estimated early/spring 2020), Neptune will have 1.5m kg of 
Canadian extraction capacity for both cannabis and hemp biomass—this is well above that of the 
second largest player (1m kg). This, combined with its fully automated facility and use of cold ethanol 
as its main extraction method, should result in Neptune being a low-cost producer. 

Lower execution risk. Similar to the cultivation of cannabis, there is limited experience in the industry 
with extracting cannabis on a large commercial scale, which can present execution risk. However, 
with almost two decades of extracting krill oil on a commercial scale (Neptune was a pioneer in this), 
we have greater confidence in Neptune’s ability to execute vs those that do not have this level of 
expertise.  

Better positioned to address the health and wellness market. Neptune has extensive experience 
with its own line of krill oil products, which it formulated, manufactured and distributed; it has also 
offered turnkey solutions to customers. We believe that together this is invaluable in addressing the 
CPG opportunity and attracting new customers, or in producing its own brand.  

Sales visibility and US optionality. With three supply contracts involving some of the biggest LPs in 
the industry (Canopy, Tilray, TGOD), the company’s Phase II expansion (200,000kg of capacity) is fully 
committed. Management estimates it can generate revenue of C$450m (and believes EBITDA margins 
should exceed 40%) based on 50% capacity utilization (or 1.5m kg of an estimated 3m kg of extraction 
capacity at both its Sherbrooke and US-based Sugarleaf operations). Its hemp-based US assets 
provide unique exposure to a US$20b hemp-based market opportunity—which hardly any other 
cannabis company offers at this time.  

Valuation 
Our C$10.00 target is based on an EV/EBITDA multiple of 11x on our 2Q FY21–1Q FY22 estimates. 

Recommendation 
We are initiating coverage of Neptune Wellness Solutions Inc. with a Buy–Above-average Risk rating.  
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Company profile 
Neptune is a unique player in the extraction sector in that it not only specializes in the extraction, 
purification and formulation of cannabis and hemp products, but also provides customized turnkey 
solutions and specialty ingredients for the nutrition industry through its legacy businesses. The 
company has decades of experience in oil extraction as well as in the natural products sector. Its 
headquarters is in Laval, Québec, and it had 142 employees as of the end of September 2019. 

The evolution from krill oil to cannabis. The company was incorporated on October 9, 1998 and was 
a pioneer in the extraction of omega-3 from krill oil for close to 20 years before it made the decision 
to pivot to cannabis in November 2017; market softness in the demand for krill oil and the overall 
omega-3s market, and a determination that the cannabis market offered a considerably larger 
opportunity with substantially higher growth rates were the main drivers for the decision. Leading up 
to this, the company had developed substantial commercial extraction expertise as well as product 
development and distribution expertise in the wellness industry. In August 2017, it announced its exit 
from the krill oil business with a US$34m sale of some related assets and IP to Norway-based krill 
player Aker BioMarine. It did retain MaxSimil, a patented specialty ingredient which enhances the 
absorption of lipid-based nutraceuticals; Biodroga, a leading turnkey solution provider of omega-3s 
and other functional ingredients for the nutraceutical industry; and Acasti Pharma, a 
biopharmaceutical innovator—all of which could be leveraged for the cannabis/hemp business.  

Canadian operational footprint—constructing the largest extraction capacity in the industry. The 
company currently has 200,000kg of cannabis and hemp biomass extraction capacity annually, which 
will increase to 1.5m kg following the construction of Phase IIIa. The majority of the capacity 
(1.47m kg) will utilize ethanol to extract oil while the remaining (30,000kg) original capacity uses CO2 

technology. Neptune had retrofitted its 50,000sf Sherbrooke facility, which was previously used for 
krill oil extraction. This site was previously GMP-certified and licensed by the Canadian Food 
Inspection Agency and the Natural and Non-prescription Health Products Directorate, which oversees 
natural health products and non-prescription drugs. As a result, the highly automated facility already 
features robust safety measures. 

Exhibit 1: The Sherbrooke facility and its ethanol extraction equipment 

 
Source: Company documents 

Building out capacity in Canada. In November 2017, the company spent C$5m on its Phase I 
expansion, which involved building improvements and equipment in preparation for 30,000kg of 
cannabis extraction capacity using CO2 technology. In June 2018, C$4.8m was spent on Phase II to add 
170,000kg/yr of ethanol-based extraction capacity; the expansion has been completed and received 
its amendment from Health Canada in June 2019. Phase IIIa is underway and is expected to add 1.3m 
kg of additional ethanol-based extraction capacity for only C$4m. By the end of 2019, Phase IIIa 
should be complete and a licence approval from Health Canada should follow in the spring of 2020, at 
which time total annual extraction capacity would be 1.5m kg. The first two phases were completed 
on time and on budget, and Phase IIIa is expected to follow suit. The company took a staggered 
approach to building out its capacity to accelerate its time to market. Technically, the Sherbrooke 
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facility could be retrofitted to increase its ethanol extraction capacity to 6m kg/yr, although Neptune 
is unlikely to approve any additional capacity unless demand warrants it. The company estimates it 
would cost C$70m to replicate what it already has in Sherbrooke (land, facility, automation, capacity, 
testing lab, etc). 

Exhibit 2: Building out capacity 

 
Source: Company documents 

Low-cost extraction producer which is highly automated. Once Phase IIIa is completed, the company 
will have the size and scale (1.5m kg/yr of capacity) to help lower costs. The facility is highly 
automated and requires minimal staff to operate the extraction equipment; BOTEC Analysis 
estimates labour represents ~25% of extraction production costs, so a highly automated facility 
should help keep labour costs low. Neptune’s use of cold ethanol also implies faster processing times 
and less energy usage (~20% less power compared with CO2, by the company’s estimates). Québec’s 
lower electricity rates should also provide a modest boost.  

Hemp—best positioned for this growing segment in Canada and the US. In May 2019, the company 
acquired Sugarleaf for US$12m cash plus US$6m in shares and additional consideration of US$132m 
in cash and shares (or total consideration of US$150m, on a 5x EBITDA multiple), payable in the next 
three years, subject to certain milestones being achieved (US$6m in shares if certain production and 
revenue milestones are met, US$16m in cash and shares if US$8m in trailing 12 months EBITDA is 
reached). Sugarleaf is a North Carolina–based hemp processing company which provides extraction 
services as well as formulated products. The company uses a cold ethanol extraction method and can 
process 1.5m kg of hemp biomass (and cannabis, if/when it becomes federally legal in the US), which 
we believe may be one of the larger capacities in the US. It also has its own Forest Remedies 
consumer brand and provides private label services for finished packaged hemp-derived products 
(tinctures, topicals, liquid softgel capsules, vape products). 

Exhibit 3: Sugarleaf labs operations in North Carolina 

 
Source: Company documents  
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The company plans to process locally sourced hemp to produce high-quality and broad-based 
spectrum hemp extracts. In 2018, North Carolina planted ~3,200 hemp acres and the neighbouring 
states planted ~11,000 acres (up >3x from 2017 levels), which should be more than sufficient 
feedstock to keep Sugarleaf busy; at 700lbs an acre (or 320kg/acre), this equates to 1m kg of hemp 
biomass from North Carolina alone and an additional 3.5m kg of biomass from neighbouring states. 
Recall from our industry section that unlike cannabis, hemp must be extracted as an oil to be usable. 
The company recently announced two new US customer relationships, which is a nice start for 
Sugarleaf; for more details see our Supply agreements section. As previously stated, we estimate 
~32m hectares of hemp being grown in Canada, which equates to ~25m kg of hemp biomass that 
could be earmarked for extraction.  

Testing lab. The company has an onsite lab, which it plans to use for R&D, and quality control analysis 
in-house. This lab is a carryover from the legacy krill business. The company already has experience 
with an onsite lab, which should help with formulations, product development and white label 
services. The company does not plan to act as a third-party testing lab for other companies at this 
time, nor has it been certified by Health Canada to test for pesticides and other metals; there are 
currently no immediate plans to seek certification. It is currently only able to test for THC and CBD 
levels for both biomass coming in and extracted oil leaving the facilities. 

Exhibit 4: Neptune’s Sherbrooke laboratory 

 
Source: Company documents 

EU GMP certification pending (estimated by 1H20), organic underway. The facility was previously 
GMP-compliant as mandated by Canada’s Natural and Non-prescription Health Products Directorate 
when it was extracting krill oil and we therefore believe the path to EU GMP compliance should be 
relatively simple for Neptune; EU GMP certification would allow it to export products to Europe. 
Given the limited number of EU GMP–certified LPs (seven by our count), an extractor such as 
Neptune—which is expected to receive this certification—could prove invaluable to companies that 
are looking to access a growing EU market but do not want to wait to get the certification themselves 
given the time invested (~18 months) and financial consideration. An LP would still need to have a 
European partner to ship the product to, or Neptune could establish a partnership overseas to act as 
a distributor for white label products, which could make Neptune more attractive for customers. On 
the back of the TGOD supply agreement, Neptune is working toward its organic certification (1H20), 
of which certain elements of its process would be exclusive to TGOD.  

Legacy business—a trailblazer in krill oil. Before pivoting to focus more on cannabis in August 2017, 
the company was known as Neptune Technologies and Bioresources. It was the first company in the 
world to research, manufacture and commercialize/market krill oil as a dietary supplement. It 
developed the first commercial-scale extraction method and filed several global patents. This legacy 
business segment is still involved in formulations and product development, and provides turnkey 
nutrition solutions to customers (eg in unique delivery forms such as liquids and capsules, and may 
include specialty ingredients).  

NOVEMBER 6, 2019

Heritage Cannabis Holdings Corp./Neptune Wellness Solutions Inc./Valens GroWorks Corp.

John Chu
Amrit Sidhu, CPA, CA,
Associate 46



 

US strategy sets the company apart from the rest  
Few cannabis-related companies have US optionality and assets in the US; we are not aware of any 
other Canadian extraction-focused company that has direct exposure to the US. Through its Sugarleaf 
acquisition, Neptune can leverage its recently announced agreement with International Flavors & 
Fragrances (IFF, NYSE, market cap of US$13.4b) and Sugarleaf’s existing Forest Remedies brand and 
build out a portfolio of hemp-based CBD products in consumer goods. More specifically, the company 
can leverage IFF’s long history of formulation expertise to build an array of products, which we 
believe could include softgels, tinctures, creams and balms, among other products. The company 
should also be able to leverage CEO Michael Cammarata’s extensive experience in consumer-
packaged goods to move into personal care and home care products; these products are increasingly 
being made with more plant-based ingredients, for which hemp-derived ingredients could represent 
a very interesting and new avenue for Neptune.  

To put the US opportunity into context, the hemp-based CBD market opportunity is estimated at 
US$20b by 2024 (compared with up to US$50b for the cannabis market), which is more than 2x larger 
than the estimated size of the entire Canadian cannabis market. While Canada may be a more 
advanced cannabis market, the US should be a more advanced hemp-based CBD market. Name-
brand, trusted retailers (eg Walgreens, CVS, Rite Aid, Sephora, Neiman Marcus, Barneys New York, 
Whole Foods) plan to distribute CBD products, which should bring a lot of credibility to hemp-based 
CBD in addition to providing an extensive distribution network for products. The US hemp-based CBD 
market should therefore see tremendous growth, and Neptune, through Sugarleaf, should be able to 
capitalize on this opportunity.  

Products and services  
Neptune offers a wide range of products and services that are common across the extraction sector. 
We expect the company to leverage its previous experience with krill oil to drive a smooth transition 
to cannabis extraction, testing, formulations, product development and distribution. 

Extraction. The company offers cold ethanol extraction services as well as some modest CO2 

extraction (capacity of 30,000kg/yr). The company believes ethanol represents the best method for 
building commercial scale, is cost-effective and has a faster processing time vs CO2. The size of its 
extraction capacity also makes it ideal for processing hemp, which requires a lot of volume to extract 
similar amounts of usable active material (~4–5x the volume of hemp is required to extract a similar 
volume of active ingredients compared with cannabis). It also plans to take advantage of Québec’s 
low electricity rates.  

Testing. The company has an onsite lab from its krill oil business which it intends to leverage for its 
cannabis extraction, formulation and product development services. The company has had extensive 
experience with R&D and testing over the past ~18 years.  

Formulation. Through its krill oil business, Neptune has extensive experience with formulations. It 
was one of the trailblazers in positioning krill oil as a dietary ingredient and did some early scientific 
work on its efficacy and mode of action. Some of the company’s work to make it a more consumer-
friendly product involved making a more digestible form of omega-3s; for instance, it was able to 
eliminate the ‘fishy burps’ which were common to fish oil-based omega-3s at the time. The company 
recently hired a ‘cannabis sommelier’ and formulation specialist (José Dominguez), which should help 
the company increase its formulation capabilities for various product forms such as tinctures, topicals 
and beverages, and with a near-term focus on vape pens. Mr Dominguez has won numerous awards 
for various flower categories and solventless hash and was named Canada’s cannabis champion by 
The Highway Magazine following his success at The Karma Cup, an elite medical cannabis 
competition.  
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Product development/white label—extensive existing experience in these areas. Neptune produces 
extract crude oil, as well as winterized oil and distillates. Generally, its extracts will be used to 
formulate a wider array of products such as edibles, tinctures, capsules, topicals and vape pens, in 
addition to other cannabis 2.0 products.  

North Carolina–based Sugarleaf has its own Forest Remedies consumer brand and provides private 
label services for finished packaged hemp-derived products (eg tinctures, topicals). This experience 
should be attractive to new customers seeking to get into the space.  

Also, as a provider of omega-3s and other functional ingredients, Neptune provides turnkey solutions 
(ie specialized/customized nutraceutical finished products) to branded marketers in the nutraceutical 
industry. Neptune can source ingredients and formulate products (eg softgel capsules, liquids and in 
bulk form) that are ready for sale under the customers’ private label. Neptune is also responsible for 
the quality testing of each product. This experience as a white labeller and quality tester for the 
nutraceutical industry should give Neptune an advantage as it looks to secure LP and CPG partners.  

Legacy products and services. This includes MaxSimil, which was launched in 2016, wherein Neptune 
has as exclusive worldwide royalty-bearing commercial agreement with Ingenutra for its patented 
and clinically studied MaxSimil specialty ingredient; it is designed as a unique delivery system which 
allows for better bioavailability and absorption of lipid-based and lipid-soluble nutraceutical 
ingredients such as omega-3 fish oils and vitamins A, D, E, etc. Essentially, MaxSimil mimics the 
human digestive process using enzymes to deliver absorption-ready, pre-digested lipid-based 
products (eg fish oils) that have 2x the absorption rate of conventional lipid-based products. The 
company is performing R&D to see whether this ingredient could be beneficial with ingredients such 
as CBD which are not as easily absorbed by the body. 

Exhibit 5: Products the company has formulated, manufactured, 
produced and/or distributed 

 
Source: Company documents 

Neptune already has experience developing human-grade omega-3 products, pet supplements and 
other customized formulations for pets. We suspect this experience could lower execution risk to 
formulate and produce CBD-based pet supplements and to leverage its existing distribution network.  
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Supply agreements—off to an impressive start 
With the company having received its processing licence in January 2019 and initiating its first 
commercial production run in March 2019, it quickly signed extraction agreements with two big LPs 
(Tilray and TGOD in June 2019), which represent two of the largest contracts by volume to date. 
However, the TGOD contract could be smaller to reflect its recent operational update (capacity 
decreases to ~22,000kg/yr from >130,000kg/yr). Neptune had already signed Canopy in June 2018 to 
a multi-year agreement as well. Given the cultivation capacity for these customers, the agreements 
could easily be extended or amended to include higher volumes once Neptune’s extraction capacity 
increases to 1.5m kg.  

We should note that while most industry supply agreements that have been signed in 2019 have 
been for two years, Neptune’s contracts are for three years, which we believe shows the customer’s 
increased confidence with the size and scale it is building as well as its ability to leverage its previous 
extraction, formulation, testing and product development expertise to lower its execution risk. With 
capacity expanding to 1.5m kg, we do not believe these longer-term contracts handcuff the company 
from allocating capacity to potentially higher-margin CPG partners that may want to sign white label 
agreements. 

Exhibit 6: Neptune supply agreements 

 
 

Market cap, 
Nov-4 (C$m) 

Cultivation 
capacity (kg) 

 
Date 

Term 
(years) 

Total volume 
(kg) 

Total value 
(C$m) 

Cannabis 
input 

Hemp 
input 

Tolling/bulk  
oil or resin 

Canopy 9,221.9 600,000 19-Jun-18 NA NA NA X X X 

TGOD 300.7 22,000 12-Jun-19 3 230,000 NA X X X 

Tilray  1,789.6 150,000 07-Jun-19 3 125,000 NA X X X 

Source: company documents  

Sugarleaf recently (late September 2019) announced two new US customer relationships wherein it 
will provide hemp-derived finished-form products and bulk extracts from its North Carolina facility. 
One of the customers is a large, well-established listed supplements and vitamins company with a 
small initial purchase order, although this could be renewed for substantially higher volumes. The 
other is a private health and wellness company that has been in business for more than 50 years. 
Neptune has had dealings with both customers in the past, which reinforces the advantage it has with 
its ability to leverage its legacy nutrition business and the relationships/customers it has established 
over the years. The company was able to pass a significant vendor vetting process, which can take up 
to three months. The company is also in discussions with several other potential US-based customers. 
Many of the customers Neptune dealt with in the past through its nutraceutical division have 
expressed an interest in getting involved with CBD products, which should present some interesting 
opportunities for Sugarleaf.  

Strategic partnerships 
Lonza (announced December 2018). Neptune entered into a multi-year licensing agreement which 
will make use of Lonza’s proprietary Licaps liquid-filled hard-capsule technology with Neptune’s 
extraction and purification capabilities. Initial annual capacity is estimated at up to 200m capsules. 
Neptune plans to leverage Lonza’s technology into other product formulations and also leverage 
proprietary liquid and specialty encapsulation technology for the cannabis and hemp industry. Lonza 
Group (LONN, CH, US$25b market cap) is a Switzerland-based supplier of pharmaceutical, healthcare 
and life science products, with a Pharma Biotech & Nutrition division.  

In early October, the company announced that it was actively pursuing a product development 
collaboration with IFF to co-develop hemp-derived CBD products for the US market. IFF is a major 
player which manufactures and supplies flavours and fragrances to more than 39,000 customers 
globally in the food, personal care and home care product segments. If an agreement is finalized, this 
should add credibility and reinforce the expertise Neptune has built in the wellness segment.   
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Financial overview and outlook 
The company is just starting to generate cannabis revenue (less than C$50,000 last quarter). The 
majority of its revenue is being generated by its legacy Nutraceutical division (C$4.3m last quarter), 
which is posting modest profit. We expect cannabis revenue to accelerate as customer volumes start 
to pick up starting in the December quarter. Margins should improve as volumes ramp up as well. The 
supply contracts help provide sales visibility for the next three years and the relatively high fixed-cost 
nature of the business should allow for better predictability with regard to forecasting gross margins. 
We forecast that the company should reach positive EBITDA in 4Q FY20. 

Exhibit 7: Neptune financial snapshot 

Year-end Mar-31 (C$m) 1Q19 2Q19 3Q19 4Q19 2019 1Q20 2Q20E 3Q20E 4Q20E 2020E 2021E 

Income statement            

Cannabis revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.5 6.9 15.0 22.3 132.1 

Royalty revenue 0.3 0.5 0.4 0.1 1.3 0.3 0.4 0.4 0.5 1.6 2.3 

Nutraceutical revenue 4.9 6.6 6.1 5.5 23.2 4.0 5.0 7.0 7.0 23.0 26.0 

Total revenue 5.2 7.1 6.5 5.7 24.4 4.4 5.8 14.3 22.4 46.9 160.5 

COGS -3.7 -4.7 -4.3 -4.1 -16.8 -5.1 -5.2 -10.0 -12.3 -32.6 -69.2 

Gross profit 1.5 2.4 2.2 1.5 7.6 -0.7 0.6 4.3 10.1 14.2 91.3 

Net income -4.1 -3.0 -3.7 -12.4 -23.2 -6.5 -5.9 -2.4 3.5 -11.2 61.0 

Gross margin (%) 28.9 33.3 34.1 27.1 31.2 -16.3 10.0 30.0 45.0 30.4 56.9 

Adjusted EBITDA 0.0 2.0 -3.6 -4.4 -6.0 -3.6 -5.4 -1.9 4.0 -6.8 62.9 

Adjusted EBITDA (%) 0.0 28.6 -55.7 -77.0 -24.5 -82.5 -92.0 -13.0 18.0 -14.5 39.2 

Balance sheet 
           

Net debt -18.5 -16.2 -12.3 -6.2 -6.2 0.6 -17.1 -10.9 -14.6 -14.6 -62.8 

Source: Desjardins Capital Markets, company reports 

Quarterly recap. Neptune reported its 1Q FY20 (ended June) recently with revenue of C$4.4m, of 
which C$4.0m was derived from its legacy Nutraceutical business and C$40,000 from cannabis. 
Nutraceuticals generated a decent gross margin (31%) while cannabis brought overall consolidated 
gross margins into a loss position. 

Strong sales growth expected 
We forecast tremendous sales growth as the company ramps up its cannabis and hemp extraction 
business in both Canada and the US. Supply contracts with Canopy, TGOD and Tilray provide us with 
good sales visibility for the next few years. Sales growth will be driven by capacity expansion at its 
Sherbrooke facility through new supply agreements and contributions from its recently acquired 
Sugarleaf operations and product mix, offset partially by declining prices. 

Sales visibility. Neptune has announced three extraction supply agreements, each of which has 
minimum-volume requirements (a fee will be charged if the minimum volume amounts are not met). 
Management has indicated the company’s current capacity of 200,000kg of biomass input is fully 
committed to these agreements. This should provide it with good sales visibility for the next few 
years at least. 

Capacity expansion to drive sales growth. The company’s expansion of an additional 1.3m kg of 
capacity should be completed by December 2019, with licence approval from Health Canada 
expected several months thereafter (likely spring 2020). Leading into the licence approval period and 
following formal approval, we would expect announcements of additional supply agreements with 
both existing and new customers given the increased capacity, which should drive sales growth. 
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Sugarleaf contribution. Neptune expects Sugarleaf to begin contributing to sales by as early as 2Q20. 
With 1.5m kg of hemp processing capacity, we estimate the facility can generate meaningful revenue 
north of C$200m if all 1.5m kg of capacity is utilized (based on C$0.15/g). Given its proximity to hemp 
acres and the 2018 Farm Bill, which essentially made hemp federally legal (although it is still awaiting 
FDA approval), we believe there should be significant demand for hemp extraction capacity in the US. 
While Sugarleaf is already generating revenue, we believe its revenue is currently modest at best. 
Two recently announced new customers (see Supply agreements section for more detail), although 
they are modest additions from a revenue perspective, provide some optimism that sales growth 
could accelerate substantially in the coming quarters as new customers are announced (it takes up to 
three months to be vetted by a vendor). IFF, a player in taste, scent, nutrition and ingredients, should 
also provide some interesting upside as it relates to plant-based consumer products. 

Pricing likely to be a modest headwind. Realized prices will likely decline for two reasons: excess 
extraction capacity and mix (hemp prices are estimated at 20–25% the price of cannabis extraction 
prices). Realized prices from other industry players have already dropped, and new industry 
extraction supply coming online is expected to put additional pressure on extraction prices. As of 
1Q FY20, the mix between cannabis and hemp biomass was 50/50, but with the upcoming hemp 
harvest this fall it should start to heavily skew toward hemp in the coming quarters. For cannabis, we 
believe pricing per gram for basic crude oil tolling starts at ~C$0.80/g and is higher for processing 
value-added resin and white labelling (10 and 20% higher than basic crude oil tolling, respectively). 
Similarly, for hemp we assume pricing per gram of C$0.15–0.20 for basic crude oil tolling and higher 
for processing value-added resin and white labelling (10 and 20% higher than basic crude oil tolling, 
respectively). The extent to which Neptune’s product mix shifts to higher value-added services could 
help minimize the overall pricing headwinds. 

Sales capacity of C$450m at 50% capacity utilization. Management has indicated that taking into 
account both its Sherbrooke facility (based on 1.5m kg of capacity per year) and Sugarleaf facility 
(1.5m kg of hemp capacity year) and assuming a 50% capacity utilization rate (or 1.5m out of the 
3m kg of combined capacity), the company expects it could generate revenue of ~C$450m, which 
factors in modest price erosion. Based on an assumption that the price to extract cannabis is typically 
4–5x higher than for hemp, we assume the Sherbrooke facility can generate revenue of up to C$300m 
and the Sugarleaf facility up to ~C$150m. 

Margins set to improve 
Margins should increase significantly once the cannabis and hemp businesses ramp up and utilization 
rates improve. Because this is a relatively high fixed-cost business, management estimates costs 
(fixed and variable) at ~C$15m for its Sherbrooke facility (based on 200,000kg of processing capacity). 
Hence, as volumes ramp up, margins can increase quickly and significantly. Management also 
believes it can generate EBITDA margins above 40% over the long term as it believes it is a low-cost 
extractor, given its size and scale and ethanol method. 

Improving capacity utilization. As Neptune’s customers continue to ramp up cultivation production, 
we expect incoming biomass for extraction to rise significantly. As a result, the company’s capacity 
utilization should improve and help push margins higher. Of course, once the new expansion is 
completed, it likely acts as a modest drag as the company ramps up its utilization rate again. 

Volume mix changing. From what we can surmise, gross margins for the extraction of cannabis could 
be significantly higher than for hemp. So, depending on the biomass input mix, margins may swing 
higher or lower. This also likely depends on consumer demand and the success of the cannabis 2.0 
market (eg THC-based edibles compared with hemp-derived wellness products). We do note that 
hemp needs to be processed to realize/access the CBD, whereas the cannabinoids in cannabis can be 
activated in flower form (joints, vaping) or in extracted form. 
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From a biomass perspective, we assume the Sherbrooke facility will process a 50/50 split between 
cannabis and hemp but recognize it could skew more toward hemp given the larger volumes that 
need to be processed to extract a similar amount of oil compared with cannabis. With Sugarleaf 
processing 100% hemp, the overall consolidated split between cannabis and hemp biomass should be 
25/75 at least, assuming full capacity utilization. 

Other factors to consider for Neptune’s margin outlook. The Sherbrooke facility is highly automated 
and requires less staff to operate than others. Québec has the lowest electricity rates in Canada. Its 
cold ethanol process is faster and consumes ~20% of the energy of CO2 extraction. 

Excess capacity and commoditization to be a modest drag. As we outlined in our industry section, 
we envision the extraction sector (more so the basic tolling services segment) facing margin pressure 
as new capacity comes online and as some of the LPs bring extraction in-house. Eventually, extraction 
will likely become commoditized in the coming years, but those companies that can add value above 
and beyond basic extraction/tolling services should continue to thrive; white label is one of the main 
areas that can help minimize margin compression. 

EBITDA margins in the 40%+ range. While at certain points margins could exceed this range and 
surpass the 50%+ level, management believes competition would effectively bring margins down to 
this level in the longer term. 

Balance sheet—healthy cash flow generation 
Following a US$41.4m private placement (~9.4m shares at US$4.40/share) in July 2019, of which part 
of the proceeds were used to fund the Sugarleaf acquisition (US$12m in cash and US$6m in shares), 
and accounting for capex of ~C$11m required to fund its capacity expansion at its Sherbrooke facility, 
we estimate the company has ~C$25m of cash on hand to fund various growth initiatives. With our 
expectations that the company can generate positive EBITDA by as early as 4Q FY20, the company 
should be generating meaningfully positive cash flow. 

Extraction is generally a relatively asset-light business, which is reflected in the company’s C$48m in 
property, plant and equipment (prior to the Sugarleaf acquisition) and the ~C$11m in capex required 
to add 1.3m kg of extraction capacity, which includes packaging/bottling lines. 

The company also has substantial tax losses (C$48m, which includes R&D expenses) it can use from 
its legacy business. This can help minimize taxes paid and accelerate cash flow generation. 

Valuation 
As discussed in the industry section, our valuation method looks at other established contract 
manufacturers (food and pharma) to provide a starting point for how we look to value the cannabis 
extraction industry. In this case, a forward EBITDA multiple of 10x seems reasonable as a starting point. 
Generally, we would add a premium multiple to these benchmark industries to reflect the cannabis 
extraction sector’s superior growth outlook (in both sales and EBITDA), but given the recent market 
weakness, we are for now assigning a multiple that is more in line. We then add a modest premium to 
those extraction companies we believe are in the best position to excel. We use our ‘extraction 
scorecard’ as a basis to determine how the companies in this report rank relative to each other. 

Based on our scorecard, Neptune scored 79 points and ranks second. As such, we have assigned it a 
modest premium multiple over the third ranked company but a discount to the highest ranked 
company. This factors in its base operations, supply agreements, growth prospects, execution risk, 
ability to provide value-added services (white labelling, etc) and US/international optionality. Given 
Neptune’s overall score, we assign it a 11x EBITDA multiple, which is a modest premium to the 
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industry but slightly below that for the highest ranked company in our scorecard. This results in a 
one-year target price of C$10.00. 

Scorecard overview. Below we go into more detail with regard to our scorecard evaluation and the 
reasoning behind our rankings for Neptune relative to the other companies in this report. 

Exhibit 8: Our extraction scorecard
1
  

 Heritage 
Cannabis 

Neptune 
Wellness 

Valens 
GroWorks 

 
Notes 

Operations     

Capacity, post-expansion (kg) 3 5 4 Capacity moves to 1.5m kg by mid-2020; +1.5m kg/yr of hemp in the US 

Location 5 3 3 Location can reduce shipping costs for potential customers 

Extraction methods 3 2 5 Uses CO2 and ethanol 

EU GMP 0 3 3 Expects to receive this certification in 1H20 

Organic certification 0 1 2 In the process of obtaining certification 

ISO 17025 accredited testing lab 0 0 2 Does not have 

Cultivation 2 0 0 Does not cultivate 

R&D 1 2 3  

Onsite testing lab 0 1 2 Onsite but not approved by Health Canada to test for materials 

ESG 3 4 5 See ESG section for more details 

Total 17 21 29  

Partnerships, supply agreements, products     

Partnerships 3 3 4 Lonza is a key partner 

Customers 4 4 5 Has six customers, some at very large volumes 

CPG-related customers 1 3 4 Signed three US CPG-related companies 

White label agreements 3 4 5  

Own products 2 3 1 Has legacy health and wellness products it continues to sells 

Formulation 4 4 3 Has previous formulation experience from krill oil business 

Length and size of contracts 3 4 5 Signed some of the longest termed contracts this year 

Total 20 25 27  

Strategy outlook/execution     

Strategic partners 3 3 5 Lonza and International Flavors & Fragrances 

Technology/IP 3 4 5 Can leverage Lonza’s IP; facility is fully automated, cold ethanol at scale 

Previous experience with extraction? (excl 
cannabis/hemp) 

0 3 0 Extensive experience with krill oil extraction previously 

Cannabis/hemp extraction experience? 5 1 4 Started cannabis/hemp extraction only recently 

Formulation expertise 4 4 4 Experience from legacy krill oil business, wellness products 

Previous experience with wellness products? 1 5 2 Still selling legacy krill oil wellness products 

White label focus 4 4 5 Agreements in US and Canada; expects more to follow 

Manufacturing hub 5 0 0  

US optionality 3 5 1 Acquired Sugarleaf (1.5m kg/yr hemp extraction business) 

International markets 3 1 3 EU GMP opens international market opportunities 

Balance sheet/funding 2 3 5 Raised US$41.4m in July 2019 

Total 33 33 34  

Grand total 70 79 90  
1 Each category based on a 0–5 score rating unless otherwise noted 
Source: Desjardins Capital Markets, company documents 
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Sensitivity analysis. Given the early stages of this industry, we provide a sensitivity table comprising 
certain key drivers (price, volume, margins, valuation multiple) to provide better context as to how 
each driver may impact our numbers and target. 

Exhibit 9: Sensitivity analysis 

   Absolute impact to 

Metric Delta FY21E sales (C$m) FY21 EBITDA (C$m) Target price (C$) 

Price/gram—cannabis (C$) 0.10 9.3 3.84 0.38 

Price/gram—hemp (C$) 0.01 2 0.8 0.10 

Volume (kg) 10,000 2 0.9 0.10 

Gross margin (%) 1.0  1.57 0.15 

Multiple (x) 1   0.90 

Source: Desjardins Capital Markets 

We highlight the company’s share price over the last year along with key company developments. 

Exhibit 10: Neptune recent share price history and notable events 

 

 Date Event 

1 24-Dec-18 Announces new agreement with Switzerland’s Lonza Group to expand its oil capsule capacity to 
200m capsules annually 

2 7-Jan-19 Announces it received a licence from Health Canada to process cannabis 

3 25-Mar-19 Announces it lost the civil case regarding unpaid royalty fees to the former CEO 

4 9-May-19 Announces acquisition of Sugarleaf Labs for total consideration of C$18m 

5 12-Jun-19 Announces three-year agreement with TGOD for 230,000kg of cannabis and hemp biomass annually 

6 8-Jul-19 Announces appointment of Michael Cammarata as CEO 

7 18-Jul-19 Announces US$41.4m private placement offering of 9.4m shares at US$4.40/share 

8 2-Oct-19 Announces strategic collaboration with International Flavors & Fragrances (IFF) 
 

 

Source: Desjardins Capital Markets, FactSet, company documents 
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ESG evaluation 
The nascent cannabis sector has been making efforts to improve in all areas of ESG while also trying 
to manage significant growth in an ever-evolving sector. Neptune complies with ESG practices and is 
building positive momentum. There remains room for improvement in all areas and we expect 
ongoing improvement as sustainability is one of the corporate goals the company reviews annually. 
See below for a more detailed review of the company’s ESG evaluation. We also note that ESG is a 
factor we consider in our scorecard and our valuation multiple.   

Materiality issue Management process, controls and measurement Momentum 

Environmental   

 Ecological risk. Risk that the water 
being used is contaminated before 
it enters the local water system; 
risk from using solvents; risk from 
waste material from extraction 
process. 

 CO2 is used for only a small proportion of the overall biomass produced 
by NEPT. Ethanol extraction is much more efficient in terms of energy 
use. Being located in Québec is an advantage in that 100% of the 
electricity used is from renewable sources. 

 Ethanol takes about 20% the energy that CO2 does. Extraction through 
ethanol can be done in minutes (vs hours through CO2).  

 The leftover biomass is denatured and then disposed of by a company 
that specializes in its disposal. 

 NEPT has considerable experience in using combustible solvents and it 
has built a good culture of safety. When a change in procedure is made 
or a new piece of equipment is introduced, it is followed by a change in 
the control process, which includes a full safety review. For the larger 
processes, such as extraction, NEPT brings in outside safety experts to 
help with the review. 

 Metric 
‒ NEPT does not use water in the extraction process and recycles the CO2 

and ethanol used. 

 Positive. Sustainability is one of the 
company’s corporate goals, which 
it reviews continually to analyze its 
processes, make them more 
efficient and reduce its carbon 
footprint. 
 

 Climate change. Risk that the 
company’s operations could be 
contributing to climate change 
(GHG emissions). 

 Focus on ethanol extraction, which uses ~20% of the energy of CO2 
extraction. 

 Metric 
‒ >95% of Neptune’s extraction capacity is ethanol-based vs <5% for CO2 

extraction. 

 Positive. It uses a less energy 
intensive extraction method. 

Social   

 Workplace health and safety. Risk 
that the company does not have 
appropriate controls, processes and 
training in place to prevent on-the-
job injuries and fatalities. Ethanol 
and hydrocarbon extraction can be 
dangerous (requires blast-proof 
rooms). 

 NEPT complies with all laws and regulations relating to safety and 
health in the workplace. 

 Has a health and safety committee. 

 All of the employees in Sherbrooke, Vaudreuil and Laval are local 
employees. The only two employees who are part of the organization 
and are based in the US are Michael Cammarata (CEO) and Stephen 
Lijoi (Vice-President, Operations). 

 Facility is blast-proof where necessary and fully equipped to use 
ethanol as a solvent. 

 Metric 
‒ The facility is highly automated, which should improve worker safety. 

 Positive. Minimal staff required 
and high automation should lead to 
lower safety risks.  
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Materiality issue Management process, controls and measurement Momentum 

 Food safety. Risk that the 
company does not have the proper 
procedures and food safety 
guidelines in place to ensure 
food/product quality and safety. 

 Adheres to Health Canada standards and guidelines. 

 NEPT has been running under food GMP for years, so food safety is 
ingrained. This is making it easier to achieve EU GMP certification as 
the systems are in place, as is the culture of quality. 

 Metric 
‒ NEPT’S onsite testing lab and pending EU GMP and organic 

certifications should help with food safety. 

 Positive. It has operated under GMP 
status previously. EU GMP and 
organic certifications are pending, 
and its onsite testing lab should be 
more than adequate to address food 
safety concerns. 

 Local community relations. Risk 
that the company does not have 
appropriate practices that support 
local communities; solid 
relationships and support are key 
to sustainability and future project 
development. 

 NEPT gives to children in need in Sherbrooke every year.  

 The plant manager is on the board of Sherbrooke Innopole, an 
organization which works to foster investment in local businesses.  

 NEPT gives to Le Grand Défi Pierre Lavoie, a charity which encourages 
outdoor activities for children.   

 NEPT also contributes annually to the Vitamin Angels 5K race through 
Oceano3 (although it is not local). NEPT was involved with a Christmas 
basket campaign involving a local shopping mall last year.   

 NEPT donated the equivalent of one tree per employee (worth about 
C$525 per employee) to Tree Canada.  

 Finally, NEPT offers a number of internship programs in partnership 
with local universities (Université de Sherbrooke and McGill). 

 Positive. NEPT is active in the 
community.  

Governance   

 Diversity. Risk that the company 
does not appropriately support 
diversity within the organization. 

 The company continues to strive to improve its diversity. 

 Metric 
‒ 25% of the board of directors and senior management are women. 
‒ 35% of the company’s total workforce is made up of women. 

 Positive. We expect this to improve 
going forward.   

 Legal and regulatory environment. 
Risk that NEPT’s failure to comply 
with laws or regulations could 
result in fines or penalties. 

 While there is no official whistleblower policy, the company has a code 
of ethics. 

 Metric 
‒ NEPT fulfills its obligations to all regulatory bodies. 

 Positive. The company meets its 
legal and regulatory obligations. 

 

Management and board of directors 
Management and the board have extensive experience with consumer-packaged goods, brands and 
health and wellness, as well as start-ups and early-stage companies. They also have international 
experience and manufacturing expertise (in pharmaceutical and nutritional), as well as solid capital 
markets experience and cannabis expertise (industry knowledge, formulation). We would particularly 
highlight recently hired CEO Michael Cammarata’s experience in consumer-packaged goods. He co-
founded Schmidt’s Naturals (natural deodorant), which is one of the world’s fastest-growing wellness 
brands and was acquired by Unilever. We believe his background and network in the CPG sector 
should prove to be a key differentiator for companies looking to team up with an extractor to 
produce cannabis 2.0 products. Insiders own ~14.7% of total shares outstanding (or 32.3m shares), 
which shows management’s confidence that the company can perform. 

NOVEMBER 6, 2019

Heritage Cannabis Holdings Corp./Neptune Wellness Solutions Inc./Valens GroWorks Corp.

John Chu
Amrit Sidhu, CPA, CA,
Associate 56



 

Exhibit 11: Management and board of directors  

Name  Position Notes 

Michael Cammarata CEO Mr Cammarata became CEO of Neptune on July 8, 2019. He is the founder of Random Occurrence, a venture capital 
and private equity firm. He invested in and co-founded Schmidt’s Naturals, one of the world’s fastest growing 
wellness brands, which was bought by Unilever in 2017. With Schmidt’s and other investments, Mr Cammarata is 
looking toward future technologies, including AI and machine learning, to create personalized products for 
customers.  

John Moretz Chairman Mr Moretz currently serves as CEO and president of Moretz Marketing and is managing director of Kathy Ireland, LLC. 
He is also the managing director of various real estate entities, including LaMoe and Moretz Mills. Mr Moretz spent 
39 years in the textile industry building and marketing numerous consumer brands. He served as chairman and CEO 
of Gold Toe Moretz Holdings and its subsidiaries prior to its acquisition by Gildan Activewear in 2012. Mr Moretz 
founded Moretz Marketing in 1987 to create and manage licensing opportunities for lifestyle brands. He serves on 
the following boards: LED Technologies, Blowing Rock Brewing and McCubbin Hosiery. 

Mario Paradis CFO/vice-
president 

Mr Paradis is a CFO and vice-president at Neptune and is a CPA in Canada. Mr Paradis was previously an independent 
director of Immunotec; CFO, vice president and head of investor relations at Atrium Innovations; senior vice-
president, administration and legal affairs at Aeterna Zentaris; CFO & investor relations contact at Acasti Pharma; and 
a senior director at PricewaterhouseCoopers (Canada).  

Philippe Trudeau Director Mr Trudeau is a leader with extensive experience in consumer goods. He works as a consultant for several start-up 
companies in collaboration with Longueuil Economic Development (DEL) & D3 Concordia. Mr Trudeau joined Trudeau 
Corporation in 1993, where he held many key positions for 25 years, from national sales manager to vice-president of 
Trudeau USA; he served as president from 2010–17. During his time at Trudeau, he helped transform the family 
business from a local distributor in the 1990s to an international player whose products are marketed in more than 
70 countries. He sits on the board of Tip of the Toes Foundation and was previously on the board of International 
Housewares Association. 

Dr Ronald Denis Director Dr Denis has been chief of surgery and director of the Trauma Program at Hôpital du Sacré-Coeur in Montréal since 
1997. He has also held the position of medical co-director of the Canadian Formula 1 Grand Prix since 1987. He sits on 
several scientific boards and management committees. 

Hélène F Fortin Director Ms Fortin has been practising public accounting for more than 35 years. A member of CPA Québec, she lectured in 
accounting and auditing over more than 20 years at many universities at both the undergraduate and graduate levels. 
She has served on the boards of large public and private corporations since 2003, which provides her with exposure 
to the best practices within a wide range of organizations, including Loto-Québec, a provincial Crown corporation 
(chair of the board of directors); UBS Bank (Canada); the Institute of Corporate Directors, Québec; VoiceAge; and the 
federal department audit committees of the Public Service Commission. She previously served on the following 
boards: CBC/Radio-Canada, Hydro-Québec, Infrastructure Québec, Concordia University, Assuris, Bellus Health, the 
audit committee for the Economic Development Agency of Canada for the Regions of Québec, and Agriculture and 
Agri-Food Canada.  

Richard P Schottenfeld Director Mr Schottenfeld is the founder and chairman of Schottenfeld Group holding, the parent company of Koyote Capital, 
which is a proprietary trading firm in New York City. He has also served as the general partner of Schottenfeld 
Associates and the Schottenfeld Opportunity Fund. Mr Schottenfeld has been a frequent guest on CNBC and other 
business news programs 

Dr Graham Wood  Chief science 
officer 

Dr Wood has a PhD in neurology and neurosurgery from McGill University. He is a researcher and executive and a 
recognized leader in the clinical pharmacology of cannabis with experience in combustible, vaping, sublingual and 
oral oils, and capsule formulations of cannabis. He has conducted more than 400 clinical pharmacology studies with 
companies such as Phoenix Life, MDS Pharma, Allied Research and Cetero Research, and was CEO at Manna Research 
(a late-phase clinical CRO). Most recently, he was chief R&D officer at Altasciences, where he led cannabis research. 

Martin Landry  Chief of 
corporate 
development & 
strategy 

Mr Landry has 20 years of experience in capital markets and accounting. Since 2013, he has been at the forefront of 
the Canadian cannabis industry and witnessed its evolution firsthand. In his last position as managing director of 
equity research at GMP Securities, he developed an extensive network in the cannabis industry. Mr Landry is a 
seasoned investment professional and in 2017 and 2018, he ranked first among Canadian equity analysts for small 
cap/special situations research according to Brendan Wood International. 

Michel Timperio Chief of global 
business 
development 

Mr Timperio is president & CEO at Technological Building Structures and chief of global business development at 
Neptune. He is on the board at Relevium Technologies. Mr Timperio previously worked as vice-president, sales of 
ArtQuest International Alliances; vice-president, sales of Marathon Graphic Art Distributor; vice-president of 
SpecGrafix Enterprise; and vice-president of American Marketing Association.  

Stephen Lijoi Vice-president, 
operations 

Mr Lijoi oversees all of Neptune’s extraction, manufacturing and packaging operations at the company’s two facilities 
in Sherbrooke, Québec, and Conover, North Carolina. He has nearly 30 years’ experience in quality assurance and 
overseeing all aspects of pharmaceutical and nutritional supplement manufacturing operations. His wide-ranging 
experience includes positions with global companies, supervising more than 1,000 employees, managing rapid-
capacity expansions and holding responsibilities with several manufacturing facilities in various countries. He has also 
been involved with comprehensive CGMP and FDA regulatory programs and standards. 

Source: Management information circular 
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Catalysts 
In addition to the catalysts we highlighted in the industry section of this report, which apply to all 
extraction companies, we highlight other catalysts specific to the company. 

 Completion of its capacity expansion. The company’s current capacity of ~200,000kg is already 
committed to its existing customer base. The additional 1.3m kg it plans to bring online in 1H FY20 
should allow Neptune to secure more customers. 

 Adding more white label contracts. New higher-margin white label contracts should push overall 
margins higher. 

 Adding hemp and more biomass volumes in general. As capacity utilization improves, so too 
should Neptune’s margins. 

 US growth. Given Neptune’s US-based Sugarleaf operations, any progression in the US as it 
relates to hemp (FDA approval) or cannabis (federal legalization) could be significant for Neptune 
as the only Canadian extractor with US operations.  

 Bringing on a major CPG customer. Most of Neptune’s customers have been LPs. Lately the 
company has announced some health and wellness customers in the US. Bringing on more 
customers from the traditional CPG sector would help validate Neptune’s ability to leverage its 
previous experience in the health and wellness industry. 

 Valuation re-rating. The company appears cheap at current levels given market volatility. 
Execution on its growth initiatives and hitting some of the above-noted milestones and catalysts 
could result in a valuation re-rating. 

 EU GMP certification. This near-pharma-grade certification should be attractive to potential 
customers (especially CPG-related) as it adds another layer of quality control and opens up 
opportunities in the EU. Signing an EU-based distribution partner would be a key catalyst for 
entering the international markets as well. 

 Potential acquisitions. Neptune is continually looking at opportunities; acquisitions similar to 
Sugarleaf could be interesting. 

 Launch of Forest Remedies in the US. This would be a sales catalyst into the large US market. 

Risks 
In addition to the risks we highlighted in the industry section of this report, which apply to all 
extraction companies, we highlight other risks specific to the company. 

 Problems ramping up capacity. There is limited industry experience extracting oil from cannabis 
or hemp on a large commercial scale. Yields, processing times or extraction costs could be well off 
management’s expectations. 

 A plant explosion. Ethanol is a volatile solvent and requires an explosion-proof room. 

 Licence issues. Any licensing delays for its expansion project or delays to renew its processing 
licence (or suspension or revocation) could all present significant risk to the company. 

 Loss of major customers. Some of Neptune’s larger customers may eventually opt to perform 
extraction services internally, which would result in the loss of significant processing volumes. 

 Regulations. Health Canada could impose stricter rules around cannabis 2.0 products, which could 
make it costlier to manufacture and, in turn, negatively impact the company’s margins. 

 Customer-related issues. Major crop loss, financial difficulties or other issues could impact some 
of the company’s customers such that biomass availability may fall short. 
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Financial statements 

Exhibit 12: Neptune income statement  

Year-end Mar-31 (C$m) 1Q19 2Q19 3Q19 4Q19 2019 1Q20 2Q20E 3Q20E 4Q20E 2020E 2021E 

Cannabis revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.5 6.9 15.0 22.3 132.1 

Royalty revenue 0.3 0.5 0.4 0.1 1.3 0.3 0.4 0.4 0.5 1.6 2.3 

Nutraceutical revenue 4.9 6.6 6.1 5.5 23.2 4.0 5.0 7.0 7.0 23.0 26.0 

Total revenue 5.2 7.1 6.5 5.7 24.4 4.4 5.8 14.3 22.4 46.9 160.5 

COGS -3.7 -4.7 -4.3 -4.1 -16.8 -5.1 -5.2 -10.0 -12.3 -32.6 -69.2 

Gross profit 1.5 2.4 2.2 1.5 7.6 -0.7 0.6 4.3 10.1 14.2 91.3 

Selling, general and admin expenses -3.9 -3.5 -4.1 -3.9 -15.3 -5.3 -5.6 -5.7 -5.6 -22.2 -26.0 

Research and development exp, net of taxes and grants  -1.7 -1.7 -1.8 -2.0 -7.2 -0.3 -0.3 -0.4 -0.4 -1.6 -2.4 

Research tax credits and grants  0.0 -0.0 0.0 -0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Operating income -4.0 -2.8 -3.6 -12.3 -22.8 -6.4 -5.4 -1.9 4.0 -9.6 62.9 

Financial exp -0.2 -0.1 -0.1 -0.0 -0.5 -0.1 -0.5 -0.5 -0.5 -1.7 -1.9 

Earnings before taxes -4.2 -2.9 -3.6 -12.4 -23.0 -6.5 -5.9 -2.4 3.5 -11.2 61.0 

Income taxes 0.1 -0.2 -0.1 -0.0 -0.2 0.1 0.0 0.0 0.0 0.1 0.0 

Net income -4.1 -3.0 -3.7 -12.4 -23.2 -6.5 -5.9 -2.4 3.5 -11.2 61.0 

EPS basic (C$) -0.05 -0.04 -0.05 -0.16 -0.29 -0.08 -0.06 -0.03 0.04 -0.13 0.66 

Shares O/S basic 78.9 79.4 79.9 79.5 79.4 80.8 91.7 91.7 91.7 89.0 92.5 

Shares O/S fully diluted 78.9 79.4 79.9 79.5 79.4 80.8 113.5 113.5 113.5 105.3 114.3 

Gross margin—net sales (%) 28.9 33.3 34.1 27.1 31.2 -16.3 10.0 30.0 45.0 30.4 56.9 

Adjusted EBITDA 0.0 2.0 -3.6 -4.4 -6.0 -3.6 -5.4 -1.9 4.0 -6.8 62.9 

Adjusted EBITDA (%) 0.0 28.6 -55.7 -77.0 -24.5 -82.5 -92.0 -13.0 18.0 -14.5 39.2 

Increase in gross revenue (%) NM NM NM NM NM -15.6 -17.6 118.4 296.0 91.9 242.2 

Effective tax rate (%) 2.0 -6.1 -1.7 -0.1 -0.7 0.8 0.0 0.0 0.0 0.5 0.0 

Source: Desjardins Capital Markets, company reports 
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Exhibit 13: Neptune balance sheet 

Year-end Mar-31 (C$) 1Q19 2Q19 3Q19 4Q19 2019 1Q20 2Q20E 3Q20E 4Q20E 2020E 2021E 

Assets            

Current assets            

Cash and cash equivalents 20.5 18.1 15.6 9.8 9.8 5.3 23.1 16.8 20.6 20.6 68.8 

Restricted short-term investment 2.4 2.4 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Trade and other receivables  4.9 4.9 3.9 5.8 5.8 5.7 7.0 8.6 7.2 7.2 10.8 

Prepaid expenses 0.7 0.7 0.9 1.1 1.1 2.3 3.5 3.4 4.5 4.5 10.8 

Inventory 7.2 6.2 5.9 5.0 5.0 6.4 7.0 8.6 9.0 9.0 15.1 

Other financial asset 0.0 0.0 0.0 2.8 2.8 0.0 0.0 0.0 0.0 0.0 0.0 

Total current assets 35.6 32.3 26.3 24.6 24.6 19.8 40.6 37.4 41.3 41.3 105.5 

Property, plant and equipment  44.1 45.4 45.9 47.0 47.0 47.9 83.2 84.9 86.6 86.6 89.3 

Intangible assets  5.1 5.1 7.7 7.7 7.7 7.3 7.3 7.3 7.3 7.3 7.3 

Goodwill 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 

Other 4.1 8.8 6.0 4.2 4.2 5.6 5.6 5.6 5.6 5.6 5.6 

Total assets 95.7 98.3 92.6 90.2 90.2 87.4 143.4 142.0 147.5 147.5 214.5 

Liabilities and shareholders’ equity            

Current liabilities            

Trade and other payables  9.3 8.8 8.7 8.5 8.5 10.1 10.5 11.4 13.5 13.5 19.4 

Provisions 0.0 0.0 0.0 8.0 8.0 1.0 1.0 1.0 1.0 1.0 1.0 

Loans and borrowings  4.3 4.0 3.1 3.5 3.5 4.6 4.6 4.6 4.6 4.6 4.6 

Total current liabilities 13.7 13.1 11.9 20.0 20.0 16.3 16.4 17.3 19.4 19.4 25.3 

Lease liabilities  
0.0 0.0 0.0 0.0 0.0 0.9 0.9 0.9 0.9 0.9 0.9 

Long-term payable  0.3 0.2 1.0 0.9 0.9 0.7 0.7 0.7 0.7 0.7 0.7 

Total liabilities 14.2 13.6 13.3 21.2 21.2 18.1 18.2 19.2 21.2 21.2 27.2 

Shareholders’ equity            

Share capital  129.5 130.7 131.0 131.1 131.1 137.8 199.7 199.7 199.7 199.7 199.7 

Warrants  0.6 0.6 0.6 0.6 0.6 0.0 0.0 0.0 0.0 0.0 0.0 

Contributed surplus  37.1 37.4 38.3 39.2 39.2 39.9 39.9 39.9 39.9 39.9 39.9 

Accumulated other comprehensive (loss) income  -2.2 2.5 -0.3 0.8 0.8 0.6 0.6 0.6 0.6 0.6 0.6 

Deficit  -83.6 -86.6 -90.3 -102.7 -102.7 -109.1 -115.0 -117.4 -113.9 -113.9 -52.9 

Total shareholders’ equity 81.5 84.7 79.3 69.0 69.0 69.2 125.2 122.8 126.3 126.3 187.3 

Total liabilities and shareholder equity 95.7 98.3 92.6 90.2 90.2 87.4 143.4 142.0 147.5 147.5 214.5 

Net debt (net cash position)  -18.5 -16.2 -12.3 -6.2 -6.2 0.6  -17.1 -10.9 -14.6 -14.6 -62.8 

Capex 1.9  0.1  0.1  4.7  6.7  1.9  36.2  3.0  3.0  44.2  8.0  

Source: Desjardins Capital Markets 
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Exhibit 14: Neptune cash flow statement 

Year-end Mar-31 (C$m) 1Q19 2Q19 3Q19 4Q19 2019 1Q20 2Q20E 3Q20E 4Q20E 2020E 2021E 

Cash provided by (used in)            

Operating activities            

Net income -4.1 1.1 -0.6 -19.5 -23.2 -6.5 -5.9 -2.4 3.5 -11.2 61.0 

Amortization of PPE 0.6 -0.0 0.1 1.7 0.0 0.7 1.0 1.3 1.3 4.2 5.3 

Amortization of intangible assets 0.2 0.0 0.0 0.5 0.6 0.4 0.0 0.0 0.0 0.4 0.0 

Deferred revenue -0.1 0.1 0.0 -0.1 -0.1 -0.0 0.0 0.0 0.0 -0.0 0.0 

Fair value adjusted of inventory sold 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Stock-based comp 1.0 -0.2 0.0 2.8 3.7 0.9 0.5 0.5 0.5 2.4 1.9 

Non-cash interest expense 0.1 -0.1 -0.1 0.2 0.2 0.1 0.0 0.0 0.0 0.1 0.0 

Income tax expense -0.1 0.3 -0.1 0.1 0.2 -0.1 0.0 0.0 0.0 -0.1 0.0 

Chg in non-cash operating wc items 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Chg in non-cash wc 0.1 0.4 -0.5 8.0 8.0 -1.7 -3.0 -2.1 2.0 -4.8 -10.1 

Cash from operations after wc -2.3 1.5 -1.2 -6.3 -10.5 -6.2 -7.3 -2.7 7.3 -9.0 58.1 

Financing activities 
           

Increase/decrease in short-term debt -0.4 -0.0 0.0 -1.0 -1.4 -0.3 0.0 0.0 0.0 -0.3 0.0 

Share issuance costs 0.0 0.0 0.0 0.0 0.0 0.0 61.9 0.0 0.0 61.9 0.0 

Proceeds from exercise of stock options 0.7 0.0 -0.5 1.5 1.7 0.2 0.0 0.0 0.0 0.2 0.0 

Proceeds from exercise of warrants 0.0 0.0 0.0 0.0 0.0 2.5 0.0 0.0 0.0 2.5 0.0 

Issuance of LT debt 0.0 0.1 -0.7 0.7 0.1 1.4 0.0 0.0 0.0 1.4 0.0 

Increase (decrease) in financing lease obligations 0.0 0.0 0.0 0.0 0.0 -0.1 0.0 0.0 0.0 -0.1 0.0 

Net funds from financing 0.3 0.1 -1.1 1.0 0.2 3.7 61.3 -0.5 -0.5 63.9 -1.9 

Investing activities 
           

Purchases and deposits of PPE -1.9 -0.1 -0.1 -4.7 -6.7 -1.9 -10.2 -3.0 -3.0 -18.2 -8.0 

Purchases of intangible assets -0.0 -0.1 -0.1 -2.1 -2.4 -0.1 0.0 0.0 0.0 -0.1 0.0 

Investment in other financial assets 0.0 0.0 2.4 0.0 2.4 0.0 0.0 0.0 0.0 0.0 0.0 

Business acquisitions 0.0 0.0 0.0 0.0 0.0 0.0 -26.0 0.0 0.0 -26.0 0.0 

Other 0.1 0.0 -0.0 0.2 0.2 0.0 0.0 0.0 0.0 0.0 0.0 

Net funds from investing -1.9 -0.2 2.2 -6.6 -6.5 -2.0 -36.2 -3.0 -3.0 -44.2 -8.0 

Net cash flow -3.8 1.4 -0.1 -12.0 -16.8 -4.5 17.7 -6.3 3.8 10.8 48.2 

Net cash flow excl bank debt -3.5 1.4 -0.1 -11.0 -16.8 -4.2 17.7 -6.3 3.8 10.8 48.2 

Free cash flow -4.2 1.5 -1.3 -8.4 -12.9 -6.2 -7.3 -2.7 7.3 -9.0 58.1 

Cash, beginning of period 24.3 20.5 18.1 15.6 24.3 9.8 5.3 23.1 16.8 9.8 20.6 

Cash, end of period 20.5 18.1 15.6 9.8 9.8 5.3 23.1 16.8 20.6 20.6 68.8 

Source: Desjardins Capital Markets, company reports 
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Valens GroWorks Corp. 
Setting the gold standard for extraction and beyond 

The Desjardins Takeaway 
With a growing focus on testing, formulations and product development, the company is looking to 
be a partner with its customers in the CPG world. As a result, it has partnered with industry-leading 
players to build a unique and diverse portfolio of IP and technology that, along with its expertise with 
multiple extraction methods, can be leveraged into product development and white labelling 
services.  

Highlights 
The most diverse extraction expertise in the industry. In addition to currently having the largest 
extraction capacity in Canada (425,000kg, expanding to 1m kg in 2020), Valens offers the broadest 
extraction expertise across five different methods (no other player offers more than two currently). 
This ability to customize extraction processes to suit an end product is a unique differentiator and 
one which should attract a variety of different customers and partners.  

Evolving from tolling services to higher-margin, stickier white label. The company has signed the 
most agreements in the industry (12) with a variety of large (Canopy, HEXO, Tilray, TGOD, 
Organigram, Sundial) and smaller (GTEC, Harvest One) LPs, including white label agreements with 
Shoppers Drug Mart, Iconic Brewing and BRNT. These agreements range from basic extraction tolling 
to white label services, with a pipeline of more than 50 white label opportunities that are currently 
being negotiated. Management expects higher-margin white label revenue could exceed tolling 
revenue as early as 2H FY20. 

Best practices to help drive the push into white labelling. The company has its organic certification 
and is expected to receive its EU GMP (near-pharma-grade) certification soon, which would enable it 
to export to Europe. It is also the first cannabis-focused lab to obtain ISO 17025 accreditation, which 
is the gold standard for testing/calibration laboratories. Its strategic research collaboration 
agreement with global health sciences company Thermo Fisher Scientific will utilize state-of-the-art 
instrumentation to reduce analysis time and help increase confidence in laboratory results. All of this, 
along with other IP and technology, should be very appealing to potential CPG customers.  

Well-positioned for cannabis 2.0. With edibles legalization fast approaching, extractors in general are 
well-positioned to take advantage of this next industry growth catalyst as all product forms should 
involve the extraction of oil. Valens appears better positioned given its exclusive Canadian rights to 
SōRSE technology, a proven technology currently used in beverages in the US which addresses all of 
the key problems currently facing cannabis-based beverages in that country (onset/offset times, 
smell, taste, etc).   

Valuation 
Our C$8.00 target is based on an EV/EBITDA multiple of 11.5x on our 4Q FY20–3Q FY21 estimates.  

Recommendation 
We are initiating coverage of Valens GroWorks Corp. with a Buy–Average Risk rating.  
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Company profile 
Valens is a research-driven, multi-licensed, vertically integrated cannabis company focused on 
downstream proprietary services including CO2, ethanol, hydrocarbon, solventless and terpene 
extraction, analytical testing, formulation and white label product development. Headquartered in 
Kelowna, BC, it has more than 100 employees and a purpose-built facility with current annual 
extraction capacity of 425,000kg of dried cannabis and hemp biomass. Valens holds standard 
cultivation and processing licences as well as an analytical testing licence.  

The company was initially a mineral exploration-stage company. It then focused on oil and gas and 
eventually changed its name to Valens GroWorks Corp. on November 24, 2016 following a reverse 
takeover of Valens AgriTech Ltd. It recently upgraded to the TSX Venture exchange on July 10, 2019. 

Operational footprint—the largest extraction capacity in Canada 
The company has a 25,000sf purpose-built facility based in Kelowna, BC, which provides extraction, 
post-processing and analytical testing services. The company exercised an option under its lease 
agreement and paid C$4.4m in March 2019 to own the facility. Extraction capacity (based on biomass 
input) increased to 240,000kg in February 2019 from 72,000kg and was recently expanded to its 
current 425,000kg capacity. The company also received ISO 17025 accreditation for cannabis testing 
(which includes methods for cannabinoids, pesticides, toxic metals, terpenes and residual solvents). 
Valens is currently the only cannabis testing lab in the country with this accreditation.  

In March 2019, the company purchased an 18,000sf property located adjacent to its Kelowna facility 
for C$4.4m, which it plans to use to increase its extraction production footprint and product 
development, and to enable additional white labelling service capacity; the property will also be used 
for additional office space for an expanding corporate team. Valens is currently putting in a second 
floor to expand its footprint to 36,000sf. The facility is expected to be completed in 1H20, after which 
the company plans to seek an amendment to its existing extraction and processing licences to include 
the newly built facility; we note that if a facility is located on an existing or adjacent property, Health 
Canada allows for an amendment to existing licences to help expedite the process, thus obviating the 
need for a company to start a new time-consuming greenfield licence application.   

Once this expansion is complete (1H20), the company is expected to have ~1m kg of extraction 
capacity which is capable of employing different extraction methods. Hydrocarbon represents ~10% 
of its current capacity and the new expansion capacity is expected to focus more on the higher-
quality extraction methods such as hydrocarbon and ethanol capacity rather than CO2 (the exact 
capacity breakdown has yet to be determined but hydrocarbon is likely to represent more than 10% 
of overall capacity). With its current extraction capacity in the industry and the above-mentioned 
expansion, Valens would be in the top 2 in terms of capacity.  

Building operational expertise. Valens was granted the first dealer’s licence in Canada to process 
cannabis. In March 2018, it announced the completion of its initial batch of supercritical CO2 
extracted cannabis oil. The company has since expanded its extraction expertise to other extraction 
methods, including ethanol, hydrocarbon (the only company offering this method that we are aware 
of), solventless and terpenes. This flexibility should be attractive to customers looking to customize 
their product offerings.  
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Products and services 
The company is involved in various areas including cultivation, extraction, testing, formulation and 
product development and has the necessary licences to conduct business in each of those segments. 

Cultivation—a small part of the business. The company has a small cultivation business, which it is 
using more for R&D, formulation and product development purposes internally rather than selling 
into the wholesale/retail market.   

Extraction—offers the most methods in the industry. Valens is the only extraction company which 
offers more than two methods (most others offer only one or two). Valens offers super/subcritical 
CO2 and ethanol extraction (first commercial extraction run began in March 2018), the two most 
common methods being offered by third-party extraction companies, in addition to hydrocarbon 
(which took two years to implement), solventless and terpene extraction.   

The strategy behind offering a variety of extraction methods recognizes that each method has various 
attributes, as highlighted in the industry section (see page 16). Some offer a better full-spectrum 
experience (hydrocarbon) while others are better suited to volume and a greater variety of end 
product applications (ethanol), and still others are more cost-effective (CO2). Valens is thus setting 
itself up to be an attractive option for a variety of different customers that have differing needs (from 
a cost, quality and product variety standpoint).  

Exhibit 1: Valens extraction methods 

 
Source: Company investor deck 

Testing—the only ISO 17025 lab in the country. Valens was the first cannabis-related lab to receive 
ISO 17025 accreditation (in June 2018), which is considered the global gold standard for testing 
laboratories. Valens tests for metals, pesticides, terpenes, residual solvents, microbials and 
cannabinoid profiles using state-of-the-art instrumentation, which enables it to complete its testing in 
as little as 24 hours (vs a minimum of five days using traditional instrumentation). This should attract 
CPG customers, which generally have very high standards.   

Formulation—using tried and tested technology as a differentiator. The cannabis plant is fairly 
complicated, with more than 500 bioactive compounds (140+ cannabinoids, 100+ terpenes and 20+ 
flavonoids, as well as other components) which together give the plant and each strain its unique 
characteristics. Give the illegal nature of cannabis previously, very little research has been done on the 
plant and, as a result, formulations have been fairly limited. As we know from the CPG world, taste is 
king, and being able to produce a good-tasting product—with the proper dosage and consistent 
characteristics—is key to a successful cannabis-based derivative product. Formulation is therefore vital 
as we move into edibles legalization. Valens has been building its capabilities and expertise to create 
and customize terpene formulations which help optimize/maximize the consumer experience.  
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Valens also has the exclusive Canadian rights to partner Tarukino Holdings’ proprietary emulsion 
technology SōRSE, which transforms cannabis oil and oil-based terpenes into water-compatible forms 
for use in beverages, edibles, topicals and other consumer products. This technology offers shelf 
stability for more than 365 days, produces a product that has zero cannabis taste, colour or odour, 
dramatically improves onset/offset times (5–15 minutes onset, 45–120 minutes offset vs 30+ minutes 
and 4–6 hours, respectively, for traditional technologies) and provides effective and consistent 
dosing. Essentially, the technology addresses several shortcomings with using an oil-based ingredient 
in an edible product and, as such, should help drive consumer uptake of cannabis-infused edibles. 
SōRSE technology is already being used in various US states and is involved with the #1 bestselling 
cannabis-infused beverage, Happy Apple, in Washington state. This should give Valens a significant 
advantage in the edibles market, and the success of this technology in the US should be a key factor 
in securing more partners.  

Ability to isolate cannabinoids. The company plans to install a centrifugal partition chromatography 
machine (~8,000kg capacity) in its new expansion facility. This technology can isolate cannabinoids 
and remove unwanted material such as pesticides. This is another function that Valens can offer that 
should be very appealing to new customers, especially as it relates to formulations and product 
development.  

Product development—ahead of the curve, and the path to white label. Valens is currently 
providing formulations and manufacturing for tinctures, two-piece caps, softgels and oral sprays 
internally. It is also finalizing formulations for higher-margin vaporizer cartridges and beverages as 
well as concentrates, topicals and edibles—some of which it plans to use for white label products for 
its partners for the upcoming December launch of edibles. It already has more than 100 formulations 
that it has developed or is working on internally, which should lead to some additional interesting 
products for customers (existing and new). The company plans to first introduce formulations and 
products for beverages and vapes, both of which are considered some of the highest-margin cannabis 
2.0 products, followed by topicals and more traditional edibles.  

Exhibit 2: Valens product development and manufacturing capabilities 

 
Source: Company documents 

Management believes many are underestimating the white label opportunity; we do not disagree. 
While edibles legalization is quickly approaching, we believe most companies are not ready to have 
products available, despite making overtures to start being active in the segment. Many of these 
companies continue to struggle to ramp up cultivation production, which suggests to us that many 
are unlikely to be ready for edibles legislation. While some may have ideas regarding products they 
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want to bring to market (and may have even completed formulation plans), we do not believe many 
are prepared to launch a diverse range of products in mid-December. We also understand that some 
of the larger, deep-pocketed LPs may be struggling to launch a full array of products; we would 
expect similar (and worse) for smaller players. Using third-party white label providers therefore 
appears to be the best and fastest solution to launch products in what is effectively the dawn of a 
new market segment—and one where, like the cannabis flower market, those who have products 
early on can capture meaningful market share. The risk of supply shortages similar to what we saw 
last year with dry flower is a real concern, but one that can be addressed by employing third-party 
providers such as Valens to ensure there is sufficient supply available come legalization.   

While beverages are an interesting area for Valens, especially with its exclusive rights to SōRSE 
technology (more on that later), the company is more focused on vape pens in the near term. As 
discussed in our industry section, vape pens are one of the fastest-growing areas in various US states; 
Valens expects vapes to be hugely successful in Canada, as do many industry experts.  

Organic and EU GMP certifications driving best practices approach. In April 2019, Valens became the 
first third-party cannabis extraction company (and remains the only one at the time of this report) to 
receive organic certification for cannabis oil production for its CO2 and ethanol extraction processes 
(took ~6 months to obtain). This certification applies to both organically certified hemp and cannabis 
biomass. Coincidentally, Valens has supply agreements with one of the few organic cultivators in 
Canada, The Green Organic Dutchman, and we suspect it should be an extractor of choice for any 
other cultivators and/or CPG partners that have a focus on organic.  

Valens is in the process of receiving its EU GMP certification, which would allow it to export its 
product to Europe. Given the limited number of EU GMP–certified LPs (seven by our count), an 
extractor such as Valens that has this certification could prove to be invaluable to companies that are 
looking to access a growing EU market but do not want to wait to get the certification themselves 
given the lengthy timeframe (18+ months) and financial consideration. An LP would still need to have 
a European partner where it could ship the product, or Valens could establish a partnership overseas 
to act as a distributor for white label products.   

Essentially, Valens is establishing best practices as well as a gold standard with these certifications 
(along with its laboratory ISO 17025 certification), which should make the company more attractive 
to CPG companies that are looking for high-standard partners to work with. 

The transition to white label services has begun 
Given that most of its announced supply agreements came shortly after recreational cannabis 
became legal in Canada, it is not surprising that the majority of Valens’ supply agreements involved 
more basic extraction tolling services. With edibles legalization fast approaching, we are starting to 
see recent supply agreements involve more white label–related services.   

Supply agreements—the largest customer base. Valens has announced extraction supply 
agreements with 10 LPs, ranging from the blue-chip players down to smaller craft growers. The 
contract lengths average 2–4 years with minimum annual quantities and renewable options. Some 
are tolling agreements while others include more value-added services such as white label and 
laboratory testing. No one customer has more than 20% of Valens capacity, and the company has 
turned down additional business to ensure this. As capacity expands, we could see more supply 
agreements from existing customers as well as new customers.   

White label contract momentum building. In September, the company announced a five-year white 
label cannabis-infused beverage contract with Toronto-based Iconic Brewing’s cannabis division. 
Furthermore, Valens signed a multi-year white label contract (entered into on May 28, 2019) with 
Tantalus Labs, a leading BC-based cannabis producer which aims to provide vaporization experiences 
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for its customers. Valens will provide high-quality extracts, formulation services and SōRSE emulsion 
IP for Iconic’s cannabis-infused beverages. The agreement calls for a minimum take-or-pay of 2.5m 
cannabis-infused beverages to be produced over five years (or 0.5m/yr on average). with an 
opportunity to expand the partnership with new product offerings going forward. Some of Iconic’s 
products include Cottage Springs, Picnic Wine, Liberty Village and Cabana Coast. In September, 
Shoppers Drug Mart entered its first agreement with a third-party processor (more details below). 
Finally, a two-year agreement signed in late October with BRNT, a leading premium cannabis ancillary 
company with products including ashtrays, storage jars, rolling trays and papers, involves the 
production and sale of a guaranteed minimum of 22m BRNT-branded vape pens with gross revenue 
potential of more than C$50m over the first two years. 

Shoppers agreement could open up the medical market. Valens is set to create a variety of oil-based 
products for Shoppers’ medical platform. Valens will immediately begin production of gel caps and 
tinctures, eventually expanding to products such as vaporizer cartridges, topicals and other products 
approved by Health Canada. This opportunity with Shoppers could be substantial given its network of 
1,300 pharmacy stores across Canada; a 2018 Deloitte survey indicated that pharmacies are 
overwhelmingly the preferred cannabis retail outlet for non-consumers (at 35% compared with 20% 
for the second preferred outlet, government-owned retailers).  

Exhibit 3: Announced supply agreements 

 
Valens 

Mkt cap  
Nov-4 (C$m) 

Cultivation 
capacity (kg) 

 
Date 

Term 
(years) 

Total  
vol (kg) 

Total  
value (C$m) 

Cannabis 
input 

Hemp 
input 

Tolling/bulk 
oil or resin 

Refined 
oil 

White 
label 

GTEC 23.2 18,000 5-Nov-18 4 NA  X  X   

Harvest One 48.9 20,000 14-Nov-18 3 NA  X  X   

Canopy Growth 9,221.9 600,000 13-Dec-18 2+ NA  X  X   

Sundial Growers 366.0 75,000 21-Jan-19 3 NA  X  X   

Organigram 676.3 113,000 29-Jan-19 2+ NA  X X X   

Tilray 2,826.9 130,000 26-Feb-19 2 120,000   X X X  X 

TGOD 300.7 22,000 11-Mar-19 2 80,000   X X    

HEXO 699.1 80,000 25-Apr-19 2 80,000   X X    

SpeakEasy Growers Collective 701.9 150,000 17-May-18 2+ NA  X  X   

Tantalus Labs  Private NA 28-May-19 2 NA  X  X  X 

Iconic Brewing  Private NA 12-Sep-19 5 NA      X 

Shoppers Drug Mart NA NA 16-Sep-19  NA      X 

BRNT Group NA NA 30-Oct-19 2 NA C$50m+     X 

Source: Company documents 

Huge pipeline of white label opportunities. Valens’ recent agreements with Tantalus, Iconic, 
Shoppers and BRNT have all involved white label services, which reinforces the company’s strategy of 
focusing more in this area. The company has also been in negotiations with more than 50 
opportunities involving white label services, which we believe is driven by the broad-based extraction 
expertise it has, the formulation portfolio it is building and its IP (eg SōRSE technology). The company 
believes it should have more white label customers (four) than tolling customers (10) by as early as 
year-end, and white label revenue could exceed tolling revenue by as early as 2H FY20.  

Strategic partnerships  
The company has announced several partnerships that add credibility to its testing laboratory, 
formulation and product development, and that provide global opportunities and an advantage in 
derivative cannabis products. These partnerships also extend the company’s potential reach into 
Colombia and Australia, and are a possible gateway into surrounding regions.   
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Thermo Fisher Scientific. In September 2017, Valens announced a strategic collaboration with 
Thermo Fisher, a leader in health science services (market cap of US$100b+ and annual revenue of 
US$24b+). Valens will utilize Thermo Fisher’s instrumentation to provide analytical services, R&D, 
forensic analysis and support for clinical trials; it will also have a demonstration and training site for 
Thermo Fisher clients. The agreement was subsequently expanded in November 2018 to develop and 
validate analytical methods for the study of cannabis. This agreement should add considerable 
credibility to Valens’ testing and quality capabilities.  

Eticann—a Colombia-based LP. In August 2018, Valens signed an LOI with Eticann in which it 
(1) purchases cannabis biomass from Eticann; (2) holds the exclusive rights to provide extraction 
services for Eticann’s premium cannabis oil–derived products; (3) provides extraction services 
expertise to Eticann for toll processing in Colombia and surrounding markets; and (4) there is an 
option for it to purchase up to 50% of Eticann’s outstanding shares. Colombia is considered a low-cost 
producing region; it can only export oil at this time and has limited extraction capabilities, which 
makes this an interesting partnership for Valens.  

Medigrowth Australia. In September 2018, Valens signed a three-year agreement with Medigrowth, 
an Australia-based medical cannabis company, whereby Valens would supply premium cannabis 
flower and oil product offerings to the company for sale and distribution into the Australian market, 
as well as for R&D purposes. Valens will also provide Medigrowth with cultivation, extraction and lab 
service expertise. This could also be a gateway to Asia (details on the market opportunity in Australia 
and Asia are discussed later in this report). 

Tarukino Holdings (SōRSE technology). In September 2018, Valens announced that it had signed a 
multi-year agreement with Tarukino Holdings whereby Valens receives exclusive Canadian rights to 
the production and distribution of Tarukino’s proprietary emulsion technology which can transform 
cannabis oil and oil-based terpenes into water-compatible forms for use in beverages, edibles, 
topicals and other consumer products. The technology helps solve issues of smell, taste, dosage, 
onset and offset times (see the Formulation section above for more details on the technology). The 
agreement provides Valens with the exclusive rights to produce, sell and distribute in Canada when 
edibles become legal; this also includes Tarukino’s branded products such as Happy Apple, 
Washington state’s #1 bestselling cannabis-infused beverage. 

Exhibit 4: SōRSE emulsion technology 

 
Source: Company documents 
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Company strategy—a white label leader moving into the international markets 
The company is well-positioned to transition to a white label focus, which should help it maintain 
longer-term relationships and preserve margins. Of the 12 supply agreements it has announced, four 
involve white label services. As previously noted, the company expects to have more white label–
related supply agreements than tolling agreements by year-end 2019 and that white label–related 
revenue should exceed tolling revenue by 2H FY20. The transition to white label services should 
therefore start to accelerate in the coming quarters.   

Appealing to CPG players. As the company establishes itself as a leader in white label manufacturing, 
we should eventually see traditional CPG players enter the fray and sign supply agreements similar to 
those signed with Iconic and Shoppers. We believe Valens’ broad offering of extraction methods, 
exclusive rights to SōRSE technology, organic certification, pending EU GMP certification status, 
onsite ISO 17025 testing lab and ramping white label expertise should all appeal to potential major 
CPG players looking to produce a cannabis- or hemp-infused product but that do not want to be in 
contact with the actual cannabis plant or go through the Health Canada licensing process.  

Huge international market opportunity. The company has its eye on regions such as the US (when 
cannabis is legalized federally—it does not plan to engage in any activity that may violate its TSX-V 
listing), Colombia, the EU and Australia. It is in advanced discussions to possibly increase exposure to 
these regions. Similar to the cultivation sector, only a handful of extraction players are in the process 
of becoming EU GMP–certified, which is required for access to the European market. This therefore 
opens up the market opportunity not only for Valens, but for its customers (including global CPG 
players that are looking beyond Canada to produce and market products). Having an onsite ISO 17025 
testing lab should also appeal to international markets that have more stringent certification 
requirements than North America. 

Valens already has some existing relationships that provide it with some international exposure, to 
Colombia (via Eticann) and Australia (via Medigrowth), which we discuss in greater detail above in our 
Strategic Partnerships section. The company indicated that it could make an announcement regarding 
expansion into a new geographic market by calendar year-end.  

According to Prohibition Partners, the EU alone could represent a medical cannabis opportunity of 
~US$65b, and if recreational cannabis becomes legal it could represent an additional US$74b for a 
total market opportunity of ~US$140b by 2028. South America could represent US$10b (US$6.4b 
medically and US$3.2b recreationally) and Australia/New Zealand could represent US$8.5b (US$2.4b 
and US$6.2b, respectively); Asia could represent US$8.5b (US$5.8b and US$2.7b, respectively), if we 
assume Valens uses Australia as an export hub to that market.    

Financial overview and outlook 
The company reported positive adjusted EBITDA in 2Q FY19—in only its second quarter of production 
and at low utilization rates, and followed that up with another strong performance in 3Q. As the 
company continues to ramp up production, we estimate sales, margins and EBITDA to rise accordingly 
in the coming years. The 12 customer supply agreements it has announced also provide good sales 
visibility for the next few years at least.   

3Q FY19 recap—accelerating growth and the second quarter in a row of positive adjusted EBITDA. 
The company posted revenue of C$16.5m based on 26,625kg of cannabis and hemp processed 
(volume up 212% qoq) and has already processed 13,423kg in the first 45 days of 4Q, with a focus on 
higher revenue white label products to prepare for edibles legalization. Gross margins improved 
significantly to 78% from 58%, mostly due to a one-time contract opportunity, which is not expected 
to recur in future quarters; this helped drive positive adjusted EBITDA of C$9.8m, which is up from 
C$2.0m the previous quarter.  
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Exhibit 5: Valens financial snapshot 

Year-end Nov-30 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Income Statement            

Sales 2.2 8.8 16.5 25.9 53.4 31.5 34.4 43.4 50.0 159.3 211.1 

COGS -1.4 -3.7 -3.7 -10.4 -19.1 -12.0 -12.4 -14.7 -17.5 -56.6 -74.5 

Gross profit 0.9 5.1 12.8 15.6 34.3 19.5 22.0 28.6 32.5 102.7 136.6 

Net income -6.4 -1.4 5.9 4.6 2.7 6.6 8.2 11.3 13.4 39.5 53.9 

Gross margin (%) 38.3 57.9 77.8 60.0 64.2 62.0 64.0 66.0 65.0 64.5 64.7 

Adjusted EBITDA 0.0 2.0 9.8 9.1 20.9 12.3 14.1 19.1 22.0 67.5 89.6 

Adjusted EBITDA (%) 0.0 23.0 59.4 35.0 39.1 39.0 41.0 44.0 44.0 42.4 42.5 

Per-share data            

Adjusted EPS (C$)  -0.07 -0.01 0.06 0.05 0.01 0.07 0.09 0.12 0.14 0.17 0.41 

Shares O/S fully diluted (m) 93.3 93.3 93.3 93.3 93.3 93.3 93.3 93.3 93.3 93.3 93.3 

Balance Sheet            

Net debt -20.6 -65.5 -69.0 -48.2 -48.2 -35.6 -33.6 -26.7 -25.0 -25.0 -40.7 

Capex 2.7 11.9 1.9 12.0 28.6 7.0 7.0 7.0 7.0 28.0 20.0 

Source: Desjardins Capital Markets, company reports 

Sales—accelerating growth, good visibility and already at maximum capacity  
Unlike the cultivation sector, which has limited sales visibility and is based on short-term (<1 year) 
provincial supply agreements, with the risk of product being returned (eg Canopy recorded a sales 
return provision of ~C$8m involving mostly its oils and softgel products), the extraction segment and 
in particular Valens has signed minimum 2+ year supply agreements, which we believe provides very 
good sales visibility. As production capacity ramps up and new capacity comes online, this should lead 
to new customers and help drive sales growth.  

Sales visibility of at least C$145m for FY20. Valens has announced 12 extraction supply agreements, 
which cumulatively add up to ~240,000kg of committed biomass to extract in FY20, of which 
160,000kg is on a take-or-pay basis. Assuming the biomass is 50/50 split between cannabis and hemp 
and at prices of C$1.00/g and C$0.20/g, respectively (both as per management), this implies revenue 
of C$145m (or ~C$100m in guaranteed revenue based on a take-or-pay provision). Our revenue 
forecast is very conservative, as this does not include the recently announced Iconic, Shoppers and 
BRNT white label agreements.   

Production ramping up. Volumes processed increased threefold quarter-over-quarter in 3Q FY19 and 
we expect volumes processed to continue to accelerate as customers ramp up cultivation production. 
The upcoming fall hemp harvest (October/November) should provide a volume boost for the 
company and should be available for processing in 1Q FY20.  

Capacity expansion to continue driving sales growth. The company recently (2Q FY19) completed its 
extraction capacity expansion to 425,000kg/yr and should reach 1m kg in 1H20 following its current 
expansion project. The company has turned away some business as it does not want any one 
customer to represent more than 20% of total volumes, but with its recent and upcoming production 
capacity expansion, we could see amendments to existing supply agreements (eg Tilray) reflect higher 
volume amounts and the announcement of new contracts.   

Pricing likely to be a modest headwind. The realized price likely declines on two fronts for the 
industry due to excess extraction capacity and mix (cannabis vs hemp). As new industry extraction 
supply comes online, it should put some pressure on realized prices. In addition, with the hemp 
harvest taking place in the fall (October/November), we should see a jump in hemp volumes for 
processing in late 2019 and early 2020, which would skew realized prices downward (again, this 
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would be more a seasonal issue) but a jump in volumes for processing, offset partially by product mix 
toward white label services. As of 3Q FY19 we estimate the mix between cannabis and hemp biomass 
was 50/50 but with the upcoming hemp harvest this fall, it should skew heavily toward hemp for the 
next several quarters. Realized hemp processing prices should be anywhere from 20–25% of cannabis 
processing prices (~C$1/g for cannabis vs ~C$0.20/g for hemp).  

Analytical testing lab to add modestly to sales. The lab has revenue capacity of C$20m based on two 
shifts per day (including weekends) and can generate very good gross margins (60%+)—it generated 
67% during its 3Q FY19 (58% in 2Q) but generated very modest sales (C$0.2m). We expect sales to 
slowly ramp up.  

Margins—should ramp up and see a positive mix change down the road  
Despite being in only its third quarter of commercial processing (as of its 3Q for the period ended 
August 2019), Valens posted a positive adjusted EBITDA margin of 59% although it was boosted by a 
one-time favourable contract. The previous quarter, it posted a 23% EBITDA margin, which is quite 
the feat considering it was based on only 8,300kg of processed volumes (capacity at that time was 
70,000kg, or just over 10% capacity utilization). Margins should improve significantly going forward 
(although not from 3Q levels) as capacity utilization improves and as white label becomes a more 
prominent part of the Valens portfolio.   

According to management, gross margins can potentially exceed 70% for the near term, with 
cannabis generating a slightly higher margin vs hemp (hemp can be extracted at a faster rate by ~4x 
but should realize a much lower price—one-quarter that of cannabis); however, for now we plan to 
be more conservative with our forecast until we get a better sense of margin potential and 
sustainability. Margins should eventually decline as new industry capacity comes online and 
competition and commoditization start to set in (not for a few years, in our view). The company’s 
move to white label therefore becomes an important factor in minimizing margin erosion over the 
long term. Exhibit 6 shows management’s view as to how the company’s margins may evolve over 
time and how its transition to focusing more on white label, formulation and international markets 
should help mitigate margin erosion over time.  

Exhibit 6: Valens’ margin to evolve over time 

 
Source: Company documents 

EBITDA margins. Management believes margins can be in the 40–50% range going forward. Applying 
this to the C$145m in FY20 sales from its existing customers would imply a mid-C$50m to low C$70m 
EBITDA.  
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Improving capacity utilization. Given the company processed only 26,000kg in 3Q, we estimate 
capacity utilization at only 24% (based on ~97,000kg of capacity). As Valens’ customers continue to 
ramp up cultivation production, we expect incoming biomass for extraction to rise significantly and, 
as a result, the company’s capacity utilization to improve and help drive margins higher (from 
2Q FY19 levels). Of course, once the new facility is complete it will likely act as a modest drag as it 
ramps up its utilization rate.  

Volume mix changing (cannabis vs hemp). From what we can surmise (and reconfirmed by 
management), gross margins for the extraction of cannabis should be higher than for the extraction 
of hemp (but not by much). So, depending on the biomass input mix, margins may swing a little 
higher or lower. This also likely depends on consumer demand and the success of edibles (eg vapes 
and THC-based edibles vs hemp-derived wellness products). We note that hemp needs to be 
extracted to realize/access the CBD whereas the cannabinoids in cannabis can be activated in flower 
form (joints) or in extracted form (oils, edibles). As of 3Q, we estimate cannabis vs hemp was ~50/50 
and tolling revenue was greater than white label. Management indicated that white label customers 
could exceed tolling customers (10 currently) by as early as year-end and white label revenue could 
surpass tolling revenue by as early as 2H FY20, which should boost margins. However, hemp volumes 
should also rise considerably on the back of the fall hemp harvest in Canada, which could push 
margins down a bit.   

White label to drive margins to the next level. As discussed earlier, white label is a core strategic 
direction for the company given its high margin profile, and the company expects its white label 
customers to exceed its extraction customers by early 2020 while white label revenue could exceed 
extraction revenue by as early as 2H FY20 based on a very robust pipeline (but this is market 
dependent as well). This would represent a dramatic shift in contracted services that should not only 
help drive margins higher but also minimize the impact of what we believe to be excess 
extraction/tolling capacity and some commoditization of the extraction sector (similar to the 
cultivation segment).   

Excess capacity and commoditization to be a modest drag. As we outlined in our industry section, 
we do envision the extraction sector (more so the basic tolling services segment) seeing margin 
pressure as new capacity comes online and as some of the LPs move extraction in-house. Eventually, 
extraction will likely become commoditized as well, but those companies that can offer value add 
above and beyond basic extraction/tolling services should continue to thrive; white label is one of 
those areas that can help minimize margin compression.   

Balance sheet is healthy. As of August 31, 2019, the company had C$69.3m cash and equivalents on 
hand, which was boosted by a C$43m bought deal equity financing (14.6m shares at C$2.95/share) in 
March 2019. With the company already posting positive adjusted EBITDA, management expects that 
cash flow from existing contracts should provide financial flexibility to grow the company and 
maintain a competitive advantage. The Kelowna expansion project is expected to cost C$25m (of 
which C$5m has been spent thus far), which the company has the financial wherewithal to fund 
internally.   

Valuation 
As discussed in the industry section, our valuation methodology looks at other established contract 
manufacturers (food and pharma) to provide a starting point for how we look to value the cannabis 
extraction industry; in this case a forward EBITDA multiple of 10x seems reasonable as a starting 
point. Generally, we would add a premium multiple to these benchmark industries to reflect the 
cannabis extraction sector’s superior growth outlook (both sales and EBITDA), but given the recent 
market weakness, we are assigning a multiple which is more in line. We then add a modest premium 
to those companies we believe are in the best position to excel—we use our ‘extraction scorecard’ as 
a basis for determining how the companies in this report rank relative to each other.   
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Based on our scorecard, the company scored 90 points and ranks first, and as such receives a 
premium multiple compared with the other companies on our scorecard. The scorecard factors in its 
base operations, supply agreements, growth prospects execution risk, ability to provide value-added 
services (white labelling, etc) and US/international optionality. Given the company’s overall score, we 
assign it an 11.5x EBITDA multiple, which is a premium to the industry and its peers. This results in a 
one-year target price of C$8.00.  

Scorecard overview. We go into more detail below on our scorecard evaluation and the reasons why 
we ranked the company where we did relative to other companies in this report.   

Exhibit 7: Our extraction scorecard
1
  

 Heritage 
Cannabis 

Neptune 
Wellness 

Valens 
GroWorks 

 
Notes 

Operations     

Capacity, post-expansion (kg) 3 5 4 Largest capacity currently at 425,000kg/yr expanding to 1m kg/yr 

Location 5 3 3 Located near large facilities in BC and western Canada 

Extraction methods 3 2 5 Offers the most extraction methods (five) 

EU GMP 0 3 3 Pending  

Organic certification 0 1 2 Received organic certification in April 2019 

ISO 17025 accredited testing lab 0 0 2 The only cannabis lab in Canada with this certification 

Cultivation 2 0 0 Has modest cultivation internally 

R&D 1 2 3  

Onsite testing lab 0 1 2 Can perform third-party testing 

ESG 3 4 5 Provided the most information on ESG initiatives 

Total 17 21 29  

Partnerships, supply agreements, products     

Partnerships 3 3 4 Eticann (Colombia), Medigrowth (Australia) 

Customers 4 4 5 Has largest number of client agreements (see page 67 for details) 

CPG-related customers 1 3 4 Iconic Brewing and Shoppers Drug Mart 

White label agreements 3 4 5 Last three contract wins are white label 

Own products 2 3 1 Producing its own vape pens 

Formulation 4 4 3 Building a large formulation portfolio 

Length and size of contracts 3 4 5 Has signed some 3+ year agreements 

Total 20 25 27  

Strategy outlook/execution    
 

Strategic partners 3 3 5 Thermo Fisher, Eticann, Medigrowth, CraftGrow, Tarukino 

Technology/IP 3 4 5 SōRSE technology for beverages 

Previous experience with extraction? (excl 
cannabis/hemp) 

0 3 0  

Cannabis/hemp extraction experience? 5 1 4 First to commercially extract oil since legalization 

Formulation expertise 4 4 4 Has built a portfolio of more than 100 formulations 

Previous experience with wellness products? 1 5 2 Senior management has CPG experience  

White label focus 4 4 5 Huge pipeline of white label opportunities 

Manufacturing hub 5 0 0  

US optionality 3 5 1 None at this time but ready to enter when the time is right 

International markets 3 1 3 Colombia, Australia (+ gateway to Asia Pacific); EU GMP 
certification pending 

Balance sheet/funding 2 3 5 C$69.3m cash as of August 31, 2019 

Total 33 33 34  

Grand Total 70 79 90  
1 Each category based on a 0–5 score rating unless otherwise noted 
Source: Desjardins Capital Markets, company documents 
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Sensitivity analysis. Given the early stages of this industry, we provide a sensitivity table comprising 
certain key drivers (price, volume, margins and valuation multiple) to provide better context as to 
how each driver could impact our numbers and target. 

Exhibit 8: Sensitivity analysis 

   Absolute impact to 

Metric Delta FY21E sales (C$m) FY21 EBITDA (C$m) Target price (C$) 

Price/gram (C$) 0.10 15 6.4 0.55 

Volume (kg) 10,000 14 5.4 0.65 

Gross margin (%) 1.0  2.1 0.20 

Multiple (x) 1   0.85 

Source: Desjardins Capital Markets 

We highlight the company’s share price move alongside key company developments.   

Exhibit 9: Valens recent share price history and notable events 

 

 Date Event 

1 10-Oct-18 Announces closing of a C$27.2m bought deal unit offering for 12.8m units at C$1.95/unit 

2 15-Oct-18 Announces it was granted a licence by Health Canada to cultivate and produce oil 

3 13-Dec-18 Announces multi-year extraction services agreement with Canopy  

4 19-Mar-19 Announces the closing of a C$43.1m bought deal unit offering for 14.6m units at C$2.95/unit 

5 25-Apr-19 Announces contract to supply HEXO with hemp and cannabis extracts 

6 10-Jun-19 Announces intention to expand supply contract with Tilray by at least 300% 

7 17-Jun-19 Announces listing on the TSX Venture Exchange under the symbol VGW 

8 14-Aug-19 Announces its addition to the Cannabis ETF (THCX, NYSE) 

9 16-Sep-19 Announces strategic partnership with Shoppers Drug Mart to supply cannabis oil products 
 

 

Source: Desjardins Capital Markets, FactSet, company documents 
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ESG evaluation 
The nascent cannabis sector has been making efforts to improve in all areas of ESG while also trying 
to manage significant growth in an ever-evolving sector. Valens complies with ESG practices and is 
building positive momentum. There remains room for improvement in all areas but it has made very 
good progress for an early stage company. See below for a more detailed review of the company’s 
ESG evaluation. We also note that ESG is a factor we consider in our scorecard and our valuation 
multiple. 

Materiality issue Management process, controls and measurement Momentum 

Environmental   

 Ecological risk. Risk that the water 
used is contaminated before it 
enters the local water system; risk 
from using solvents; risk from 
waste material from extraction 
process. 

 Water is not used in large quantities, whether in the facility in 
processes or as a by-product (less than 100 gallons/day), and the 
company is actively looking into better ways to recycle it. 

 Recycles the majority of its solvents (eg ethanol, CO2) and its machines 
use a closed loop system where more than 99% of CO2 is recycled for 
the next run. 

 In ethanol extraction, VGW recycles all of the solvent at a local waste 
management company.  

 In hydrocarbon extraction, VGW recycles through a closed loop system 
where loss rates are less than 1%. 

 VGW adheres to Canadian environmental laws. 

 VGW has taken the initiative to use a green solution call Zeolite, an 
absorbent in cat litter, for organic composting. 

 VGW uses totes over plastic bags for all deliveries. 

 Metric 
‒ VGW has CO2 and hydrocarbon loss rates of less than 1% on a daily 

basis and recycles all ethanol solvents. 
‒ No waste goes to landfill; VGW has set up a system with local Kelowna 

farmers to use its waste in their fields. 
‒ VGW processes save more than 5,000lbs of waste per day from 

entering the landfill system. 

 Positive. The company is actively 
looking into better ways to recycle 
and is conscious of the impact of its 
operations on the environment. 

 Climate change. Risk that the 
company’s operations could be 
contributing to climate change 
(GHG emissions). 

 All lighting now uses LED bulbs (changed from HPS) throughout the 
entire facility, including offices and manufacturing sites. 

 VGW has a recycling program for its filtering media using activated 
charcoal and diatomaceous earth, a naturally occurring sedimentary 
rock. 

 VGW adheres to the strictest environmental and safety protocols.  

 Metric 
‒  VGW focuses on ethanol extraction, which has less of an energy impact 

than CO2 extraction (it is ~20% more energy-efficient). 

 Positive. We believe the impact to 
climate change as a whole is 
modest.  

 

 

NOVEMBER 6, 2019

Heritage Cannabis Holdings Corp./Neptune Wellness Solutions Inc./Valens GroWorks Corp.

John Chu
Amrit Sidhu, CPA, CA,
Associate 75



 

Materiality issue Management process, controls and measurement Momentum 

Social   

 Workplace health and safety. Risk 
that the company does not have 
appropriate controls, processes and 
training in place to prevent on-the-
job injuries and fatalities. Ethanol 
and hydrocarbon extraction use 
dangerous solvents and require 
blast-proof rooms. 

 Hydrocarbon room is compliant with OSHA Canada standards as well as 
National Fire Protection Association Class 1, Division 1 (C1D1) 
regulations. 

 Has a health and safety committee (four people currently; looking at 
adding a fifth). 

 There is at least one person who oversees health and safety on each 
shift. 

 WorkSafe BC states that VGW has the safest processes in place from 
what it has seen among the LPs and currently uses VGW’s facility as a 
training centre for members to learn how LPs and extractors can 
operate safely. 

 WorkSafe BC has named VGW as one of the safest LPs in Canada. 

 New employees are trained for a minimum of 3–4 weeks before they 
are allowed to operate any extraction equipment. 

 Metric 
‒ Adheres to workplace health and safety laws. 
‒ Building explosive-proof rooms for ethanol and hydrocarbon extraction 

as per safety regulations. 

 Positive. While ethanol and 
hydrocarbon extraction can present 
workplace health and safety risks, 
the company has more than 
adequate procedures in place and 
adheres to safety protocols.  

 Food safety. Risk that the 
company does not have the proper 
procedures and food safety 
guidelines in place to ensure 
food/product quality and safety.  

 Received organic certification from Pro-Cert Organic Systems Limited. 

 VGW can perform full-suite testing in 2–3 days, vs as long as months at 
other labs. 

 Relationship with Thermo Fisher Scientific provides VGW with the best 
equipment, knowledge and analytical team and helps set standards for 
cannabis-related testing. 

 Applying for EU GMP (near-pharma-grade) certification. 

 Has detailed procedures in place for testing finished products. 

 Adheres to stringent Health Canada standards. 

 Metric 
‒ Has an onsite ISO 17025 certified testing lab to perform the necessary 

testing in a timely manner. 

 Positive. Products are fully 
compliant with all Health Canada 
regulations. 

 Local community relations. Risk 
that the company does not have 
appropriate practices that support 
local communities; solid 
relationships and support are key 
to sustainability and future project 
development. 

 Hires employees locally (80%). 

 Uses technology to help improve onset/offset times and dosage 
consistency. 

 VGW is working with Okanagan College and UBC to collaborate on job 
fairs and education workshops. 

 It is in close contact with the City of Kelowna and the board of 
education on an ongoing basis to better utilize the city’s workforce 
pool. 

 Currently hosts teach-ins for the community on its business and entry-
level roles.  

 Through the Mitacs program, VGW has helped university students with 
tuition, and some have gone on to join VGW. 

 VGW is increasing its involvement with local charities. 

 Positive. The company is actively 
involved with local communities. 

Governance   

 Diversity. Risk that the company 
does not appropriately support 
diversity within the organization. 

 VGW currently has a diversity policy in place and is in the process of 
updating it for its fast-growing employee base. 

 Metric 
‒ 29% of senior management are women; however, none of the board 

directors are women. 
‒ 30% of the total staff are women. 

 Positive. We expect this to improve 
going forward.  

 Legal and regulatory environment. 
Risk that the company’s failure to 
comply with laws or regulations 
could result in fines or penalties. 

 Whistleblower policy in effect. 

 Metric 
‒ Fulfills its obligations to all regulatory bodies. 

 Positive. This should improve going 
forward. 
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Management and board of directors 
Management and the board have a well-balanced mixture of experience that should help the 
company grow and succeed while navigating a constantly changing industry and regulatory 
environment. More specifically, the company has previous cannabis and plant-related experience 
(growing, genetics), extensive capital markets expertise (both buy- and sell-side), real estate, legal 
and regulatory expertise.   

Insiders own ~35% of total outstanding shares, which we believe is among the highest insider 
ownerships in the industry. As such, we expect company and shareholder objectives should be in 
alignment.   

Exhibit 10: Management and board of directors 

Name  Position Notes 

Tyler Robson CEO, Director Mr Robson was previously chief grower, then COO of the company until taking the reins as CEO in May 2017. His research 
history involves plant innovation and life sciences, with an emphasis on medical cannabis and its applications in the 
treatment of seizures, chronic diseases, pain control and neurological symptoms. As a Master Grower, Mr Robson 
provides consulting services on plant genetics, growing methods and leading facility and soil grown techniques that results 
in consistently produced medical marijuana of the highest quality. 

Jeff Fallows  President  Mr Fallows is a finance professional with more than 17 years of experience working on a wide range of financial advisory 
mandates in the cannabis, consumer products and industrial products industries including mergers and acquisitions, IPOs, 
private placements and strategic reviews both domestically and internationally. Prior to joining Valens, Mr Fallows was a 
managing director at AltaCorp Capital, where he was the head of the life sciences and diversified industries investment 
banking teams. 

Everett Knight  Vice-President  Mr Knight was previously a portfolio manager at Matco Financial, where he ran a small-cap fund and launched the first 
long-only institutional cannabis fund in Canada; both became the top-performing funds in their respective categories. He 
has toured more than 85 facilities worldwide and analyzed more than 1,200 cannabis companies globally, where he 
accumulated a thorough understanding of the industry, regulations, subsectors and the companies involved in the space. 
His focus in the cannabis industry has shifted in recent years and he now specializes in extraction, testing, formulation and 
value-added products.  

Christopher Buysen CFO, Director  Mr Buysen has held numerous senior financial positions with reporting issuers over the past 15 years, including his 
current role as CFO of the company. He has also held a leadership role in a multi-family office, advising HNW families on 
investment, business and other financial matters. He holds a BComm from the University of Alberta and a Master of 
Professional Accounting degree from the University of Saskatchewan, and articled with KPMG LLP to earn his CPA, CA 
designation in BC. 

Ashley McGrath Director Mr McGrath has been involved in real estate development for 14 years as the president and owner of Glencoe 
Developments. He has overseen all aspects of the development business, including land acquisition, finance and sales of 
more than 850,000sf of development space. He oversees the management of a large rental portfolio of residential and 
commercial real estate and is a shareholder in an agribusiness operating more than 400,000sf of indoor livestock 
production as well as a 23,000-acre grain farm. 

Chris Irwin Director Mr Irwin is a partner in the Toronto law firm of Irwin Lowy LLP focused on securities and corporate/commercial law. He 
advises a number of public companies on topics including continuous disclosure and regulatory matters, reverse takeover 
transactions, initial public offerings and takeover bids. He is also a director and officer of several public companies. 

Nitin Kaushal Director Mr Kaushal is managing director, corporate finance at PwC Canada. He has more than 30 years of finance and investment 
expertise and has held a number of senior roles with Canadian investment banks, in addition to various positions within 
the private equity/venture capital industry. Mr Kaushal sits on the boards of numerous public and private companies. He 
holds a BSc in chemistry from the University of Toronto and a CPA, CA designation. 

Deepak Anand Director Mr Anand is co-founder and CEO of Materia Ventures, a Europe-focused supply and distribution company for medical 
cannabis and CBD products. He has in-depth knowledge of the regulatory environment within the cannabis space, both in 
Canada and internationally. Mr Anand is also a director of other public companies.  

Source: Management information circular (SEDAR) 
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Catalysts 
In addition to the catalysts we highlighted in the industry section of this report, which apply to all 
extraction companies, we highlight other catalysts specific to the company: 

 Completion of its extraction expansion. This should enable it to attract more higher-margin, 
white label contracts. 

 Adding more white label contracts. More higher-margin, white label contracts should push 
overall margins higher. 

 Adding hemp and more biomass volumes in general. As capacity utilization improves, so too 
should Valens’ margins. 

 International expansion. Opening new market opportunities could represent significant sales 
upside. 

 Bringing on a major CPG customer. Most customers have been LPs, but Valens has recently 
announced partnerships with Iconic Brewing and Shoppers Drug Mart. Bringing on more 
customers from the traditional CPG sector would help validate Valens’ industry-leading position 
and also has the potential to bring on significantly higher volumes.  

 Valuation rerating. The stock appears very cheap at current levels. Execution on the company’s 
growth initiatives and hitting some of the above-noted milestones and catalysts could result in a 
valuation re-rating.  

 EU GMP certification. This near-pharma-grade certification should be attractive to potential 
customers (especially those that are CPG-related) as it adds another layer of quality control and 
opens up opportunities in the EU. 

Risks 
In addition to the risks we highlighted in the industry section of this report, which apply to all 
extraction companies, we highlight other risks specific to the company. 

 Problems ramping up capacity. There is limited industry experience extracting oil from cannabis 
or hemp on a large commercial scale. Yields, processing times and extraction costs could be well 
off management’s expectations. 

 A plant explosion. Ethanol and hydrocarbons are volatile solvents and require an explosion-proof 
room. 

 Licence issues. Any licensing delays for its expansion project or delays to renew its processing 
licence (or suspension or revocation) could present significant risk to the company.   

 Loss of major customers. Some of Valens’ larger customers may eventually opt to perform 
extraction services internally, which would result in the loss of significant processing volumes. 

 Regulations. Health Canada could impose stricter rules around cannabis 2.0 products, which could 
make manufacturing costlier and in turn negatively impact the company’s margins. 

 Customer-related issues. Major crop loss, financial difficulties or other issues could impact some 
of the company’s customers such that biomass availability may fall short.  
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Financial statements 

Exhibit 11: Valens income statement 

Year-end Nov-30 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Sales  2.2 8.8 16.5 25.9 53.4 31.5 34.4 43.4 50.0 159.3 211.1 

COGS -1.4 -3.7 -3.7 -10.4 -19.1 -12.0 -12.4 -14.7 -17.5 -56.6 -74.5 

Gross profit 0.9 5.1 12.8 15.6 34.3 19.5 22.0 28.6 32.5 102.7 136.6 

G&A -1.7 -3.3 -2.7 -5.2 -12.9 -5.7 -6.2 -7.4 -8.0 -27.2 -36.7 

Marketing and promotion -1.3 -0.7 -0.6 -1.3 -3.8 -1.6 -1.7 -2.2 -2.5 -8.0 -10.2 

Stock-based comp. -3.3 -2.1 -3.4 -2.6 -11.4 -2.5 -2.1 -2.6 -2.5 -9.7 -10.8 

D&A -0.7 -0.6 -0.6 -0.3 -2.1 -0.6 -0.7 -0.9 -1.0 -3.2 -4.2 

Operating income -6.1 -1.6 5.5 6.2 4.0 9.1 11.4 15.6 18.5 54.6 74.6 

Interest exp 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.0 0.0 0.2 0.3 

Interest income 0.1 0.2 0.4 0.0 0.7 0.0 0.0 0.0 0.0 0.0 0.0 

Other -0.3 0.0 0.0 0.0 -0.3 0.0 0.0 0.0 0.0 0.0 0.0 

Earnings before taxes -6.4 -1.4 5.9 6.3 4.5 9.2 11.4 15.7 18.5 54.8 74.9 

Income taxes 0.0 0.0 0.0 -1.8 -1.8 -2.6 -3.2 -4.4 -5.2 -15.4 -21.0 

Net income -6.4 -1.4 5.9 4.6 2.7 6.6 8.2 11.3 13.4 39.5 53.9 

EPS basic (C$) -0.07 -0.01 0.06 0.05 0.03 0.07 0.09 0.12 0.14 0.42 0.58 

EPS fully diluted (C$) -0.07 -0.01 0.06 0.05 0.03 0.07 0.09 0.12 0.14 0.42 0.58 

Shares O/S basic (m) 93 106 122 122 111 122 122 122 122 122 122 

Shares O/S fully diluted (m) 93 106 122 122 111 122 122 122 122 122 122 

EBITDA -6.1 -1.6 5.5 6.2 0.0 9.1 11.4 15.6 18.5 0.0 0.0 

Adjusted EBITDA 0.0 2.0 9.8 9.1 20.9 12.3 14.1 19.1 22.0 67.5 89.6 

Adjusted EBITDA (%) 0.0 23.0 59.4 35.0 39.1 39.0 41.0 44.0 44.0 42.4 42.5 

Increase in gross revenue NM NM NM NM NM 1318.3 291.2 163.4 92.8 198.2 32.5 

Effective tax rate 0.0 28.0 28.0 28.0 39.5 28.0 28.0 28.0 28.0 28.0 28.0 

Source: Desjardins Capital Markets, company reports 
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Exhibit 12: Valens balance sheet  

Year-end Nov-30 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Assets            

Current assets            

Cash and cash equivalents 0.5 57.0 60.4 39.6 39.6 27.0 25.0 18.1 16.4 16.4 32.1 

Short-term investments 20.1 8.5 9.0 9.0 9.0 9.0 9.0 9.0 9.0 9.0 9.0 

Accounts receivable 2.0 7.9 16.3 25.9 25.9 31.5 34.4 43.4 50.0 50.0 66.6 

Prepaid expenses 0.5 1.2 1.5 2.1 2.1 2.5 2.8 3.5 4.0 4.0 5.3 

Promissory note receivable  1.0 1.0 0.0 0.8 0.8 3.8 4.1 5.2 6.0 6.0 5.3 

Inventory 0.9 2.0 0.8 5.2 5.2 10.1 11.0 13.9 16.0 16.0 24.0 

Total current assets 27.7 77.7 88.0 82.6 82.6 83.9 86.2 93.0 101.4 101.4 142.2 

Equipment and leaseholds  9.5 21.0 23.1 34.7 34.7 41.2 47.7 54.0 60.3 60.3 76.7 

Intangible assets  13.9 13.6 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 

 51.1 112.3 124.3 130.6 130.6 138.3 147.1 160.2 174.9 174.9 232.1 

Liabilities and shareholders’ equity            

Current liabilities            

Accounts payable and accrued liabilities  1.3 1.5 3.5 5.2 5.2 6.3 6.9 8.7 10.0 10.0 13.3 

 1.3 1.5 3.9 5.5 5.5 6.7 7.2 9.0 10.4 10.4 13.7 

Shareholders’ equity            

Share capital  65.5 145.0 148.6 148.6 148.6 148.6 148.6 148.6 148.6 148.6 148.6 

Reserves 13.8 9.8 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 

Obligation to issue shares  6.3 2.5 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4 

Deficit -35.9 -46.4 -40.5 -36.0 -36.0 -29.3 -21.1 -9.8 3.5 -4.0 57.5 

Total shareholders’ equity 49.8 110.8 120.4 125.0 125.0 131.6 139.9 151.1 164.5 164.5 218.4 

 51.1 112.3 124.3 130.6 130.6 138.3 147.1 160.2 174.9 174.9 232.1 

Net debt (net cash position)  -20.6 -65.5 -69.0 -48.2 -48.2 -35.6 -33.6 -26.7 -25.0 -25.0 -40.7 

Capex 2.7 11.9 1.9 12.0 28.6 7.0 7.0 7.0 7.0 28.0 20.0 

Source: Desjardins Capital Markets, company reports 
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Exhibit 13: Valens cash flow statement 

Year-end Nov-30 (C$m) 1Q19 2Q19 3Q19 4Q19E 2019E 1Q20E 2Q20E 3Q20E 4Q20E 2020E 2021E 

Cash provided by (used in)            

Operating activities            

Net income -6.4 -10.5 5.9 4.6 -6.4 6.6 8.2 11.3 13.4 39.5 53.9 

Amortization of PPE 0.8 0.7 0.9 0.0 2.4 0.0 0.0 0.0 0.0 0.0 0.0 

Amortization of intangible assets 0.0 0.0 0.0 0.4 0.4 0.5 0.6 0.7 0.7 2.5 3.6 

Gains and losses 0.3 9.1 0.2 0.0 9.7 0.0 0.0 0.0 0.0 0.0 0.0 

Stock-based comp 3.3 2.1 3.4 0.0 8.8 0.0 0.0 0.0 0.0 0.0 0.0 

Prepaid expenses 0.5 -0.7 -0.3 0.0 -0.5 0.0 0.0 0.0 0.0 0.0 0.0 

Inventory -0.5 -1.0 1.2 0.0 -0.3 0.0 0.0 0.0 0.0 0.0 0.0 

Chg in non-cash wc -2.0 -5.0 0.0 -13.7 -11.7 -12.7 -3.9 -11.8 -8.8 -37.2 -21.8 

Cash from operations after wc -2.5 -5.6 3.9 -8.7 -13.0 -5.6 4.9 0.1 5.3 4.8 35.7 

Financing activities            

Proceeds from issuance of shares and warrants 0.0 40.3 -0.0 0.0 40.3 0.0 0.0 0.0 0.0 0.0 0.0 

Proceeds from exercise of warrants 0.0 22.6 0.0 0.0 22.6 0.0 0.0 0.0 0.0 0.0 0.0 

Net funds from financing 0.0 63.1 0.3 0.0 63.4 0.0 0.0 0.0 0.0 0.0 0.0 

Investing activities            

Purchases and deposits of PPE -2.7 -11.9 -1.9 -12.0 -28.6 -7.0 -7.0 -7.0 -7.0 -28.0 -20.0 

Investment in other financial assets 0.0 13.0 -15.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Net funds from investing 4.0 -4.0 15.0 0.0 15.0 0.0 0.0 0.0 0.0 0.0 0.0 

Net cash flow -2.2 56.5 3.4 -20.7 37.9 -12.6 -2.1 -6.9 -1.7 -23.2 15.7 

Net cash flow ex bank debt -1.2 56.5 3.4 -20.7 37.9 -12.6 -2.1 -6.9 -1.7 -23.2 15.7 

Free cash flow -5.3 -5.6 3.9 -8.7 -13.0 -5.6 4.9 0.1 5.3 4.8 35.7 

Cash, beginning of period 1.7 0.5 57.0 60.4 1.7 39.6 27.0 25.0 18.1 39.6 16.4 

Cash, end of period 0.5 57.0 60.4 39.6 39.6 27.0 25.0 18.1 16.4 16.4 32.1 

Source: Desjardins Capital Markets, company reports 
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DISCLOSURES
COMPANY-SPECIFIC DISCLOSURES
Desjardins Capital Markets has performed investment banking services for Heritage Cannabis Holdings Corp. in the past 12
months.

Desjardins Capital Markets has received compensation for investment banking services from Heritage Cannabis Holdings
Corp. within the past 12 months.

The Desjardins Capital Markets research analyst(s) and/or associate(s) has viewed a material operation of Heritage Cannabis
Holdings Corp., Neptune Wellness Solutions Inc. and Valens GroWorks Corp., which includes but is not limited to mines,
distribution centres, warehouses, production plants and/or other facilities related to the day-to-day operations of Heritage
Cannabis Holdings Corp., Neptune Wellness Solutions Inc. and Valens GroWorks Corp. as applicable, and the related travel
expenses have not been paid for by the issuer.

The Desjardins Capital Markets research analyst(s) and/or associate(s) had communication with Heritage Cannabis Holdings
Corp., Neptune Wellness Solutions Inc. and Valens GroWorks Corp. regarding the verification of factual material in this
research publication.

Desjardins Capital Markets makes a market in the securities of Neptune Wellness Solutions Inc.

ANALYST CERTIFICATION
 

STOCK RATING SYSTEM
Top Pick
Desjardins’ best investment
ideas—stocks that offer the
best risk/reward ratio and that
are expected to significantly
outperform their respective
peer group* over a 12-month
period

Buy
Stocks that are
expected to
outperform their
respective peer group*
over a 12-month period

Hold
Stocks that are
expected to perform
in line with their
respective peer group*
over a 12-month period

Sell
Stocks that are expected
to underperform their
respective peer group* over
a 12-month period (includes
recommendations to tender
to a takeover offer)

Not Rated
Stock is being
covered exclusively
on an informational
basis

RISK QUALIFIERS
Average Risk
Risk represented by the stock is in line
with its peer group* in terms of volatility,
liquidity and earnings predictability

Above-average Risk
Risk represented by the stock is greater than
that of its peer group* in terms of volatility,
liquidity and earnings predictability

Speculative
High degree of risk represented by the
stock, marked by an exceptionally low
level of predictability

* Peer group refers to all of the companies that an analyst has under coverage and does not necessarily correspond to what would typically be considered
an industry group. Where an analyst’s coverage universe is such that ‘relative’ performance against a ‘peer group’ is not meaningful, the analyst will
benchmark the rating against the most appropriate market index

 

Distribution of ratings

Rating
category

Desjardins
rating

Desjardins coverage
universe (# of stocks)

%
distribution

Desjardins Investment
Banking (# of stocks)

%
distribution

Buy Buy/Top Pick 79 57 56 56
Hold Hold 58 42 44 44
Sell Sell/Tender 1 1 0 0
Total 138 100 100 100
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Chart legend: TP: Top Pick, B: Buy, H: Hold, S: Sell, NR: Not Rated, I: Company initiation, T: Transfer of coverage, S: Coverage suspended,
DC: Coverage dropped

Full disclosures for research of all companies covered by Desjardins Capital Markets can be viewed at https://
desjardins.bluematrix.com/sellside/Disclosures.action.

LEGAL DISCLAIMERS
Desjardins Capital MarketsTM is a trademark used by Desjardins Securities Inc., Desjardins Securities International Inc. and
Fédération des caisses Desjardins de Québec, wholly owned subsidiaries of Mouvement des caisses Desjardins.

Dissemination of Research
Desjardins Capital Markets makes all reasonable effort to provide research simultaneously to all eligible clients. Research is
available to our institutional clients via Bloomberg, FactSet, FirstCall Research Direct, Reuters and Thomson ONE. In addition,
sales personnel distribute research to institutional clients via email, fax and regular mail.

Additional Disclosures
Desjardins Capital Markets equity research analysts are compensated from revenues generated by various Desjardins Capital
Markets businesses, including Desjardins Capital Markets’ Investment Banking Department. Desjardins Capital Markets will,
at any given time, have a long or short position or trade as principal in the securities discussed herein, related securities
or options, futures, or other derivative instruments based thereon. The reader should not rely solely on this publication
in evaluating whether or not to buy or sell the securities of the subject company. Desjardins Capital Markets expects to
receive or will seek compensation for investment banking services within the next three months from all issuers covered by
Desjardins Capital Markets Research.

Legal Matters
This publication is issued and approved for distribution in Canada by Desjardins Securities Inc., a member of the Investment
Industry Regulatory Organization of Canada (IIROC) and a member of the Canadian Investor Protection Fund (CIPF). In the US,
this publication is issued via the exemptive relief described in SEC Rule 15a-6, and through reliance on Desjardins Securities
International Inc., a member of FINRA and SIPC.

This publication is provided for informational purposes only, and does not constitute an offer or solicitation to buy or sell any
securities discussed herein in any jurisdiction where such offer or solicitation would be prohibited. The securities mentioned
in this publication may not be suitable for all types of investors; their prices, value and/or income they produce may fluctuate
and/or be adversely affected by exchange rates. This publication does not take into account the investment objectives,
financial situation or specific needs of any particular client of Desjardins Capital Markets. Before making an investment
decision on the basis of any recommendation made in this publication, the recipient should consider whether such
recommendation is appropriate, given the recipient’s particular investment needs, objectives and financial circumstances.
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Desjardins Capital Markets suggests that, prior to acting on any of the recommendations herein, you contact one of our client
advisors in your jurisdiction to discuss your particular circumstances. Since the levels and bases of taxation can change, any
reference in this publication to the impact of taxation should not be construed as offering tax advice; as with any transaction
having potential tax implications, clients should consult with their own tax advisors. Past performance is not a guarantee
of future results.

This publication may contain statistical data cited from third party sources believed to be reliable, but Desjardins Capital
Markets does not represent that any such third party statistical information is accurate or complete, and it should not be
relied upon as such. All estimates, opinions and recommendations expressed herein constitute judgments as of the date of
this publication and are subject to change without notice.

US institutional customers: Desjardins Securities International Inc. (a wholly owned subsidiary of Desjardins Securities
Inc.) accepts responsibility for the contents of this report subject to the terms and limitations set out above. Securities
offered in the United States are offered through Desjardins Securities International Inc., member of FINRA (www.finra.org)
the US Securities and Exchange Commission and the SIPC. This communication and its contents are for institutional use
only. Institutions receiving this report should effect transactions in securities in the report through Desjardins Securities
International Inc.

Although each company issuing this publication is a wholly owned subsidiary of Mouvement des caisses Desjardins, each
is solely responsible for its contractual obligations and commitments, and any securities products offered or recommended
to or purchased or sold in any client accounts (i) will not be insured by the Federal Deposit Insurance Corporation (“FDIC”),
the Canada Deposit Insurance Corporation or other similar deposit insurance, (ii) will not be deposits or other obligations of
Mouvement des caisses Desjardins, (iii) will not be endorsed or guaranteed by Mouvement des caisses Desjardins, and (iv)
will be subject to investment risks, including possible loss of the principal invested.

The Desjardins trademark is used under licence.

© 2019 Desjardins Securities Inc. All rights reserved. Unauthorized use, distribution, duplication or disclosure without the
prior written permission of Desjardins Securities is prohibited by law and may result in prosecution.

OFFICES
Montreal
1170 Peel Street
Suite 300
Montreal, Quebec H3B 0A9
(514) 987-1749

Toronto
25 York Street
Suite 1000
Toronto, Ontario M5J 2V5
(416) 607-3001

Calgary
110 9th Avenue SW
Suite 410
Calgary, Alberta T2P 0T1
(877) 532-6601

Vancouver
401 West Georgia Street
Suite 1060
Vancouver, British Columbia
V6B 5A1
(604) 656-2665

NOVEMBER 6, 2019

84

http://www.finra.org

