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Investment Highlights

1) Sonoma reported positive financial results for its fiscal Q2/19
quarter ending September, including overall revenue growth of 14%
year-over-year, the second straight quarter of bounce-back financial
results for the Company following a disappointing year-end 2018
(ending March) report. Revenue growth in the quarter was led by a
12% increase in product revenues, including an 18% increase in
international sales and a 7% increase in US revenues. In the US,
revenues were led by higher sales of animal health products, partially
offset by lower revenues of dermatology and acute care products,
although prescriptions filled by dermatology product lines increased in
Q2/19 as the Company reduced its inventory overhang, pointing to
revenue growth in this area in the future. Overseas, Sonoma posted
growth in Latin America, led by a new distributor and its product
approvals in Brazil, and to a lesser extent growth in Europe and India,
offset by declines in the Middle East, Asia and New Zealand. Higher
sales in the US and Brazil, particularly for higher-margin dermatology
products, helped boost overall gross margins to 49% in the quarter for
the Company, up from 43% one year ago. Operating expenses (minus
non-cash items) came in at $4.5 million for Sonoma in the quarter,
about 5% above last year’s level, due to higher marketing and legal
costs, and net loss improved to $2.7 million, down from $2.9 million
in the same period last year. Results for the third quarter were also
aided by Sonoma’s new patient-friendly home delivery mail order
program in the US, first initiated in Q1/19. The mail-order program
now makes up about 42% of the company’s dermatology prescription
shipments during the third quarter, and has helped reduce the
Company’s excess inventory units from 7,900 at the start of the year to
3,700 at the end of the recent quarter. Operating cash burn for Sonoma
was approximately $6 million for the first six months of fiscal 2019,
including certain receivables and international inventory items which
have since been collected after the quarter end, and at the end of the
September quarter the Company had $4 million in cash on hand, an

Current Price $0.78

Price Target $7.00

Estimates F2017A F2018A F2019E
Revenue($000s) $12,825 $16,658 $19,938 E
1Q June 2,638 3,835 4,369 A
2Q September 4,108 4,325 4,939 A
3Q December 3,361 4,843 5,210 E
4Q March 4,029 3,655 5,420 E
]
EPS $2.20 ($3.16) ($1.21) E
1Q June (0.61) (0.82) (0.55) A
2Q September (0.46) (0.67) (0.44) A
3Q December 3.84 (0.73) (0.21) E
4Q March (0.58) (0.93) (0.20) E
P/E (x) N/A N/A N/A
I
EBITDA/Share ($2.38) ($2.47) ($0.90)
EV/EBITDA (x) N/A N/A N/A
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amount bolstered from proceeds from an approximate $5.5 million equity placement completed just recently.

2) Going forward, we anticipate that operating results for the
remainder of fiscal 2019 ending in March 2019 (including Q3/19 and
Q4/19) will follow in the positive vein of the first two quarters of this
fiscal year. Two key product launches are expected to boost results for
@ the remainder of Sonoma’s fiscal year, including Gramacyn (shown to
the left), sold in both hydrogel and solution packages for the treatment of
acne and launched in November in Brazil by the Company’s marketing
partner NC Group/U.SK. In addition, Epicyn antimicrobial facial
cleanser is expected to be launched in January
2019 in the US (see product packaging photo
to the right). In November, Sonoma also
launched its Ceramax Skin Barrier Lotion in
the US market, a companion to the Company’s  gpjicyn-
current Ceramax Skin Barrier Cream product.
Ceramax is indicated for seborrhea, burning, itching and atopic dermatitis and o
employs the company’s proprietary Lipogrid Skin Enriching Technology. Related to Epicyn-
research and development, the Company presented results of a double blinded, ~=
placebo-controlled, randomized clinical trial using its HOCI-based solution on Acne Hoo —
Lesions as part of an acne management regimen in August at the 5th Annual Practical
Symposium Dermatology Conference in Colorado. The data from these studies
showed statistically significant reductions in both inflammatory and non-
inflammatory acne lesions, with no reports of irritation. For this fiscal year, then, we s
are forecasting that Sonoma will post revenues of $19.9 million, representing a nearly
20% increase year-over-year, with a net loss of $11.2 million or ($1.21) per share, an improvement over the
$14.3 million or ($3.16) per share loss reported in fiscal 2018. We estimate that Sonoma will show revenue
growth in 2019E from its each of major geographic territories, the US, Latin America and Europe/Rest of
World, and also that product gross margins will improve to 49% for 2019E from 45% in the year prior.

Conclusion/Stock Valuation

We are reiterating our BUY rating on Sonoma Pharmaceuticals and maintaining our 12-18 month price target of
$7. With a solid and recently bolstered balance sheet, a new dermatology-focused internal sales force, and a
versatile business development effort in both R&D and M&A, growth-oriented investors may find these shares
attractive. In addition, with a current valuation of under 0.5X estimated fiscal 2019E revenues and
approximately equal to current levels of cash on hand (pro forma following a recent equity offering), the
Company’s valuation metrics continue to be well below valuations given to a number of recent dermatology-
oriented specialty pharma buyouts, and thus value-oriented investors may also soon look with interest at SNOA
shares.
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Risk Factors

In addition to normal economic and market risk factors that impact most equities and the common risks
shared by Sonoma with other companies in the industry, we believe an investment in SNOA involves the
following risks:

e Reliance on key management — At present, SNOA relies on several key members of its management
team who either founded the Company or have been in key executive positions for an extended period of
time. Should one or more of these key executives leave the Company, SNOA could find it difficult to
replace their long-standing knowledge of operations and industry expertise.

e Reliance on partnerships — To date, SNOA has signed certain partnerships and agreements for its
pharmaceutical technologies and products. Thus, in the future certain factors related to product
commercialization and new product development may be determined by third parties and out of the
control of Company management.

e Limited stock liquidity — Trading volume in SNOA stock is comparatively light and these shares have
a relatively limited history of trading on major US stock exchanges compared with other healthcare
stocks. As such, news regarding SNOA, its target market, partners and/or competitors could lead to
significant volatility in the stock price.

e Competitive Markets — The Company competes in its target dermatological product market with a
number of companies, many of which are considerably larger than the Company. There can be no
assurance that the Company will be able to successfully compete and launch new products into these
competitive markets in the future.

e FDA and regulatory risks — SNOA is subject to regulatory review for its ongoing research and
development activities, principally the US Food and Drug Administration’s application processes. In
addition, the quality assurance and manufacture of the Company's pharmaceutical products are subject to
ongoing oversight and regulation, and any negative correspondence from the FDA or other regulatory
agencies could have an adverse effect on the ongoing operations of the Company.

e Lack of historic profitability - SNOA has not achieved operating profitability on an annual basis for
several years, and according to our forecasts may not be expected to do so in the near future. Although
the Company maintains adequate cash reserves at the present time, there can be no assurance the
Company will not need to raise additional working capital in the future should operating losses continue.

e Need to defend patents and other intellectual property — SNOA currently holds a number of US and
International patents on its products and related technologies, some of which expire in the near future.
The Company may be required to defend its patents in the US and overseas in the future, and there can
be no assurance these defenses will be successful.
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Sonoma Pharmacenuticals. Inc.
C i of Income

{In 000s, except per share dara)

FYE March 2012 2013 2014 2015 2016 2017 1018 2018 2018 4018 2018 1019 2019 30Q19E 4Q19E 2019E
March March March March March June September  December March March June September  December March March
Revenues
Product and product licensing fees $14,583 $12,723 512,995 $8.308 $11,957 $3.603 54144 $4.647 53260 515,663 $4.005 §4.633 $4.900 $3.100 $18.730
Service 869 943 830 1061 [ 868 232 181 196 386 995 274 304 310 320 1208
Total revenues 515452 $13.668 513,854 $9.369 §12.825 $3.835 84,325 §4.843 $3,635 516,638 84,369 54,939 $3.210 §3.420 519,938
Cost of revenues 51142
Product 3976 5,908 3840 1913 2308 2308 8,669 2313 2,400 9,587
Service 133 638 881 [ 160 169 167 679 199 200 813
Total cost of revenues 4.709 6.3566 6.721 2477 2473 9.348 2512 2.600 10.400
Gross Profit 10,743 7288 2,648 1,848 2,368 7310 2427 2610 9,538
Operating Expenses:
Research and development 1,981 2223 2887 1,333 1,376 382 368 349 476 1,375 390 400 400 1340
Selling, General and administrative 13200 11894 11,561 12414 17.066 1763 4337 3219 5605 19024 1689 4,300 4850 19272
Operating income (loss) " ey (3.374) (6.051)| (6.659) eyl 2974 (3,383 (2.857) (3.200) @749 4189 (2.652) (2.590) (2.480) (11274
Interest expense (1,107 (1,058)] @ el 1)) (10) {10y an {40y o) (10) (10} 39)
Other (income) expense, net (930)] 10.843 1,542 4555 17.983 115 3y M (99| 161 100 100 145
Income (loss) before tax (5.431) 3,734 (8.203 (10.162) 3,006 (3.508) (2.870) (3,187) 4.763)" (14.328) (2.820) (2,500) 2.390)" (11,168)
Tax benefit (Expense) (L062) 0 0 0 4268 0 0 Q [ 0 0 0 i 2
Net income (loss) (6.493) 3,734 (8.203) (10.162) 9274 (3.508) (2.870) (3,187) (4.763) (14.328) (2.820) (2,500) (2.390) (11,168)
Basic income per share (ean| ey 21 (429 (E309) 220 (08 (0§D (073 (en (8316 (05D (048 (80200 0 G020 (812D
Diluted income per share (o3| (em 21 (27| (Ea09) 220 (08 (06N (078 (08 (SAI6) G030 (048 (8020) G020 (512D
Basic shares outstanding 782 993 1376 1,931 3289 4224 4204 4313 4392 3134 43530 6,241 6,463 12,000 12,100 9202
Diluted shares outstanding 782 9935 1376 1,951 3289 4224 4204 4313 4302 3134 43530 6241 6,463 12,000 12,100 9202
Key ratios:
Product/Royalties revenue growth 343% 23.0%) -12.8%, 2.1%, -36.1% 43.9% 40.4% 6.7% 46.4% -14.0% 31.0% 13.7% 11.8% 4% 36.0% 19.6%|
Gross margin-products T2.5% 1% 64.6% 34.5% 20.7% 46.3% 46.9% 443% 303% 34.5% 44.7%)| 40.8% 30.1% 31.0% 32.0% 48.8%
R&Di/revenue 15.5% 144% 211% 11.1% 19.3% 12.3% 10.0% 8.3% 2% 13.0% 9.3% 8.0% 9% 1% T4% 1%
5. G & Alrevenues 103.6%, T7.0%| 846% 89.6% 166.0% 133.1% 124.2% 100.3% 107.8% 153 4% 119.6%, 112.9% 049% 92.1% 89.5% 96.7%|
Non-cash items $2.730 2172 52,600 52,024 $3.000 §2,500 $350 $590 $750 $1,100 52990 470 $700 $750 $800 52,990
Tax Rate N/A N/AJ N/A] N/A N/A N/AJ N/A N/A NiA NiA N/A N/A NiA N/A N/A N/AJ
Cash Flow/share (51.18) (30.73) (83.33) (52.40) (33.56) (51.30) (50.69) (30.33) (80.55) (50.71) (52.48) (50.48) (80.33) (80.15) (50.13) (50.90)
EBITDA/share (51.16) (51.18) (8328) (52.40) (83.56) (52.38) (50.66) (50.33) (80.55) (50.71) (5247) (50.46) (50.35) (50.14) (50.12) (50.90)
Balance Sheets
(50005) Quarterly Earnings Comparisons
Assets: 3/3118 9/30/18 June Sept December March Total
Cash and equivalents 310,066 54048 Revenues (in $000)
Accounts receivable, net 1,337 2971 2014 3372 4,089 3203 13,668
Inventories, net 2863 2933 2015 3302 3,264 3218 13,854
Prepaid expenses & other 1736 1696 2016 3,680 4,054 2483 9369
Total current 16254 11,668 2017 2638 4108 3,361 12,825
Property & equip., net L1368 935 2018 3833 4325 4843 16,658
Other assets 1816 L1743 2019E 4,369 4939 3210 19,938
TOTAL ASSETS $19.206 514,348
Earnings per Share
Liabilities. 2014 27
Accounts payable 51272 51362 2015 (425
Accrued expenses 1612 1,484 2016 ©77) (054) (0.96) (0.82) (3.09)
Long-term debt - cusrent portion 377 231 2017 (0.61) (0.46) kX2 (0.38) 220
Total current 3,261 3,077 2018 (082) (0.67) (0.73) (0.93) (3.18)
Long-term debt 176 87 2019E 0.55) (0.44) (021 (020) (12
Other long term 43 309
Total long-term habilities 619 486 Revenues by Segment
Stockholders’ equity 13.326 10.785 Revenues by Geography (FYE Mar) 2016 2017 2018 2019E
TOTALLIAB & EQ $19.206 §14.348 Product-related revenues March March March March
United States 4371 6,380 8372 9,400
Latin America 0 1299 3,007 4400
Europe and rest-of-world 3706 4078 4284 4930
Total product 8.077 11957 15,663 18,730
Product license fees and royalties 231 0 0 0
Service revenues 1.061 858 983 1208
Total 59369 512,823 516,638 §19.938

Source: Dawson James Securities, Inc. estimates; Company documents
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Important Disclosures:

Price Chart:

SNOA Sonoma Pharmaceuticals, Inc. Nasdag GM @ StockCharts.com
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Price target and ratings changes over the past 3 years:
Price target lowered to $20 - February 18, 2015

Price target re-initiated at $11 - August 14, 2017

Price target lowered to $9 — February 22, 2018

Price target lowered to $7 — June 26, 2018

Dawson James Securities, Inc. (the “Firm”) is a member of the Financial Industry Regulatory Authority (“FINRA”) and the
Securities Investor Protection Corporation (“SIPC”).

The Firm does not make a market in the securities of the subject company (s). The Firm has engaged in investment
banking relationships with SNOA in the prior twelve months, as a manager or co-manager of a public offering and has
received compensation resulting from those relationships. The Firm may seek compensation for investment banking
services in the future from the subject company(s). The Firm has received other compensation from the subject
company(s) in the last 12 months for services unrelated to investment banking.

Neither the research analyst(s) whose name appears on this report nor any member of his (their) household is an officer,
director or advisory board member of these companies. The Firm and/or its directors and employees may own securities
of the company(s) in this report and may increase or decrease holdings in the future. As of November 30, 2018, the Firm
as a whole did beneficially own 1% or more of any class of common equity securities of the subject company (s) of this
report. The Firm, its officers, directors, analysts or employees may effect transactions in and have long or short positions
in the securities (or options or warrants related to those securities) of the company(s) subject to this report. The Firm may
effect transactions as principal or agent in those securities.

Analysts receive no direct compensation in connection with the Firm's investment banking business. All Firm employees,
including the analyst(s) responsible for preparing this report, may be eligible to receive non-product or service specific
monetary bonus compensation that is based upon various factors, including total revenues of the Firm and its affiliates as
well as a portion of the proceeds from a broad pool of investment vehicles consisting of components of the compensation
generated by investment banking activities, including but not limited to shares of stock and/or warrants, which may or may
not include the securities referenced in this report.

Although the statements in this report have been obtained from and are based upon recognized statistical services, issuer
reports or communications, or other sources that the Firm believes to be reliable, we cannot guarantee their accuracy. All
opinions and estimates included in this report constitute the analyst’s judgment as of the date of this report and are
subject to change without notice.

Information about valuation methods and risks can be found in the “STOCK VALUATION” and
“RISK FACTORS” sections of this report.

Sonoma Pharmaceuticals 12/6/2018 Page 5 of 6


http://www.dawsonjames.com/

@ DAWSONJAMES

SECURITIES www.dawsonjames.com December 6, 2018

The securities of the company discussed in this report may be unsuitable for investors depending on their specific
investment objectives and financial position. This report is offered 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 would be
prohibited. Additional information is available upon request.

Ratings Definitions:

1) Buy: the analyst believes the price of the stock will appreciate and produce a total return
of at least 20% over the next 12-18 months;

2) Neutral: the analyst believes the price of the stock is fairly valued for the next 12-18
months;

3) Sell:  the analyst believes the price of the stock will decline by at least 20% over the next
12-18 months and should be sold.

The following chart reflects the range of current research report ratings for all companies followed by the analysts of the
Firm. The chart also reflects the research report ratings relating to those companies for which the Firm has performed
investment banking services over the past twelve months.

Company Coverage Investment Banking
Ratings Distribution # of Companies | % of Total |# of Companies| % of Totals
Market Cutperform (Buy) 35 88% 10 29%
Market Perform [Neutral) 5 13% 0 0%
Market Underperform (Sell) 0 0% 0 0%
Total 40 100% 10 25%

Analyst Certification:

The analyst(s) whose name appears on this research report certifies that 1) all of the views expressed in this report
accurately reflect his (their) personal views about any and all of the subject securities or issuers discussed; and 2) no part
of the research analyst’'s compensation was, is, or will be directly or indirectly related to the specific recommendations or
views expressed by the research analyst in this research report; and 3) all Dawson James employees, including the
analyst(s) responsible for preparing this research report, may be eligible to receive non-product or service specific
monetary bonus compensation that is based upon various factors, including total revenues of Dawson James and its
affiliates as well as a portion of the proceeds from a broad pool of investment vehicles consisting of components of the
compensation generated by investment banking activities, including but not limited to shares of stock and/or warrants,
which may or may not include the securities referenced in this report.
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