Intangible Assets in the Cannabis Industry – Measuring the
Success of Acquisitions
By Noam Hirschberger, CFA, CVA, Principal, Co-Lead of Cannabis Practice
In the last year, a lot of attention has been given to the amount of goodwill on cannabis companies’
balance sheets. Several articles argue that that many multi-state operators (MSO’s) have grossly overpaid
for their acquisitions and warn investors that write-downs are inevitable. Given that some high profile
MSO’s have recently announced large impairment charges and the fact that a significant amount of
intangible assets still remain on many of their balance sheets, it is easy to understand why analysts have
honed in on the issue. This article will provide investors with tools to understand accounting for intangible
assets and how they can provide useful insight about a company’s acquisition strategy. We will also
provide tools for CFOs of cannabis companies that can facilitate the process for purchase price allocations
and testing for goodwill impairment.
The following table illustrates the growth in intangible assets as a percentage of total assets over the last
couple of years for publicly-traded cannabis companies:

Intangible Assets as a Percentage of Total Assets

Data Source: FactSet

As the table illustrates, few companies had significant intangible assets on their balance sheets two years
ago. However, with increased mergers and acquisitions activity, intangible assets ‒ including goodwill for
U.S. companies ‒ has ballooned from a median of 0% of total assets two years ago to 54% of total assets
in the first quarter of 2020. Canadian companies exhibit a similar phenomenon, although to a lesser extent,
having grown from 0.97% of total assets two years ago to approximately 18% in the first quarter of 2020. It
is clear that the fate of many cannabis companies, the U.S. ones in particular, is tied to the success of their
acquisition strategies.
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What Is Goodwill?
Let’s discuss what goodwill is and how it gets recorded on a company’s balance sheet. When a company
is acquired, accounting rules compel the acquirer to allocate the amount paid to the assets acquired and
liabilities assumed at the acquisition date. So for example, say Company A acquires Company B for $100
million. Company A must analyze the transaction and disclose in its financial statements what it received
(assumed) for the purchase price, and allocate a value to each type of asset and liability. In the cannabis
industry, assets acquired typically consist of inventory, fixed assets, and identifiable intangible assets such
as licenses, brands, and agreements to manage dispensaries and/or cultivation sites. So say Company A
allocates $70 million to these net assets, this leaves a $30 million residual which is allocated to goodwill.
Goodwill is often a misunderstood concept. Some mistakenly assume that if a company allocates a
significant portion of the purchase price to goodwill, it indicates that the acquirer overpaid. It’s more
complicated than that. The intent of goodwill is to capture the value of acquired assets that are hard
to quantify. Examples of such assets include the value of future customers or management agreements
(as opposed to customers and management agreements in place at the time of the deal, which can be
valued), the expertise of the management team, the workforce in place, buyer-specific synergies,
technology the company has yet to develop, and many other assets, depending on the nature of the
target’s business. When a significant portion of the deal is allocated to goodwill, the acquisition strategy
becomes murky – not that it necessarily means the acquirer overpaid – but analysts should try and get a
better understanding of the motivation for the deal and the types of acquired assets that are captured in
goodwill.
It’s worth noting here that the presence of significant intangible assets is not unique to the cannabis
industry. Intangible assets play an increasingly important role in our modern economy. We no longer live in
a world where a company needs to own a factory or expensive equipment to generate significant cash
flow. Nike doesn’t make shoes; it is a branding company. Marriot doesn’t own many hotels; it owns
management contracts. In fact, many cannabis companies employ a similar strategy to Marriot in that they
do not own a lot of physical real estate, preferring to manage dispensaries rather than outright own them.
But it is critical to understand that companies won’t report intangible assets on their balance sheets unless
they are obtained through acquisitions. Make no mistake though, whether companies report intangible
assets or not, the vast majority of the value in this industry is in intangible assets more so than tangible
assets.
Assessing Whether Cannabis Companies Are Overpaying for Acquisition Targets
Given the nebulous nature of intangible assets, it can be difficult to ascertain whether buyers are
overpaying or are actually getting valuable assets which position the combined company for future growth.
Unfortunately, there are several obstacles to answering this question. We list some of them below and
provide our thoughts on each:
•

Goodwill is buried in the consolidated results. Goodwill is tested on an annual basis or when
there’s a triggering event. In order to test goodwill, a company will value the entity in its corporate
structure where the goodwill is presented. If a company reports the details of its financial
performance on an unconsolidated basis, in other words breaking out the results of its various
subsidiaries, then the user of the financial statements has some visibility into the performance of
the target and investors can judge whether an acquisition has been successful. But many
companies present their financial statements on a consolidated basis, summing up the results of
each subsidiary into one financial statement, making the performance of the acquisition strategy
less transparent.

Management has the choice of testing for goodwill impairment at the consolidated level or at the reporting
unit level (or cash flow generating unit for IFRS). It’s worth noting that many public companies that test at
the consolidated level will test goodwill for impairment based on a comparison of their stock price versus
the book value of equity. To the extent that companies are trading below book value, it could suggest that
a potential goodwill impairment may exist.
Exhibit A presents a list of companies in the industry, their respective goodwill balances and price to book
value of equity multiples.
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Exhibit A – Price to Book Multiples in the Cannabis Industry
As of June 30, 2020
Ticker

Company

ITHUF

iAnthus Capital Holdings, Inc.

GGB-CA

Green Growth Brands, Inc.

ACRGF

MedMen Enterprises, Inc.
Class B
VIVO Cannabis Inc.
Green Organic Dutchman
Holdings Ltd.
Acreage Holdings, Inc.

TLLTF

TILT Holdings, Inc.

ACB-CA

Aurora Cannabis Inc.

WMD-CA

MMNFF
VIVO-CA
TGOD-CA

Goodwill
(USD in
millions)
440.36

Price
to Book
0.06

58.42

0.18

61.32

0.19

32.20

0.35

6.06

0.45

28.87

0.47

138.35

0.47

1,697.07

0.50

WeedMD, Inc.

11.33

0.69

XLY-CA

Auxly Cannabis Group Inc.

20.09

0.76

J-CA

Lotus Ventures Inc

-

0.82

YCBD

cbdMD, Inc.

54.67

0.84

FFNTF

4Front Ventures Corp.

188.94

0.85

APHA-CA

498.92

0.86

110.50

1.06

RTI-CA

Aphria Inc
Harvest Health & Recreation,
Inc.
Radient Technologies Inc

-

1.13

HUGE-CA

FSD Pharma Inc. Class B

-

1.16

AYRSF

AYR Strategies Inc

84.84

1.17

LHSIF

Liberty Health Sciences Inc

BIOIF

Biome Grow, Inc.

OGI-CA

OrganiGram Holdings Inc

CRON-CA

HRVSF

-

1.17

3.37

1.18

-

1.19

Cronos Group Inc

214.69

1.27

FLWR-CA

Flowr Corporation

37.74

1.42

NDVA-CA

Indiva Ltd.

-

1.43

WEED-CA

Canopy Growth Corporation

1,373.15

1.64

CCHWF

Columbia Care, Inc.

-

2.28

VLNS-CA

Valens GroWorks Corp.

2.98

2.37

GTBIF

Green Thumb Industries Inc.

372.22

2.45

N-CA

Namaste Technologies, Inc.

0.50

2.62

CVSI

CV Sciences, Inc.

2.79

2.65

CRLBF

Cresco Labs, Inc.

458.04

3.05

BBT-CA

-

3.33

-

3.84

LDVTF

Benchmark Botanics, Inc.
Charlotte's Web Holdings,
Inc.
Curaleaf Holdings, Inc.

181.47

4.36

TCNNF

Trulieve Cannabis Corp.

7.32

4.61

PLNHF

Planet 13 Holdings, Inc.

TRSSF

TerrAscend Corp.

CANB-CA

CanadaBis Capital, Inc.

CWBHF

-

6.00

79.78

6.06

-

8.61

Data Source: FactSet
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As Exhibit A illustrates, there are a significant number of companies with goodwill on their balance sheets
that are trading below their book value. When a company’s market capitalization is less than its book value
of equity, it suggests that the market does not believe that the value of its assets are recoverable. Exhibit A
indicates that potential goodwill impairments are on the horizon.
•

Complicated deal terms. Many of the deals in the cannabis industry were paid for with earn-outs,
the acquirer’s stock and/or exotic derivatives. The value of earn-outs and derivatives are
subjective, but accounting rules require the acquirer to estimate their value and include it as part of
the purchase consideration. To the extent that the earn-out is overvalued, the amount of goodwill
is overvalued as well. So when a company recognizes that its goodwill is impaired, this may be
because the earn-out or other component of the purchase consideration was overvalued when the
original purchase price allocation was performed. It may reflect that the acquirer used its stock as
currency to get the deal done in frothy times.

It is generally not a good sign when a company impairs its goodwill, but the extent that the original
purchase consideration consisted of non-cash assets could be a mitigating factor. Aurora Cannabis Inc.,
for example, recognized approximately $1 billion of asset impairments in February 2020, but it paid for
these assets in its own stock during better times. Several months later, the company’s stock was trading
not too far below its price when it announced the asset impairments.
The lesson here is that understanding the original deal terms can provide valuable insight when analyzing
the impact of a goodwill impairment. Investors can sigh in relief knowing that a deal that went South was
paid for in inflated stock or an earn-out, rather than in cash.
Subjective nature of testing for impairment of intangible assets in the cannabis industry. Even if
cannabis companies practice good faith in determining whether its goodwill is impaired, the fact is that
testing goodwill is a very challenging exercise, even for management of the company armed with all the
information it has on its operations. Management has to address the following challenges:
•

Assessing the impact of COVID -19 ‒ Testing goodwill impairment is a forward- looking
exercise, and COVID-19 has introduced significant uncertainties. One article highlights the
lopsided effects COVID is having on the industry, which has been a boon for some dispensaries,
but has decimated operations for others. It will be difficult for management to predict how COVID19 will play out and the extent to which it will affect a company’s outlook.

•

Lack of comparability of public comps – Companies that choose to test for impairment at the
subsidiary level must perform a valuation of that subsidiary, and part of that process incorporates
the use of comparable public companies. In a highly regulated industry where it is illegal to transfer
cannabis across state lines, it is difficult to make a comparison between two companies operating
in different states. That’s because certain states have more advantageous environments for
cannabis companies than others.

For example, does the local government plan on issuing more licenses, which would dilute the value of the
currently-issued licenses? Are the local authorities cracking down on the illicit market, thereby enabling the
legal operators to compete? Is their momentum in the state toward legalization of adult-use, i.e.
recreational cannabis? And yet, most available publicly-traded cannabis companies operate in numerous
states, and the granularity of testing for impairment for an operation in just one state is not readily
available.
Needless to say, it can be a significant challenge for a company to infer the value of a subsidiary that
operates in one state based on the multiples of companies that operate in numerous states.
•

License transactions are difficult to obtain ‒ Licenses are the most common acquired
intangible asset in the cannabis industry and are often deemed the most important asset. It is
difficult to determine whether a license is an impaired asset. Publicly available data on
transactions of cannabis licenses is scarce, and when the data is found, it may not be comparable.
The transactions may occur in a different state from the subject license and, therefore, its
comparability may be suspect.
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•

Estimating the discount rate – It is always a challenge to estimate the discount rate for a private
company or a reporting unit of a public company, but the cannabis industry has some unique
aspects to it that make it a particularly tough exercise. Most companies in the industry are less
than five years old, which reflects the momentum toward legalization in the last few years. But how
many start-up industries have 28 million consumers that acknowledge using its product at least on
a monthly basis? And that’s just in the U.S. alone.

Not to say there’s not a lot of risk in this industry. Cannabis companies face a patchwork of various state
regulatory environments, with onerous requirements, and draconian tax rules. And, oh yeah, cannabis is
still illegal from a federal perspective! So there’s that. All these factors make it difficult to distinguish
whether the industry should be thought of as in its start-up phase with start-up type risk, or as a more
mature industry with significant regulatory hurdles.
Calibration
Accounting departments at cannabis companies must deal with these obstacles, but the hurdles are not
unsurmountable. There are valuation techniques that have been developed to address similar challenges.
One important development in recent years is the concept of calibration, which is discussed at length in the
recently issued AICPA guide entitled Valuation of Portfolio Company Investments of Venture Capital and
Private Equity Funds and Other Investment Companies. While the guide discusses the concept for
valuation of portfolio companies, it can certainly be used to test goodwill impairment. The idea behind
calibration is to analyze the valuation model at the inception of the investment. Then, when measuring the
company’s value at a later date, the valuation analyst calibrates the model’s assumptions based on the
company’s performance and changes in the capital markets between the investment’s inception date and
the goodwill impairment measurement date.
An analyst performing a goodwill impairment test should obtain the purchase price allocation report used
when it was acquired. The valuation analyst can calibrate the assumptions used in the purchase price
allocation analysis to derive conclusions about the company’s value at the goodwill impairment testing
date. For example, the discount rate used in the goodwill impairment test can be derived by reviewing the
expected internal rate of return (IRR) and discount rate calculated in the purchase price allocation analysis.
To the extent that the company has missed its original projections, this might suggest a higher discount
rate than when the company was originally acquired. This is just one example, but a wealth of knowledge
can be achieved from gaining an understanding of the thought process and valuation assumptions at the
company’s acquisition.
Conclusion
Armed with the information in this article about the goodwill impairment testing process, a reader or
preparer of a financial statements is in a better position to assess the success of acquisition strategies. For
accounting departments at cannabis companies, this article may provide some useful considerations such
as the calibration concept to consider when measuring for impairment.
For those in the investment community, this article provides some clues that may be useful in analyzing a
company’s acquisition record. Companies that are less transparent than others in their financial reporting
may be obfuscating the performance of their acquisitions, which could be a red flag. This somewhat new
industry has already seen its share of goodwill impairments. Given the high number of companies with
price to book multiples less than one, it’s clear that investors are wary about a lot of operators in the
industry.
On the other hand, many of our clients have told us that the disappointing performance of public cannabis
stocks in 2019 is a poor barometer for the state of the larger cannabis market, which includes many nonpublic companies. We have witnessed acquisitions of companies in highly protected, limited license states
like Connecticut and Arizona that are knocking it out of the park. So it’s important to be cautious about
making sweeping generalizations. Clearly, there will be duds in this industry, but assuming the whole
industry is homogenous can lead to missed opportunities in an industry experiencing hyper growth.
Contact Us
If you have questions related to goodwill in the cannabis industry, we are here to help. Contact Noam
Hirschberger at 646.449.6363 or nhirschberger@pkfod.com or Jeff Gittler at 551.249.1833 or
jgittler@pkfod.com.
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