
2/15/2018 https://www.sec.gov/Archives/edgar/data/1697834/000149315218002098/form10-q.htm

https://www.sec.gov/Archives/edgar/data/1697834/000149315218002098/form10-q.htm 18/26

 
 
ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.
 

Forward Looking Statements
 
This Interim Report on Form 10-Q contains, in addition to historical information, certain forward-looking statements within the
meaning of the Private Securities Litigation Reform Act of 1995 (“PLSRA”), Section 27A of the Securities Act of 1933, as amended
(the “Securities Act”), and section 21E of the Securities Exchange Act of 1934, as amended (the “Exchange Act”) regarding Stem
Holdings, Inc. (the “Company” or “Stem”, also referred to as “us”, “we” or “our”). Forward-looking statements give our current
expectations or forecasts of future events. You can identify these statements by the fact that they do not relate strictly to historical or
current facts. Forward-looking statements involve risks and uncertainties. Forward-looking statements include statements regarding,
among other things, (a) our projected sales, profitability, and cash flows, (b) our growth strategies, (c) anticipated trends in our
industries, (d) our future financing plans and (e) our anticipated needs for working capital. They are generally identifiable by use of the
words “may,” “will,” “should,” “anticipate,” “estimate,” “plans,” “potential,” “projects,” “continuing,” “ongoing,” “expects,”
“management believes,” “we believe,” “we intend” or the negative of these words or other variations on these words or comparable
terminology. These statements may be found under “Management’s Discussion and Analysis of Financial Condition and Results of
Operations” and “Description of Business,” as well as in this Form 10-Q generally. In particular, these include statements relating to
future actions, prospective products or product approvals, future performance or results of current and anticipated products, sales
efforts, expenses, the outcome of contingencies such as legal proceedings, and financial results.
 
Any or all of our forward-looking statements in this report may turn out to be inaccurate. They can be affected by inaccurate
assumptions we might make or by known or unknown risks or uncertainties. Consequently, no forward-looking statement can be
guaranteed. Actual future results may vary materially as a result of various factors, including, without limitation, the risks outlined
under “Risk Factors” detailed in the Company’s Form 10 registration statement and matters described in this Form 10-Q generally. In
light of these risks and uncertainties, there can be no assurance that the forward-looking statements contained in this filing will in fact
occur. You should not place undue reliance on these forward-looking statements. The forward-looking statements speak only as of the
date on which they are made, and, except to the extent required by federal securities laws, we undertake no obligation to publicly
update any forward-looking statements, whether as the result of new information, future events, or otherwise. We intend that all
forward-looking statements be subject to the safe harbor provisions of the PSLRA.
 
For the year ended September 30, 2017, the financial statements have been prepared by management in accordance with the standards
of the Public Company Accounting Oversight Board (United States). For the three months ended December 31, 2017, the unaudited
interim financial statements have been prepared by management in accordance with the condensing rules of the United States
Securities and Exchange Commission.
 
OVERVIEW
 
Stem Holdings, Inc. (the “Company” or “Stem”) is a Nevada corporation incorporated on June 7, 2016. The Company was formed to
purchase, improve, and lease properties and finance assets which are operated by third parties and are used for the cultivation and retail
sale of marijuana. During the year ended September 30, 2017, the Company was an early stage company which was only engaged in
initial capital formation, initial property purchases, leasing activities and general and administrative activities related to the formation
and early operation of the company. Given that the Company was only formed on June 7, 2016, the comparative results for the prior
year are not relevant.
 

15



2/15/2018 https://www.sec.gov/Archives/edgar/data/1697834/000149315218002098/form10-q.htm

https://www.sec.gov/Archives/edgar/data/1697834/000149315218002098/form10-q.htm 19/26

 
Summary of Results
 

  
Three Months Ended 

 December 31, 2017   
Three Months Ended 

 December 31, 2016  
       
Revenues  $ 309,829  $ 0.00 
Net (loss)  $ (687,843)  $ (546,933)
Basic and diluted earnings (loss) per share  $ (0.10)  $ (0.11)
 
Comparison of the results of operations for the three months ended December 31, 2017 compared to the three months ended
December 31, 2016
 
Because we were in the early stages of development in 2016, our operations were concentrated in startup and raising funds to
commence operations and we had not yet received any revenues, there is not a meaningful comparison between the periods.
 
The Company had revenues during the three months ended December 31, 2017 of $309,829 compared with $0.00 for the comparable
period of 2016, which primarily comprised straight lining the rent we expect from our four leases. Under US GAAP, our rental income
from the properties is earned on a straight-line basis over the entire expected life of the rent agreement, including the free rent period
we have provided until each lessor ends its cannabis growing season. As of December 31, 2017, only the Willamette Property lessor
had begun cash payments under the lease. We expect the remaining three lessors to commence cash payments under their three leases
in May 2018.
 
In the three months ended December 31, 2017, we incurred consulting costs of $55,450 compared to $6,250 in the comparable period
of the prior year. We expended those fees as we have yet to build up a significant employee base and currently outsource certain tasks
to consultants. We expect in the upcoming year to increase our consulting fees as we continue to grow, even though we do expect to
increase staffing, as we do not expect that growth will be commensurate with our growth from operations in the near term.
 
In the three months ended December 31, 2017, we incurred professional fees of approximately $140,598 compared to $0.00 in the
comparable period of the prior year. Those fees are primarily for legal, accounting and related services relating to our being a public
company in both the United States and Canada. We expect as we grow our operations these costs will continue to grow.
 
In three months ended December 31, 2017, we incurred general and administrative costs of approximately $432,000 compared to
$72,718 in the comparable period of the prior year. Those costs include payroll, depreciation and amortization, insurance, rent expense
and other general costs. We expect that these costs will increase as we increase our operations.
 
In the three months ended December 31, 2017, we incurred stock-based compensation of approximately $360,000 compared to
approximately 468,000 in the comparable period of the prior year, primarily the result of grants of stock and options to officers,
directors and consultants. We expect that we will continue to use equity in the form of our common stock and options or warrants to
compensate our employees and to reduce the cash compensation we will need to outlay to consultants in the upcoming year as we
continue to grow our operations and devote our cash resources to acquiring new and improving our existing properties.
 
Properties
 
In September 2016, the Company entered into a 10-year lease with respect to certain property located in Springfield, OR (the “42nd
Street Property”) with the landlord that commenced in November 2016. The lease requires the Company to pay a base rental fee of
$7,033 plus an additional estimated $315 per month in real estate taxes in which the base rental fee escalates each year by
approximately 2%. All taxes (including reconciling real estate taxes), maintenance and utilities are included at the end of each year as a
one-time payment. In addition, the Company also remitted $14,000 for a security deposit to the landlord. The Company has subleased
this space effective July 1, 2017. The 42nd Street Property is a 16,000-sq. ft. indoor cannabis growing facility.
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On November 1, 2016, the Company acquired certain property located in Eugene, OR (the “Willamette Property”) for a total cash
purchase price plus closing costs of approximately $918,000. The Willamette Property is an operating cannabis dispensary.
 
On February 6, 2017, the Company acquired certain real property located at 7827 SE Powell Blvd, Portland, OR 97206 (the “Powell
Property”) for a total purchase price plus closing costs of approximately $656,498. As part of the consideration for closing on the
property, the Company issued a short term note payable to the seller in the Amount of approximately $304,000. The Powell Property is
a cannabis dispensary.
 
The note is non-interest bearing requires four monthly payments of $75,000 plus a final payment for the remaining amount due
immediately thereafter plus fees. Due to the short-term nature of the note, the Company has not imputed any interest as it would be
immaterial to the results for the period. The Company and note holder have come to an agreement subsequent to September 30, 2017 to
reduce by $75,000 the balance due under the note, due to the Seller breaching certain sections of the Purchase and Sale Agreement
dated November 15, 2016. As of December 31, 2017, the balance owed on the note was approximately $4,000.
 
On April 15, 2017, the Company entered into a “Contract for Sale” for a Farm Property in Mulino OR (the “Mulino Property”),
pursuant to which the seller will sell the premises to the Company upon the completion of the Company’s due diligence investigations
and completion of the closing conditions precedent to each party’s obligations under the Contract for Sale. The purchase price is
$1,700,000 which will be reduced by a rental credit of approximately $135,000, which is equivalent to nine months’ rent at $15,000 a
month. In addition, the Seller has granted the Company a credit to be reflected upon closing in the amount $9,500 for improvements to
the property made by the Company. The Company expects that the closing of the property purchase will take place in January 2018. In
connection with the purchase of the property, the Company will make a cash payment in the amount of $362,254 and will issue a
promissory note in the amount of $1,200,000 with a maturity of January 2020. The Company will pay monthly installments of
principal and interest (at a rate of 2% per annum) in the amount of $13,500, commencing in July 2018 through the maturity date
(January 2020), at which time the entire unpaid principal balance and any remaining accrued interest shall be due and payable in full.
In April 2017, in order for the Company to make use of the premises pending closing of the purchase of the property, the Company
agreed to lease the premises from the seller for a term commencing April 5, 2017 and expiring on the earlier of: (i) the termination of
the Contract for Sale by either party thereto in accordance with its terms; and (ii) October 5, 2017. The lease requires the Company to
pay a base rental fee of $15,000 for the first nine months with no lease deposit required. All taxes accruing during the lease term
(including real estate taxes and personal property taxes) are the responsibility of the Company. In October 2017, both parties agreed to
extend the lease through January 2018. The Company closed on the purchase of the property in January 2018.
 
In addition, in the event that the Company deploys more than $10 million in investment in real estate assets, the Company is required
to acquire certain real estate properties from certain of the Company’s shareholders and their affiliated entities. Each of these properties
will be leased on a double net basis to qualified tenants. The Company will not be involved in the operation of these properties or in the
growing or sale of cannabis.
 
The leases noted above all contain provisions in which the 10-year timetable for rent payments the individual renters incur under the
leases do not begin until such time as the first cannabis growing season for the renters is completed. For the Willamette Property, that
period ended at the end of July 2017, and rent payments commenced in August 2017. For the other three properties, the Company
currently estimates that the growing season will end at the end of April 2018 and rent payments will commence in May 2018.
 
LIQUIDITY AND FINANCIAL CONDITION
 
Liquidity and Capital Resources
 
The Company had cash of $2,179,017 as of December 31, 2017. Our primary uses of cash have been for salaries, fees paid to third
parties for professional services, property operating expenses, general and administrative expenses, and the acquisition and
development of rental properties. All funds received have been expended in the furtherance of growing the business. We have received
funds from financing activities such as from the sale of our common stock. The following trends are reasonably likely to result in
changes in our liquidity over the near to long term:
 
 ● An increase in working capital requirements to finance our current business,
 ● Acquisition and buildout of rental properties;
 ● Addition of administrative and sales personnel as the business grows and
 ● The cost of being a public company.
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Subsequent to December 31, 2017, we have raised an additional approximately $1,525,980 in our private placements. Our efforts to
raise additional capital are ongoing.
 
We currently have committed that we would need to spend approximately $2.7 million on capital expenditures for the expansion and
buildout of our Powell and Springfield properties, and in addition, approximately $1.525 million to purchase the Mulino Property.
These capital expenditures are contingent upon several factors including the Company obtaining financing for the development of the
properties and the construction of the tenant improvements in such amount and on such terms and provisions as are acceptable to the
Company.
 
We have used our available funds to fund our operating expenses, pay our obligations, acquire and develop rental properties, and grow
our company. We need to raise significant additional capital or debt financing to acquire new properties, to develop existing properties,
and to assure we have sufficient working capital for our ongoing operations and debt obligations. There is no guarantee that such
funding will be available to the Company at a viable cost, if at all.
 
CRITICAL ACCOUNTING POLICIES
 
Revenue Recognition
 
The Company recognizes rental revenue from tenants, including rental abatements, lease incentives and contractual fixed increases
attributable to operating leases, on a straight-line basis over the term of the related leases when collectability is reasonably assured.
 
The Company makes estimates of the collectability of its tenant receivables related to base rents, straight-line rent and other revenues.
In the current fiscal year, the Company began significant rental operations. The Company expects its analysis of any accounts
receivable and evaluates the adequacy of the allowance for doubtful accounts, it considers such things as historical bad debts, tenant
creditworthiness, current economic trends, facility operating performance, lease structure, developments relevant to a tenant’s business,
and changes in tenants’ payment patterns. Specifically, for straight-line rent receivables, the Company’s assessment includes an
estimation of a tenant’s ability to fulfill its rental obligations over the remaining lease term.
 
Use of estimates
 
The preparation of our financial statements requires management to make judgments, estimates and assumptions that affect the
application of accounting policies and the reported amounts of assets, liabilities, income and expenses. Estimates and judgments used
are based on management’s experience and the assumptions used are believed to be reasonable given the circumstances that exist at the
time the financial statements are prepared. Actual results may differ from these estimates.
 
Capitalization of Project Costs
 
The Company’s policy is to capitalize all costs that are directly identifiable with a specific property, would be capitalized if the
Company had already acquired the property, and when the property, or an option to acquire the property, is being actively sought after,
and either funds are available or will likely become available. All amounts shown capitalized prior to acquisition of a property are
included under the caption of Project Costs in the balance sheet.
 
Emerging Growth Company
 
The Company has elected to be an emerging growth company as defined under the Jumpstart Our Business Startups Act of 2012 (“Jobs
Act”). Included with this election, the Company has also elected to use the provisions within the Jobs Act that allow companies that go
public to continue to use the private company adoption date rules for new accounting policies. Should the Company obtain revenues in
excess of $1 billion on an annual basis, have its non-affiliated market capitalization increase to over $700 million as of the last day of
its second quarter, or raise in excess of $1 billion in public offerings of its equity or instruments directly convertible into its equity, it
will forfeit its status under the Jobs Act as an emerging growth company.
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CONTRACTUAL OBLIGATIONS AND COMMITMENTS
 
In July 2016, the Company entered into a 10-year lease for a commercial building from an unrelated third party in Springfield, Oregon.
At the time, the original lease was entered into, the Company had expected to close on significant subscriptions from its private
placement. However, when those did not immediately materialize, the Company entered into an agreement with the landlord to cancel
the lease and in addition, paid the landlord $15,000 not to rent out the property until such time the Company could enter into a new
lease. In September 2016, the Company entered into a new 10-year lease with the landlord that commenced in November 2016. The
lease requires the Company to pay a base rental fee of $7,033 plus an additional estimated $315 per month in real estate taxes in which
the base rental fee escalates each year by approximately 2%. All taxes (including reconciling real estate taxes), maintenance and
utilities are included at the end of each year as a one-time payment. In addition, the Company also remitted $14,000 for a security
deposit to the landlord.
 
In August 2016, the Company and certain shareholders of the Company entered into a “Multi Party” Agreement, in which the
Company became obligated to lease or acquire three separate real estate assets, and separately, if certain events occur (see below),
additional real estate assets held by entities related to those shareholders. In September 2016, the Company entered into the lease as
more fully described above, and in November 2016, acquired a property after the shareholder that owned the purchase agreement
transferred that purchase agreement to the Company, in accordance with the Multi Party agreement.
 
On April 15, 2017, the Company entered into a “Contract for Sale” for a Farm Property in Mulino OR (the “Mulino Property”),
pursuant to which the seller will sell the premises to the Company upon the completion of the Company’s due diligence investigations
and completion of the closing conditions precedent to each party’s obligations under the Contract for Sale. The purchase price is
$1,700,000 which will be reduced by a rental credit of approximately $135,000, which is equivalent to nine months’ rent at $15,000 a
month. In addition, the Seller has granted the Company a credit to be reflected upon closing in the amount $9,500 for improvements
made by the Company to the property. The Company expects that the closing of the property purchase will take place in January 2018.
In connection with the purchase of the property, the Company will make a cash payment in the amount of $362,254 and will issue a
promissory note in the amount of $1,200,000 with a maturity of January 2020. The Company will pay monthly installments of
principal and interest (at a rate of 2% per annum) in the amount of $13,500, commencing in July 2018 through the maturity date
(January 2020), at which time the entire unpaid principal balance and any remaining accrued interest shall be due and payable in full.
In April 2017, in order for the Company to make use of the premises pending closing of the purchase of the property, the Company
agreed to lease the premises from the seller for a term commencing April 5, 2017 and expiring on the earlier of: (i) the termination of
the Contract for Sale by either party thereto in accordance with its terms; and (ii) October 5, 2017. The lease requires the Company to
pay a base rental fee of $15,000 for the first nine months with no lease deposit required. All taxes accruing during the lease term
(including real estate taxes and personal property taxes) are the responsibility of the Company. In October 2017, both parties agreed to
extend the lease through January 2018.
 
In addition, in the event that the Company deploys more than $10 million in investment in real estate assets, the Company is required
to acquire certain real estate properties from certain of the Company’s shareholders and their affiliated entities.
 
Should the Company obtain in excess of $10,000,000 through a combination of its private placements and its merger with Patch
Holdings, Inc. (see Note 5), it is required to purchase certain real estate properties owned by entities affiliated with certain of its
shareholders.
 
In addition, certain shareholders of the Company have begun organizing entities that will operate directly in the cannabis industry, and
the Company intends to offer leases of its properties to these entities in the near future. The Multi Party Agreement also requires that in
the event that the US Government amends Title 21 of the United States Code, otherwise known as the Controlled Substances Act, to
remove cannabis as a Schedule I drug, and the Company raises more than $10 million in equity and merger funding, the Company is
required to enter into agreements to acquire those related entities and issue such equity that the shareholders of the related entities
obtain 75% of the then issued and outstanding equity of the Company, regardless of the profitability or financial condition of the
related entities at the time of their acquisition.
 
In February 2017, the Company entered into a 1-year lease for the occupancy of the Company’s corporate office located in Boca Raton,
Florida. The lease requires the Company to pay a base rental fee of $785.00 per month. All taxes, maintenance and utilities are
included. In addition, the Company also remitted $785 for a security deposit to the landlord.
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In February 2017, the Company entered into an advisory agreement with an unrelated third party with a term of 12 months. As part of
that agreement, the third party agreed to provide assistance for the Company with respect to eligibility for becoming quoted on the
OTCQB/OTCQX and advising and assisting the Company in complying with its ongoing OTCQB/OTCQX disclosure obligation under
current federal and state securities laws. These services to the Company are exchanged for a $10,000 upfront payment, and $5,000
payment upon the acceptance on OTCQB/OTCQX.
 
OFF-BALANCE SHEET ARRANGEMENTS
 
The Company does not have any off-balance sheet arrangements.
 
ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
 
Not applicable.
 
ITEM 4. CONTROLS AND PROCEDURES
 
(a)       Evaluation of Disclosure Controls and Procedures
 
Our Chief Executive Officer and Chief Financial Officer, after evaluating the effectiveness of our disclosure controls and procedures
(as defined in Securities Exchange Act Rule 13a-15(e)) as of the end of the quarterly period covered by this report, have concluded that
our disclosure controls and procedures are not effective to reasonably ensure that material information required to be disclosed by us in
the reports that we file or submit under the Exchange Act is recorded, processed, summarized and reported within the time periods
specified by the Securities and Exchange Commission’s Rules and forms and that such information is accumulated and communicated
to our management, including our Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions
regarding required disclosure. The principal basis for this conclusion is the lack of segregation of duties within our financial function
and the lack of an operating Audit Committee.
 
(b)       Changes in Internal Control over Financial Reporting
 
There have not been any changes in the Company’s internal control over financial reporting (as such term is defined in Rules 13a-15(f)
under the Exchange Act) during the fiscal period to which this report relates that have materially affected, or are reasonably likely to
materially affect, the Company’s internal control over financial reporting.
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