After The Gold Rush: California, Cannabis & The Election
In 1996, California became the first state to legalize medical marijuana with the passage of
Proposition 215 (or the Compassionate Use Act), which allowed possession and use for
qualifying patients by exempting them from otherwise applicable criminal laws. Consensus
estimates place the current patient count in California as high as 1.2 million, spending as much
as $3 billion annually.
In 2015, California advanced the regulatory framework for medical marijuana with the passage
of the Medical Cannabis Regulation and

Safety Act (“MCRSA”). Comprising three separate bills
enacted together, MCRSA defined a set of rules and regulations for licensing, tracking, taxing
and reporting market participants in a comprehensive manner that did not exist under
Proposition 215. The State has indicated that it will not actually implement the infrastructure
and processes required to begin issuing licenses for the commercial cultivation, manufacture,
testing, transport, distribution, and retail sale of medical cannabis until January 2018.
This November 8th, voters in California will be deciding on whether or not to approve the A
 dult
Use

of Marijuana Act (“AUMA”), presented on the ballot as Proposition 64. AUMA builds upon
the foundation established by MCRSA and would legalize cannabis for adult recreational use,
introduce new cannabis taxes, and reduce the penalty of common marijuana crimes.
Year-to-date, California’s average wholesale spot price has ranged from a high of $1,876 per
pound on January 8th, to a low of $1,309 per pound on October 28th, averaging $1,649 per
pound through October.
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So what’s going to be happening in California after November 8th? We are Cannabis
Benchmarks®, the wholesale price benchmark of record, and we'll be here to tell you. While it
is easy to make broad brush statements about demand and market size, no one truly knows
what the near- and long-term implications of MCRSA and AUMA will be. We can, however,
forecast potential scenarios by examining the experiences and lessons learned from other
markets.
As MCRSA and - presuming passage - AUMA are implemented, oversupply situations could
cause price declines, yet unforeseen compliance costs and potential supply bottlenecks (such
as quarantined product, packaging and labeling issues, and insufficient laboratory testing
capacity) could increase prices.
The impact on pricing that accompanied the transition from a lightly-regulated medical system to
one with stricter oversight in connection with the implementation of licensed and regulated
adult-use sales, such as in Oregon, Colorado, and Washington, is instructive in predicting future
market conditions in California.
On October 1st, 2015, Oregon began its early recreational sales program. The early sales
program allowed anyone 21 or older to purchase up to a quarter of an ounce (7 grams) of
cannabis flower from a medical dispensary that had registered with the state to sell to the
recreational market, of which about 380 of the state’s over 400 medical dispensaries were
reported to have done.
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From August through October 2015, the wholesale price in Oregon increased more than $200
per pound, or about 12%, from $1,737 to $1,941 per pound, as dispensaries accelerated buying
to meet increased demand from recreational consumers. The Oregon spot price rose above the
national average while other markets were enjoying price declines driven by the surge of newly
harvested outdoor grown flower coming to market.
More recently, Oregon experienced another price rise ahead of, and beyond, the October 1st,
2016 implementation of a significant new compliance regime requiring each 10-pound lot to be
tested for potency, microbial contamination, and pesticide residues by a licensed, accredited
laboratory. New packaging and labeling requirements implemented simultaneously also
increased costs for producers and contributed to rising wholesale rates.
From August through October 2016, the wholesale price in Oregon increased more than 12%,
from $1,491 to $1,677 per pound, due in part to a supply bottleneck at the few accredited
laboratories. Once again, the Oregon spot price rose above the national average while other
markets were enjoying fall harvest-related price declines. Only Cannabis Benchmarks® was
capturing, analyzing, publishing, and explaining these wholesale price movements in real time.
In Colorado, the state’s adult-use market opened at the beginning of 2014 as one that was - and
remains - parallel and separate to the already-existing system of commercial medical cannabis
production and sales. Importantly, vertical integration was a requirement of Colorado cannabis
businesses until November 2014. As such, the medical market remains vertically integrated for
the most part, while the adult-use market is an open one that is more exposed to the risk of
oversupply. Dramatic demand and sales growth in the state’s adult-use system - to the tune of
88% annual rise in retail sales from 2014-2015 - prompted many entrepreneurs to dive in and
obtain licenses to cultivate cannabis for Colorado’s recreational market, with some pursuing
more efficient and productive greenhouse methods, as opposed to the energy intensive,
high-cost endeavor of growing product in warehouses.
The eventual result was that this summer saw a dramatic price crash in Colorado’s adult-use
market driven by increased supply, a significant portion of which was cultivated using lower-cost
production methods fueled by natural light. However, while wholesale rates have dropped
precipitously on the recreational side due to oversupply, product in Colorado’s medical market
has retained value to a greater degree due to a more stable relationship between supply and
demand established over a number of years in the state’s now over six-year-old commercial
medical system. Colorado’s patient count has largely remained steady in the face of adult-use
legalization, and retail sales in the medical market have even grown year-over-year, from about
$386 million in 2014 to $408 million in 2015.
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Washington’s foray into legalization has been fairly unique, but can still provide some instructive
comparisons. As in California, medical cannabis was legalized in Washington early on, in 1998,
but no licensed and regulated commercial system was ever constructed. Instead, after
establishing such a system for adult-use sales, which began in July 2014, officials approved
legislation the following year, that went into effect July 2016, mandating that all legal cannabis
move through the state’s licensed adult-use system and shuttering the unregulated medical
operators.
In the meantime, Washington’s horizontally-integrated system opened in 2014 to sky-high
prices, a result of retailers coming online before producers could ensure adequate supply - a
situation Oregon regulators attempted to avoid via the initial introduction of early adult-use sales
through medical cannabis businesses. However, 2014’s fall harvest flooded the Washington
market and drove down both wholesale and retail pricing. The same phenomenon occurred at
the end of 2015, and steadily increasing production in 2016 - as new operations continue to
come online and existing ones expand and become more productive - has maintained
Washington’s status as the state with the lowest legal cannabis prices in the US (see chart
below).
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It must be noted that Washington regulators have imposed a statewide licensing cap on
retailers, a feature that is not present in Colorado’s or Oregon’s adult-use markets, nor in
California’s proposed scheme. Furthermore, at the time of this writing, the number of licenses
currently issued to producers in Washington is nearly double the amount issued to retailers,
creating a buyer’s market. The state’s oversupply has been exacerbated by lack of effective
quality control and safety testing in the system, unlike the strict screening program implemented
recently in Oregon; only two producers in Washington have ever faced enforcement for
pesticide-contaminated product since the opening of the state’s legal market, despite
acknowledgments that illegal pesticide use is widespread.
A wildcard is the impact of seasonality. Historically, the fall harvests led to an overall decline in
wholesale prices as outdoor grows flooded the market in the fall. Over time, however, outdoor
growers have learned to mitigate the impact of the fall harvest by stretching their inventory
throughout the year with more advanced curing and storage techniques, resulting in a longer
sales cycle.
As we observed this past summer, outdoor growers - encumbered with more inventory than in
years past - began to sell larger quantities in June and July, as it became apparent that large
quantities of greenhouse grown flower from the first light deprived harvests would be coming to
market, potentially creating an oversupply situation. Average deal sizes increased, and prices
began dropping before the fall harvest.
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As shown in the chart below, the U.S. Spot Index declined more than 21% from the beginning of
July to the beginning of August. This mid-year, pre-fall harvest supply surge was
unprecedented, and established the peak price for 2016 at $2,096 per pound on May 27th, four
months earlier than the peak price for 2015, which was $2,133 per pound, and occurred
September 11th.

Cannabis Benchmarks® was the only Price Reporting Agency to capture and analyze in real
time how the supply mix was changing and how seasonality and different selling strategies were
impacting wholesale prices on a national and regional market level.
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California has a decades-long history as the U.S. “breadbasket” of sun-fueled cannabis
production, which to this point has taken place with little to no regulatory oversight. This
situation has resulted in California vying with Washington for the lowest prices in the nation,
illustrated below, and in the chart above on page 5.

Furthermore, California boasts a population of over 38 million, which would make it the largest
projected cannabis market in the country by far, and covers a vast and diverse geographic area
unparalleled in the continental U.S. Clearly, the state presents a number of unique attributes
that make it difficult to extrapolate exactly how the California market will react if Proposition 64
passes next week. Nevertheless, our analysis of the legal markets in Washington, Oregon and
Colorado - observed and documented by Cannabis Benchmarks® over the past 18 months can contribute to understanding impending market dynamics and price trends in California.
As California implements a legal, regulated system, a percentage of the state’s massive gray
and black market production will be redirected to the legal market as existing operators come
into compliance. Additionally, newly licensed grow sites and facilities of all types will come
online during the first few years after legalization, expanding the already voluminous production
taking place in California. Consequently, it seems inevitable that the supply of legal cannabis
will increase and prices will ultimately decline, as we have seen in the adult-use markets of
Washington and Colorado, perhaps exacerbated by the horizontal integration of the market from
the outset, as in the case of Washington.
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Prior to market maturation, however, it is likely that prices will increase in the near term. The
mandate to employ a distributor for testing, as well as labeling and ultimate transportation to
retailers, combined with stringent environmental and water regulations unique to the Golden
State, will drive up costs for cultivators and prop up wholesale prices. State and local taxes,
licensing fees, insurance, formal payroll, and other customary business expenses - which
California operators have largely avoided to this point - will further increase operational costs.
As in Oregon, the increased costs to cultivators, and the potential for bottlenecks for testing and
distribution, may buoy prices in the face of plentiful supply.
In the turbulent and uncertain transition from an unregulated market to a licensed system with
extensive oversight, those buyers and sellers transacting business without validated price
assessments could unintentionally miss opportunities to maximize their operating margins.
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