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Prediction: with legalization set to happen in 2018, Canadian cannabis companies, which are rushing
to gain market share prior to the bull rush that’s expected to happen once marijuana is legalized, are
likely to experience volatility moving into the end of 2017. I think they will see valuations depress in the
coming quarters as the Canadian government extracts much of the value that shareholders expect
producers to keep, shifting much of the value towards the government and retail channels and away
from producers.

Here’s how I see the potential marijuana legalization process playing out for Canada’s largest cannabis
producers: Canopy Growth Corp. (TSX:WEED), Aphria Inc. (TSX:APH), Aurora Cannabis Inc. (
TSX:ACB), and  Medreleaf Corp. (TSX:LEAF).

The most notable shift I see for the aforementioned leaders in Canadian cannabis production is a shift
in how the “profit pie” is divided among the various interests needed to make the whole legalization
process work.

The Canadian government is unlikely, in my opinion, to legalize marijuana without extracting a
significant amount of value to return to the government’s shareholder base (taxpayers), given the fact
that the legalization debate in Canada has left a significant percentage of the voter base unhappy.

The lucrative nature of the cannabis industry, as seen in the tobacco and liquor industries in Canada,
presents an opportunity for significant value extraction from the Canadian government and the retailers
who will eventually sell the end product to consumers. Whether the existing methods of distribution will
remain is a question which remains unanswered; however, I believe the Canadian government will give
first priority to the various government-run liquor store monopolies in various provinces, and/or will
hand out licences at a very high cost to pharmacies or licensed dispensaries, resulting in a tax on the
end product which will be felt by consumers.

This tax (direct or indirect) is likely to result in the final retail price to be close to (or perhaps above) the
current illicit street price, leading to a situation where cheap illicit product will seep through the cracks,
resulting in further downward price pressure.

Increased consumer demand for cannabis will be somewhat offset by how low retailers will be allowed
(by law) to retail their product and how well such retailers and distributors will be able to advertise to
end consumers (also unclear).

While the supply side of the equation is likely to improve, as producers continue to find innovative ways
to produce high-quality marijuana at lower prices (hopefully, without the use of pesticides), margins
should improve somewhat for certain producers, resulting in further consolidation within the cannabis
production industry. That said, the price retailers will be willing to pay, as a function of the taxation
percentage ascribed to the finished product, may result in a situation where margins will actually
deteriorate, as retailers will be forced to acquire the raw material at low prices due to taxes that stand
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to increase over time.

While the Canadian government may giveth (in the form of restricting the number of licences approved
by Health Canada, creating a form of an oligopoly on the supply side, as seen in many other Canadian
industries), the Canadian government has also shown its ability to taketh away via hefty taxation.

Stay Foolish, my friends.
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