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Section

The Cannabisindustry

LEARNING OBJECTIVES

After completing this section, participants should be able to:

L1 Define the risks of taking on a client in the cannabis industry
L1 Explain the risks and ethics involved in cannabis entities

] Properly account for a cannabis business

OVERVIEW

The cultivation, transportation, and sale of cannabis has been illegal for decades. The movement to
legalize the industry has been around almost as long. Groups like The National Organization for the
Reform of Marijuana Laws (NORML) have lobbied aggressively for legalization. The political climate for
legalization has grown and several states had public referendums where legalization was
authorized.

Colorado has become a leader in the reform movement. In 2000, through voter referendum, use of the
drug was legalized for medical use. In 2012, adult use was approved for legalization in 2014.

These actions created what is called “cannabis tourism” where people from other states could come to that
state to purchase the drug. This caused some tension with other states, especially those that were Colorado
neighbors. It also put pressure on other states to pass reform laws. As of November 2020, 41 states have
decriminalized cannabis and legalizedsome or all forms of cannabisfor medical useand 16 states
(AK,AZCA,CO,IL, ME,MA,MI, MT, NV, NJ,OR, SD, VT,andWA) have legalizeditforadultuse.
Only3states(ID, KS, and NE) haveitfully prohibited!.

The reason for legalization has been much more than pressure by users (both for medical and non-medical
uses). The added tax revenue has been attractive to states and municipal governments. Recently, the issue
hasbeen part of the budget process when evaluating revenue sources. As more states legalize cannabis, it
is becoming more accepted by other states.

Y www.disa.com/map-of-marijuana-legality-by-state.



Supply Chain

In many ways, the accounting and operations of companies in the cannabis industry is like that of other
agricultural industries. Like other industries, Companies need to run operations from the planting of
the producttoretail operations. They need torecord transactions, transactwith customers, andpay
vendors. The nature of the business, however, creates some unique differences. The industry can be
divided into several different areas of the supply chain:

B Producers/growers (planting, cultivating, harvesting, extracting)
B Processors (processing, packaging, extracting, testing, disposing)
B  Transporters

B Retailers

Distributors/Dispensaries

What makes the industry unique is that the sale of productis illegal under United States federal laws and
subject to severe penalties but legal under many state laws. Some of the states have legalized it for medical
use only while others have extended the legalization to adult use. For various reasons, the industry prefers
that the phrase “recreational use” be avoided.

The approved medical uses vary by state. In some states, obtaining medical permission for use of the drug
iseasy and can be assimple as claiming stress or anxiety. In other states, only specific conditions are
eligible, and approvals are needed by medical practitioners. The form and structure of the entities are
limited. For example, in New Jersey, originally only six distributors were approved for medical
distributionandall were non-profitorganizations. More recently, for-profitentities haveentered the
industry.

Federal Laws

Federal laws and regulations classify cannabis as a Schedule 1 drug which is characterized by:

B Havingahighpotential for abuse

B Havingnomedicinalvalueoruse

B Alack of accepted safety for use under medical supervision

Scheduleldrugsinclude meth, LSD, MDMA, and mescaline. Thisclassificationiscontroversial since
many studies show medicinal value and it is not subject to abuse any more than other drugs not on the
schedule. As a Schedule I drug, anyone involved in the industry can be arrested and prosecuted for

drug trafficking, aserious federal crime. Some of the issues discussed in this program would be eliminated
simply by changing the classification of the drug.



Secure and Fair Enforcement (SAFE) Banking Act:

Congress passed the Secure and Fair Enforcement Banking Act of 2019 (SAFE Banking Act) on
September 26, 2019. This Act provides a safe harbor for depository institutions providing financial
servicestocannabis-related legitimate businessesandservice providers. The Actdoesthisby
prohibitingafederal bankingregulator fromterminatingorlimitingdepositinsuranceorshare
insurance ofadepositoryinstitution solelyonthe basisofit providing servicestoalegitimate
cannabis-relatedbusinessorservice provideror by prohibiting, discouraging, or penalizinga
depository institution from doing business with a legitimate cannabis-related business or service
provider. Italso prohibitsafederal regulatory agentfromincentivizingadepositoryinstitution not to offer
servicesto legitimate cannabis-related businessesand service providers. With the passage of this Act, it is
slowly allowing cannabis-related businesses the ability to operate less on a cash basis. More
financial institutions that are FDIC insured are advertising that they will support cannabis-related
businesses.

Industry Characteristics

Things that are unique to the cannabis industry are:

B Itisillegalunderfederal laws. Technically, any person involved in the industry can be cited by federal
lawenforcementinviolationandsubjectto punishmentofdrugtrafficking laws.

B IRC Section 280E disallows all tax deductions for selling and administrative expenses related toa
businessforwhichthetraffickingofacontrolled substance occurs. Only expensesfor costof goods
sold are allowed.

B Bankregulations, the lack of banking relationships, and the risks inherent in the business make it very
difficult to obtain bank financing.

B Itishighlyregulatedbystates, requiringapprovals, registrations,andlegalfilings. The lawsand
regulationsvary by jurisdictionand are constantly changing as the industry matures.

B Thecash nature ofthe business, as well as the type of inventory involved in the business,
requiresextensive internal control and security measures.

B State regulations regarding ownership, taxes, products to be sold, etc. are extensive and vary
by state. More discussion follows in the Ownership section of this course.

This course will be an overview of the concepts related to the industry. It will cover the need to properly

allocate expenses between productand period costs, internal controls, organizational structures, and the
taxation of cannabis companies.

Medicine of Marijuana

Cannabis is more commonly referred to as marijuana and has several street names. Often the plant
product is called hemp. Marijuana contains two key chemical compounds, tetrahydrocannabinol (THC)

Z “Text - H.R. 1595-116"" Congree (2019-2020): Secure and Fair Enforcement Banking Act of 2019. “ Congress.gove,September 26,2019
https://www.congress.gov/bill/116th congress/house-bill/1595/text
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and cannabidiol (CBD). THC is psychotropic, causing the high feeling that is most commonly
associated with the plantand produces the sought-after high feeling. CBD does not cause the high feeling
and has been shown to help in treating insomnia, pain, epilepsy, depression, bone complications, nausea,
andinflammation. Synthetic CBD hasbeenused foryears, butthe FDA recently approved anepilepsy
drug, Epidiolex, which is derived from the cannabis plant. This is the only FDA health approved use of
CBD.

The 2018 Farm Bill removed legal restrictionson CBD, if itisderived from hemp plantswhich cannot
contain morethan 0.3% THC. Therefore, if CBD comesfromahemp plantwithlessthan 0.3% THC, it
islegaltobuyitand possessitunderfederal law.Underfederal law,astorecansellas muchCBDasit
wantsaslongasitdoesnotmakeclaimsregardingitsimpacton healthorputitin food or dietary
supplements.

Adult Use

Cannabis-based productsaresold asflower, vape, concentrates, and infused products. Akey concern
regarding the legalizationis the lack of federal guidelines for contamination tolerances, testing, and
potency.

ORGANIZATIONAL STRUCTURE

Type of Entity

As with other entities, a cannabis entity must decide the best legal structure. Options are:

B Limited Liability Company (LLC) — LLCs are the most popular type of organizational
structure. Ownershave founditgivesthe greatestadvantagesandflexibility. When selecting this
option, theentity mustdecide whethertobetaxedasacorporationorapartnership. Forthe
purposes of this program, unless otherwise stated, it will be assumed the companyisan LLC and the
owners are referred to as owners or members.

B Corporation —Corporate structures are second in popularity behind LLCs. Once this decision is
made, theentity shoulddecidewhetherornottomakeanSelection,allowingittobetaxedasa pass-
through entity.

B Partnership —Due to state regulations, itis sometimes preferable to operate asa partnership. Many
Colorado businesses have opted for this structure. There ismore liability for the general partner under
this structure.

The tax structure is generally chosen via a member’s operating agreement. The nature of the

ownership can influence this decision. Since Colorado and California have the longest track

record in this industry, we will look at regulations written by those states.

The company’s capitalization can take many forms:

B Contribution of cash or other tangibleassets

B Contribution of labor

B Contribution of intangible assets such as inventions or specialized knowledge

4



B Anything else of value

While all entities should have awell-drafted operating agreement, itisespeciallyimportant for onein the
cannabisindustry. The agreement should cover such routine items as how member interests can be added,
withdrawn, or transferred aswell as provisions for makingamendmentsto the agreement. It is common to
require a supermajority or unanimous consent for such amendments. Some states require regulatory
approval of all owners as well as transfers of ownership. If a member wishes to withdraw and sell his/her
interest, the other members should be givenfirstrights to the interest as well as the right to refuse who
will receive the ownership interest.

Ownership

Many operating agreements have amoral character clause. Inmostcases, such clausesare general but they
can contain specificitemssuchasarequirementnottoengageinillegal sales. Infact, itis required by
the Marijuana Enforcement Division (MED) in Colorado. It is also advisable to have an expulsion
provisionwithanallowance for the company to purchase the member’sinterest.

Colorado requires each owner/employee to have an Associated Key License, Owner License or Employee
License, anoccupational license for any stockholderwithaninterestinamarijuanalicenseeorany
officerordirectorwhoactsasakey executive, employee, or agent while physically working in a licensed
medical or retail marijuana business. This limits the ability totransfer membership interests and
provide authorities with an accurate record of who is employed within the highly regulated
business. The lawisdesigned for maximumtransparency so ownership cannotbe hidden, andindirect
interestssuchasthe following must be disclosed:

B Convertible debt

B Profit-sharing provisions

B Stock options

B Intellectual property or other licensing agreements

B Secured notes or similar instruments

B Other economic interests

Due to the nature of the entity, the abundance of cash, and potential liabilities, it is important that owners
have ahighlevel of trust with each other. Itiseasy for eventstoarise that will cause disagreementsor
disputes. Suchdisputesare oftenaddressed withthe requirementtoresolve them with an arbitration
provision that provides for confidential proceedings and limited discovery.

When investing in a cannabis entity, the following should be considered:

B Know your partners

B Assurethatgood contracts are in place and all agreements are formally drafted

B Non-U.S. citizens have challenges due to the illegal nature of the business

B The use of bank accounts and obtaining financing is very difficult

B Due diligence is extremely important



RISKS

Althoughamajority of stateshavelegalized cannabisformedical use,andsomeforadultuse, the federal
governmentcontinuestotreattheindustryasillegal. UnderPresidentObama, the Justice Department
was told not to pursue entities that were legally established in astate. Those policies were changed with the
Trump administration. On January 4, 2018, Attorney General Jeff Sessions issued amemorandum
announcing that the relaxations under Obamawould be withdrawn. Even without the policy, the Justice
Departmentwillfocusresourcesonthe “mostsignificantthreatsinthemost effective, consistent,and
rationalway.” Many have criticized thispolicy asbeingtooarbitrary.
The biggest fear is that the sale of marijuana is subject to:
B Drug trafficking laws and the
B Racketeer Influenced and Corrupt Organizations Act (RICO).
Currently, the Justice Department has listed the following eight enforcement priorities:

1. Distribution of marijuana to minors

2. Revenue from marijuana sales going to criminal enterprises, gangs, and cartels

3. Diversionof marijuanafromstateswhere “legal under state lawin someform”toother states

4. State-authorized marijuana activity from being used as a cover/pretext for trafficking other illegal
drugs or illegal activity

5. Violence and use of firearms in marijuana cultivation and distribution

6. Drivingundertheinfluence andexacerbation of other adverse public health consequences
associated with marijuana use

7. Growingof marijuanaon public lands and attendant public safety and environmental dangers
posed by marijuana production on publiclands

8. Marijuana possession or use on federal property
Under the Sessions memorandum, the Justice Department will prosecute when they believe that
conductconstitutesafederal offense, admissible evidenceissufficienttoobtain/sustainaconviction, and a
substantial federal interest would be served by prosecution. When determining if a substantial
federal interest exists, the prosecutor must weigh:
B Federal law enforcement priorities
B Nature and seriousness of offense
B Deterrent effect of prosecution
B Person’s culpability in connection with offense

B Person’s history with respect to criminal activity

B Person’swillingness to cooperate in investigation/prosecution of others
6



B Interests of any victims
B Probable sentence or other consequences if person is convicted

Drug trafficking laws and RICO are very open ended and can be interpreted broadly. Therefore, anyone
related to the industry can fall within the scope of the law. This is particularly troublesome for ancillary
industries such as:

B Advertising, public relations, and marketingagencies
B Banks and payment processors
B Professional services (accounting, legal, consulting)

B Insurance agencies
Legal Risks

Aswithallindustries, entitiesinthe cannabisindustry facemanyrisksinareassuchasproduct liability,
safetyissues, warranties, and customer misuse. The problemsare magnified by the fact that they are born
by acompany engaged in federally illegal activities. The Drug Dealer Liability Act establishesaliability to
those injured by adriver under the influence of drugs, families losing achild to illegal drugs, and others
injured by illegal drugs. In these cases, the plaintiff need not prove that the drug user received the specific
defendant'sillegal drugs butonly that the defendantdistributed theillegal drugs in the community, was
distributing the same type of drug used by the user, and the distribution was when the user was using
thedrug.

Asanillustrationofthisliability,and howmainstream cannabissales have become, recentlyin Oregon
itwasfoundthat17samplesofaproducthadpesticideresiduelevelsthatexceededstate limits. This
resulted in the Oregon Liquor Control Commission issuing a recall of the product under

the name Blue Magoo. This recall resulted in many discussions related to liability in single plaintiff and
classaction lawsuits. The case also shows the need for company resources to be directed toward:

Additional regulatory requirements for compliance

Developing/disseminating product warnings

Instituting product recalls

Deploying employee time to:

— Investigate or mitigate claims
— Test products
—  Assess risks

B Hiring expert consultants and attorneys



ETHICS

Many questions have been asked by lawyers and CPAs about the ethics in providing services to a
businessengagedinfederallyillegal acts. Guidance fromthe licensing bodies have been challenging. While
they want to allow the professionals the right to provide services to the licensees that are in businesses
legalized inthe state, they mustrecognize thatthe servicesrelatetoanindustry considered by the federal
government to be drug trafficking.

Due to the above concerns, many state boards of accountancies are considering adding guidance in their
regulations. For example, Vermonthas added the following language adopted on December 10, 2019:

Conflict of State and Federal Laws in Respect to Marijuana. The Board construes
statutesand rulesgoverningthe practice of publicaccountancy ina manner consistent
withtheletterandintentof other State policy. Itshall not be a basis for license discipline
or denial that a licensee provided or offered to provide professional servicestoaclient
engaged inmarijuana-related commerceinamanner lawfulinthe state of transaction.
Licenseeselectingto provide professional services to clients engaged in marijuana-
related commerce will be held to the professional standards, laws, and rules
applicable to all licensees.

On March 15, 2018, Washington state governor Islee signed a bill, Engrossed Substitute Senate Bill 5928,
which in part stated, “A certified public accountant or certified public accounting firm, which practices
public accounting, does not commitacrime solely for providing professional accounting services...fora
marijuanaproducer, marijuanaprocessor,or marijuanaretailer...3”

In Colorado, the Supreme Court issued the following ethical opinion in 2014:

Alawyer mayassistaclientinconduct that the lawyer reasonably believesis permitted
bythese constitutional provisionsandthe statutes, regulations, order and other state and

local provisions implementing them...Lawyers must advise their clients about federal

marijuana laws and policies.

SEPARATING PRODUCT AND PERIOD COSTS

Aswill be discussed in the tax section of this course, it isimportant that acannabis company properly
allocate costs between product costs (before gross profit) and period costs (after gross profit). Many
accountantsoutside of the manufacturing sectors are unaware of howto distinguish between product and
period costs so it important that the concepts be covered carefully.

Types of Expenses

Expenses are broken up into two major categories

B Product costs —Costs related to making or acquiring the products or providing the services that
directly generate the revenues of anentity. These are also called inventoriable costs. Components of
these costs are:

3 “CPAs and Cannabis.” Board of Accountancy. Accessed February 5, 2020. https://ach.wa.gov/cpas-and -cannabis
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— Direct Materials (DM) — Any material that is a readily-identifiable part of a product.

— Direct Labor (DL) — Costs related to the effort of individuals who manufacture a product
or perform a service.

— Overhead Costs (OH)—Coststhatareindirecttothe productorservice. Thiswould
include indirect labor for costs that cannot be traced to production efficiently. This will
includeindirectmaterialsandindirectlaboraswellasall other production costs.

B Period costs—Costs related to business functions other than production, such as selling and
administrative.

Classificationof costs differ between manufacturersandretailers. Forretailers, suchasdistributors and
dispensaries, the costs are mostly limited to material costs and possibly some overhead for inventory
storage. Manufacturers face abigger challenge in allocating overhead to the process. Growers and
processors will fall in the manufacturing category.

Cost Allocation

Since indirect overhead costs cannot be traced directly to production, allocation systems must be
developed. Costaccountants have developed comprehensive waysto dothis. The systemsrelyonthe

assignment of an indirect cost to one or more cost objects using some reasonable allocation base or driver.
The two main methods of cost allocationare:

B Actual Cost System — Direct material and direct labor costs are accumulated in Work in Process
(WIP) Inventory as the costs are incurred and the actual production overhead costs are
accumulated separately inan Overhead Control accounts and then assigned to WIP Inventory at the
end of the period or completion of production.

B Normal Cost System —Direct material and direct labor costs are combined with overhead costs and
allocated to WIP Inventory using a predetermined overhead rate.

EXAMPLE

California Growers, LLC, produces edibles for sale in their dispensaries. In producing a batch of chocolate edibles,
the direct materials cost $1,000 and direct labor is $200. The company has incurred $5,000 in total overhead costs
and allocates the cost based on $1.50 per direct labor dollar.

Total cost of goods produced will be $1,500 computed as follows:

Direct Materials $1,000
Direct Labor 200
Overhead (5200 X 1.5) _ 300

$1,500




The overhead allocation is based on a standard cost system which utilizes reliable estimates.
Generally, the allocation rate is computed at the beginning of the year based on a determined
driver. In the following case, the rate is computed using DL dollar as the driver. The standard
rate (rate per DL dollar) is computed as follows:

Annual budgeted overhead costs/Annual budgeted DL cost

Budget costs, by definition, are estimated. Therefore, it is unlikely that the allocations will be exactly the
actual amount spent, resulting in an over or under allocation at year end.

Material costs are divided into three major types:
B Raw Materials (RM) — Materials that have not yet been used in processing

B Work in Process (WIP) —Materials for products which have been started, but have not yet been
completed

B Finished Goods (FG) — Work completed and ready for sale

Cost of goods manufactured is the total manufacturing costs of producing an item. It can be computed
using the following formula:

Beginning Balance of WIP Inventory ~ $ 175,000

Manufacturing Costs for the Period:

Beginning RM balance $ 250,000

+ Purchases of materials 98,000

RM available 348,000

- End RM balance (_230,000)

Total RM used $ 118,000

Direct Labor 260,000

Variable overhead 120,000

Fixed overhead 60,000

Total manufacturing costs 558,000
Total costs to account for 733,000
Ending WIP balance (196,000)
Cost of goods manufactured $ 537,000

10



Cost of goods sold — Based on the above, cost of goods sold can be calculated as follows:

Beginning FG Inventory $ 123,000
Cost of Goods Manufactured (above) 537,000
Cost of Goods Available for Sale 660,000
Ending FG Inventory (116,000)
Cost of Goods Sold $ 544,000

The above calculations illustrate that the entity must keep track of all costs by type and processing job.
Labor and materialsare easier to track than overhead since the overhead system must be based on a
reliable standard cost system.

Absorption vs. Variable Costing

Overhead consists of both fixed and variable costs. Variable costs are always allocated to the manufacturing
process. Fixed costsare handled differently under the following two methods:

B Variable Costing — This cost accounting method will only include variable costs (DM, DL, and
variable OH). Fixed OH will be expensed in the year incurred and will not be added to inventory costs.

B Absorption Costing — Under this method, fixed OH costs are added to inventory and allocated as
part of the standard OH rate. This will result in higher inventory costs.

Under the Internal Revenue Code Section 263A (uniform capitalization rules discussed later), certain non-
product cost such as selling and administrative expenses are also allocated to inventory costs.

Atyearend, the allocated overhead costswill probably differ from the actual expenses, resultingina debitor
creditbalanceintheoverheadaccount. Iftheamountiswithinnormal ranges, itwill be added to cost of
goods sold at year end. If the difference is not within a normal range, it is allocated between cost of
goods sold, WIP Inventory, and FG Inventory.

Conclusion

Since the tax law only allows for the deduction of product costs, it is advantageous to the entity to allocate
asmuchoverhead costs as possible to the costs of manufacturing. However, the tax law also imposes high
penalties if the allocation improperly results in higher-than-allowed gross profits resultinginan
incorrect low tax. Since IRS guidance in thisarea s virtually non-existent and there are few cases
establishing what costs may be included in overhead, many entities have opted to approach the
capitalization of such costsconservatively.

11



SEGMENT REPORTING

The strict limitations on tax deductions only apply to the sale of Schedule I drugs, specifically THC and
CBD products with greater than 0.3% THC. Many dispensaries sell more than drugs. CBD and CBD-
contained products that do not meet the definition of a Schedule I drug, drug paraphernalia, T-shirts,
and novelties are examples of such products. If the sale of such goods are separate from the drug trade,
expenses related to those goods would be deductible. The separation must be clear and clean. As such, the
following should be considered:

Establishaseparate legal entity to record the transactions related to the peripheral business.
Consider a separate cash register to negotiate the transactions.
Clearlyandaccurately allocate expenses such asrent (by square footage), utilities, salaries, and

insurance betweenthedrugsalesandthe peripheral business. Alsoconsider selling the itemsina
separate room from the product sale.

INTERNAL CONTROL

The cash nature of the business makes internal controls particularly challenging. Later in the manual, we
will have adetailed discussion oninternal controls. Some key areasrelated tointernal controlsare:

A strong system of cash control. All sales must be recorded. At one dispensary, the
employees don’t touch the cash. Upon placing an order, the customer deposits money into
an ATM that records the amount deposited and issues a receipt. The customer then shows
the receipt when he picks up his product.

There should be good security at the door. There are severe penalties for serving minors
so someone at the door will ID everyone who comes in the shop. This person can also
limit the number of customers in the shop at any time. In addition, the “bouncer” can
check people entering for weapons because the cash on premises makes the shop
vulnerable to robbery.

Separation of duties is imperative due to the processing of cash.

Proper record keeping. Since all billsare paid in cash, getting a proper receipt isimperative. Itis
especially important to record accurate payrollrecords.

Tone at the top. Itis important that management set a standard for all to adhere to.

Regulatory compliance. State compliance canbe burdensome and overwhelming. Care should be
taken that there is compliance in all areas.

Background checks for all employees.

FINANCIAL STATEMENTS AND AUDITS OF CANNABIS ENTITIES

Due to the lack of ability to finance and the nature of capital contributions, there is not yet a demand for
audited financial statements. If the demand did exist, the cash nature of the business would create big
challenges.

12



Several Canadian companiesare public and listed on various exchanges. Since Canadian laws differ, the
businessesare runverysimilarly to other industriesand audits do not present the same challenges.

Aswithall entities, there is a need for financial statements to have added disclosures related to the industry.

Due to the nature of the industry, the risk and regulatory environment of jurisdictions where the
company operates should be part of the disclosures.

13
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Section

Internal Control for Cannabis

Entities

LEARNING OBJECTIVES

After completing Section 2, participants should be able to:
[1 Understand the need for internal control in the cannabis industry

[ Define three critical controls

[] Identify and implement appropriate internal control procedures

OVERVIEW

Agood system of internal controls isimperative for cannabis entities. In addition to the normal theft risks,
therisksarehigherbecausealltransactionsareincashandtherearesevere punishmentsif regulatory
procedures are not followed. As such, people in the industry must put a high priority on controls.

There are no standards to follow on internal controls. Instead, they are implemented based on long-
standingguidelinesand protocols. Mostinternal control proceduresare focused onfinancial
reporting. Thisissimply because the controls are based on the same principles as financial statement
integrity, the preservation of assets and proper report of liabilities and operations of the business.

There are a few governing documents when evaluating internal controls:

B AICPAauditstandards. These standards guide auditorsthroughthe process of determiningif the
financial statements are fairly presented. The reliance on internal controls is important in this
process. These standards govern the audit of private companies and are referenced with a prefix AU-C.

B PCAOB auditstandards. These are the audit standards that govern the audits of public companies.

B Committee of Sponsoring Organizations (COSO) Framework. This is considered to be the most

comprehensivedocumentofprinciplesoninternal control. Itwasupdatedin 2013 for post-
Sarbanes-Oxley issues.
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When obtaining an understanding of internal control over financial reporting, it is important to start with
the entity level controls since they set the foundation for the activity level controls. AU-C 315,
Understandingthe Entity anditsEnvironmentand Assessing the Risks of Material Misstatement,
states that the auditor should identify and understand the key entity level internal controls and then use
that information to decide how many of the activity level controls need to be understood. This top- down
approach is particularly important for smaller entities because as the COSO framework points outin its
section on Considerationsfor Smaller Entities, the control environmentand monitoring
proportionately make up the majority of controlsin smaller companies where segregation of duties is not
as effective.

People generally tend to think of internal controls in terms of controls at the transaction or activity level
suchassegregationofduties, performance ofbank reconciliations, authorization of transactions and
analytical procedures on account balances.

StudieshavebeenperformedtounderstandthecauseofcorporatefailuressuchasEnron,
WorldCom, the Baptist Foundation of Arizona,and others. One such study by the International
Federation of Accountants and the CIMA in 2004 noted that the main reasons for corporate failures
were:

B Failure in communicating the tone at the top

B Ethics issues on the part of management

® A weak board of directors

B Lack of an internal control, compliance, and/or risk management function

B Aggressive earnings management

Therefore, itis justasimportant to have a strong foundation (corporate culture) at the entity level to
reinforcetheindividual control activities. Withtheappropriate tone at the topand monitoring
controls, employeesare less likely to believe that they can “get away with inappropriate behavior”.
Thus, entity level controls can serve as a deterrent to fraud and minimize conflicts of interest. Itis not

surprising that AU-C 265, Communicating Internal Control Related Mattersinan Audit, identifies
suchissuesasdeficienciestoevaluateassignificantdeficienciesor materialweaknesses.

INTERNAL CONTROLS FOR THE CANNABIS INDUSTRY

In general internal controls for the cannabis industry should focus on safeguarding assets and
monitoring cash activities. “A cash-intensive business requires some unique internal controls
to safeguard the asset and to maintain adequate records of cash transactions (Frazer 2016)."4
Greenbooks recommends three internal controls to support the cannabis industry which
include:

1. Physical Audit of Inventory

* Accounting and the US cannabis industry: federal financial regulations and the perspectives of Certified Public Accountants and
cannabis businesses owners, Journal of Cannabis Research, posted by G. Suzanne Owens -Ott on December 3, 2020, access on
December 8, 2020, https://jcannabisresearch.biomedcentral.com/articles/10.1186/s42238-020-00049-7
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2. Monthly Trial Balances
3. Accounts Payable Matching Process

Physical Audit of Inventory: “A regularly scheduled physical audit of inventory should be
a no-brainer in this industry. Although it can be a pain, taking both time and money to
perform, the behavior it instills in an organization will pay off in spades. A few benefits your
company would get from installing this procedure include more accurate seed to sale
tracking, an increased accuracy in your stated cost of goods sold and inventory accounts as
well as a better trained and monitored staff.” >

Monthly Trial Balances: “A trial balance is a list of all the general ledger accounts (both
revenue and capital) contained in the ledger of a business. This list will contain the name of
each nominal ledger account and the value of that nominal ledger balance. Each nominal
ledger account will hold either a debit balance or a credit balance.”® Completing a trial
balance should be an integral component of a monthly financial closing process and will
ensure that financial statements are properly stated. A review of the trial balance should be
in place to identify significant account fluctuations and react to potential anomalies in a
timely manner.

3-Way Match in the Accounts Payable Process: Matching is a process performed for
goods and services ordered through a purchase order that takes place during the online
invoice approval process. Invoices are matched to purchase orders (2 way matching),
receiving information (3 way matching), and inspection information (4 way matching) as
applicable. The invoices must meet matching tolerances or a hold is placed on the invoice and
payment cannot be made until the hold is resolved or manually released. In many cases, a
single invoice can be matched to multiple purchase order shipments or multiple invoices can
be matched to a single purchase order shipment. Internal controls within the accounts
payable process ensure that you match only to valid purchase orders for the supplier on an
open invoice and that the purchase order, date, and invoice currency match.

When an invoice is matched to a purchase order, the accounts payable process creates an
invoice distribution using the purchase order distribution accounting information. An Invoice
distribution created through matching cannot be deleted. However, if an accounts payable
associate incorrectly matches an invoice to a purchase order, the individual distributions
usually are voided with supervisory override to cancel the match.

REGULATORY CONSIDERATIONS

“Cannabis businesses are also greatly affected by the Bank Secrecy Act (BSA) and anti-money
laundering regulations that are designed to help identify and report money laundering
activity (Sanders 2015). The Financial Crimes Enforcement Network (FinCEN), a bureau of
the U.S. Department of Treasury, exists to “safeguard the financial system from illicit use and
combat money laundering” (Financial Crimes Enforcement Network n.d.). In practical terms,
FIinCEN guidance stated that providing banking services to cannabis businesses was illegal

° “Three Internal Controls Every Cannabis Company Should Have,” Greenbooks, posted on November 26, 2019, accessed on December
6, 2020, https://www.greenbookscpa.com/blog/three-internal-controls-every-cannabis-company-should-have

® “Trail Balance,” Wikipedia, accessed December 6, 2020,
https://en.wikipedia.org/wiki/Trial balance#:~:text=A%20trial%20balance%20is%20a,balance%200r%20a%20credit%20balance.
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and required banks to self-report this federally illegal activity (Houser and Rosacker 2014;
Shu-Acquaye 2016). Due to the BSA risks and FinCEN reporting requirements, most large
banks will not provide accounts for cannabis-related businesses (Drayton 2017). However,
there is evidence that some banks and credit unions are serving the industry. According to
FinCEN, as of June 2020, 695 financial institutions in the USA are reportedly serving the
cannabis industry; this is down from a high of 747 institutions in November 2019 (Financial
Crimes Enforcement Network [FinCEN], 2020).”7

SMALLER ENTITIES AND CHALLENGES IN IMPLEMENTING INTERNAL
CONTROLS

The COSO framework does not provide a definition of smaller entities in terms of revenues, assets or
capitalization. It provides some characteristics that may be indicative of a smaller entity. When these
characteristicsare present, theboard, management,andauditorsshouldexpectadifferentsetof
challenges to implementing effective internal control.

Characteristics of a smaller entity:

Few lines of business and fewer products withinlines
Concentration of marketing focus by channel orgeography

Leadership by management with significant ownership interest or rights

Fewer levels of management with wider spans of control
Less complex transaction processing systems
Fewer personnel having a wider range of duties

Limited ability tomaintain deep resourcesin line as well as support staff positions such as legal, human
resources, accounting, and internal auditing

These characteristics may cause management toview internal controlsasan “add on” rather thanan
integral part of business processes. Major challenges for small entities are:

Adequate personnel to segregate duties.

Management’sability todominate activitiesand override the system because they have the ability to
control theactivitiesofothersandthe board doesnotserveasachallenge ontheiractions.
Therefore, itmayappearthatbusiness performance objectives have beenmetwhen, infact,
controls have been circumvented.

" Accounting and the US cannabis industry: federal financial regulations and the perspectives of Certified Public Accountants and
cannabis businesses owners, Journal of Cannabis Research, posted by G. Suzanne Owens -Ott on December 3, 2020, access on
December 8, 2020, https://jcannabisresearch.biomedcentral.com/articles/10.1186/s42238-020-00049-7
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B Obtainingindependent, outside partieswith financialand operational expertise to serve onthe board
of directors and the audit committee.

B Obtaining qualified accounting and compliance personnel with sufficient experience and skill.
B Lackof time and focus on internal control due to other pressing business demands.

B Controllinginformationtechnology (I1T). Frequently, smaller entities place extensive reliance on one
IT professional because others in the entity do not understand technology.

Auditors should be aware that these challenges do not mean that internal controls are nonexistent, not
effective, orcannotbeimproved. Itsimply meansthatthe entity may need to becreativein finding ways
to mitigate these apparent deficiencies. Assisting entitiesin thisregard isavaluable client service. It will
also give the auditors the ability to place reliance on controls, especially for classes of transactions.

Although segregation of dutiesis technically an activity level control, the controls that may be putin place
to help mitigate management's inability to properly segregate duties are at the entity level.

Therefore, segregation of duties, aswell as the other challenges noted above, will be discussed in this
section.

Formal vs. Informal Controls

One big challenge for small- to mid-sized entities is striking the balance between formal controls and
informal controls. Where formalization provides structure and helps othersin the organization to
understand the various roles and responsibilities, formalization can be burdensome. Onthe other hand,
informal controlsare more difficulttoapply onaconsistent basis because they are nota documented
part of a routine.

EXAMPLE

A small retail company has five shareholders who are all on the board of directors. Management consists of a
president, chief financial officer, operations manager, accounting manager, and 3 accounting staff.

Management is directly involved in all decision making that relates to the reliability of financial reporting. Board
meetings are not regularly scheduled and when held consist of discussions of operations topics. Analytical
procedures are performed on the financial statements by senior management on at least a monthly basis. The
financial statements are reviewed with the board once a year. Risk is discussed among senior management but
the discussion is not documented.

Although management and the board value accurate information and accountability, the company does not
have a conflict of interest policy or code of conduct. Everyone assumes that management and the employees are
honest. Entity level controls are not formally documented because there are so few people in the company.

Without clear guidelines and expectations set by management, conflicts of interest are more likely to arise.
Without formally documented policies and controls, employees may rationalize their behavior saying that they
were not aware of any policies.
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Sometimes it may appear that the control environmentand monitoring componentsare well designed. The
deficiency may be inimplementation. Therefore, inunderstanding these very important components,
especially as they are deemed to be factors in mitigating the lack of segregation of duties, the competencies
of those individuals performing the controls mustbe considered.

THE THREE CRITICAL CONTROLS

Along with the three recommended controls for the cannabis industry, there are three critical controls
that should be "operationalized" into your company's business processes or transactional “DNA” and
monitored by the applicable internal control programs.

The most critical controls are: 1) segregation of duties, 2) systems access, and 3) delegation of authority.
Many controls have implemented these controls as “core controls” but need to keep them updated by
following some of the leading practices that are recommended below.

1. The Segregation of Duties (SoD) control is most of the most important controls that your
company can have. Adequate segregation of duties reduces the likelihood that errors
(intentional or unintentional) will remain undetected by providing for individual processing by
different individuals at various stages of a transaction and for independent reviews (and
approval) of the work performed.

The SoD control provides four primary benefits: 1) the risk of a deliberate fraud is
mitigated as the collusion of two or more persons would be required in order to
circumvent controls; 2) the risk of legitimate errors is mitigated as the likelihood of
detection is increased; 3) the cost of corrective actions is mitigated as errors are
generally detected relatively earlier in their lifecycle; and 4) the organization’s
reputation for integrity and quality is enhanced through a system of checks and
balances.

Although SoD is a basic, key internal control and one of the most difficult to
accomplish often due to limited headcount, broadly defined responsibilities, and
constantly changing responsibilities. Basically, the general duties to be segregated
are: planning/initiation, authorization, custody of assets, and recording or reporting
of transactions. Additionally, control tasks such as review, audit, and reconcile
should not be performed by the same individual responsible for recording or
reporting the transaction.

Leading Practice: One of the most common "root causes” of fraud is the lack of
SoD controls, weak SoD controls, inappropriate compensating controls, or failure to
update SoD controls when responsibilities change. As a best practice, many
organizations review their SoD controls on a quarterly basis as part of their control
self-assessment (CSA) process. As a result of this review, the applicable SoD controls
are updated appropriately.
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10.

Applications: 1) The same individual should not be able to set up a supplier and
issue a disbursement. 2) The same employee should not be able to issue
disbursements and reconcile the cash account. 3) The individual reconciling a

clearing account should not be the one approving it.

System Access: The principle of segregation of duties in an information system environment is
also critical as it ensures the separation of different functions such as transaction entry, on-line
approval of the transactions, master file initiation, master file maintenance, system access rights,

and the review of transactions.

In the context of application level controls, this means that one individual should not have
access rights which permit them to enter, approve and review transactions. Therefore, assigning
different security profiles to various individuals supports the principle of segregation of duties.
As an example, operational or process segregation of duties within an accounts payable
department will determine the system access rights that should be granted.

Leading Practice: System access rights are reviewed on a periodic basis (usually monthly or
guarterly) to ensure that system access capabilities are appropriate for current staff members
and reflect any changes in responsibilities or movements to other departments.

Applications: 1) Employees in accounts payable only have rights for those transactions. 2) An
employee in accounts receivable cannot access the supplier master file. 3) No one outside
human resources can access the employee master file.

Delegation of Authority (DoA): The last critical control is the delegation of authority

(DoA) policy and control. The purpose of the DoA is to ensure the efficient operation of the
company while maintaining fiscal integrity and adherence to policy. Accountability for the
overall management of the property, assets, financial, and human resources of the company rests
with the Chief Executive Officer (CEO). In many cases the "governance" of the DoA is the

responsibility of the controller.

Best Practice: Many companies assign levels of authority to the job grades or levels within the
organization and apply workflow to streamline the approval process. If an individual is
promoted or moves to another department, his or her level of authority is automatically

updated in the employee master file.

Applications: 1) Approvals are assigned based on job levels with the company’s employee
master file. 2) Transactions are approved with a workflow system with built escalation and

exception management.
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EXAMPLE

A small retail entity had a board that appeared to be functioning very well. The minutes of meetings were very
descriptive and it was clear that the board spent a significant amount of time evaluating the budget to actual and
current period to prior period fluctuations. The board members asked questions of management. However, even
with that level of involvement, one year an independent third party was sitting in on a meeting and in a meeting
noted that one line item appeared to be particularly high. He asked a question about why it was so high and the
board asked management to investigate. Upon investigation, the board learned that the bookkeeper was
stealing and putting the charge in that line item. The dollar value of that line item had not fluctuated in years so
the board did not think to ask any questions about it. Over seven years, the bookkeeper stole $1.8 million by
creating a fictitious vendor and approving the invoices. Even though the board appeared to be very
conscientious, they did not have an adequate understanding of the entity’s internal controls (lack of a master
vendor list, lack of adequate procurement policy requiring bids) or how to properly perform analytical
procedures (expectations are important when performing analytical procedures).

Segregation of Duties (SoD)

Anentity should segregate dutiesamong personnel inorder to ensure that no one person has control over
two or more phases of atransaction or operation. Segregation of duties reduces the opportunity to
perpetrate and conceal errors or fraud in the normal course of employees’ assigned functions.

As noted, SoD is a basic, key internal control and one of the most difficult to achieve. It is
used to ensure that errors or irregularities are prevented or detected on a timely basis by
employees in the normal course of business. Segregation of duties provides two benefits: 1) a
deliberate fraud is more difficult because it requires collusion of two or more persons, and 2)
it is much more likely that innocent errors will be found. At the most basic level, it means
that no single individual should have control over two or more phases of a transaction or
operation. Management should assign responsibilities to ensure a crosscheck of duties.

If a single person can carry out and conceal errors and/or irregularities in the course of
performing their day-to-day activities they have generally been assigned or allowed access to
incompatible duties or responsibilities. Some examples of incompatible duties are:

B Authorizing a transaction, receiving and maintaining custody of the asset that resulted
from the transaction.

B Receiving checks (payment on account) and approving write-offs.

B Depositing cash and reconciling bank statements.

B Authorizing purchases and receiving goods purchased from the transaction

B Maintaining custody of department inventory and performing inventory counts
B Entering a sales order and approving the terms of sale

B Ability to modify an evaluated-receipts contract and receive against a PO

B Shipping product and modifying sales order tolerances
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B Setting up a vendor in A/P and executing the payments
B Approving time cards and having custody of pay checks.

Having unlimited access to assets, accounting records and computer terminals and programs.
For instance having access and using checks as the source documents to post to accounting
records rather than using a check log or receipts.

Although, Separation of duties (SoD) is one of the key concepts of internal control and is the
most difficult and sometimes the most costly one to achieve. Actual job titles and
organizational structure may vary greatly from one organization to another, depending on the
size and nature of the business. When implementing a SoD policy, the separation of duties
pattern is applied to functions the performance of which requires power that can be abused.
The steps to take for developing a policy are:

1. Start with a function that is indispensable, but potentially subject to abuse.

2. Divide the function into separate steps, each necessary for the function to work or
for the power that enables that function to be abused.

3. Assign each step to a different person or organization.

EXAMPLE

If one person processes sales, they should not have access to cash receipts, should not reconcile the bank
account, or have the ability to “write off” accounts receivable. Cannabis entities will have a problem in separating
the cash receipts with the sales since all sales are cash and there are no bank accounts. Some dispensaries have
set up an ATM to receive the cash and issue a receipt. The customer would then use the receipt for receipt of the
product.

Insegregating duties, anentity may utilize people inand out of the accountingand financial reporting
area, as well as people on the board of directors. Some not-for-profits use volunteers; this may be riskyin
thatvolunteers may not use the same care in performing duties asemployeeswould.

And as discussed above, people may be able to perform tasks but the risk lies inwhether they actually know
what they are looking for as they perform those tasks.

Management should segregate duties, to the best of their ability, given the personnel on hand. Thisis an
important place for management to perform a GAP analysis.

Compensating Controls

In those instances where duties cannot be fully segregated, mitigating or compensating
controls must be established. Mitigating or compensating controls are additional procedures
designed to reduce the risk of errors or irregularities. For instance, if the record keeper also
performs a reconciliation process a detailed review of the reconciliation could be performed
and documented by a supervisor to provide additional control over the assignment of
incompatible functions. Segregation of duties is more difficult to achieve in a centralized,
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computerized environment. Compensating controls in that arena include passwords, inquiry
only access, logs, dual authorization requirements, and documented reviews of input/output.

Actually it is not hard to determine whether control weakness exists. If a single person can
carry out and conceal errors and/or irregularities in the course of performing his/her day-to-
day activities, he/she has been assigned a SoD incompatible duty. Several control
mechanisms that can help to enforce the segregation of duties.

1. Audit trails enable auditors to recreate the actual transaction flow from the point
of origination to its existence on an updated file. Good audit trails should be
enable to provide information on who initiated the transaction, the time of day
and date of entry, the type of entry, what fields of information it contained, and
what files it updated.

2. Reconciliation of applications, an independent verification process is ultimately
the responsibility of users, which can be used to increase the level of confident
that application ran successfully.

3. Exception reports are handled at supervisory level, backed up by evidence noting
that exceptions are handled properly and in timely fashion. Signature of the
person who prepares the report normally is required.

4. Manual or automated system or application transaction logs should be
maintained, which record all processed system commands or application
transactions.

5. Supervisory review should performed through observation and inquiry or
remotely.

6. To compensate mistakes or intentional failures by following a prescribed
procedure, independent reviews are recommended. Such reviews can help detect
errors and irregularities.

EXAMPLE

A small distribution entity had insufficient personnel to properly segregate duties, resulting in a risk that a
salesperson could sell goods at little or no charge to customers and record the understated charge in the
accounting system. Then they could receive a kickback or simply collect more money and not remit it to the
entity.

If the owner/manager performed a reconciliation of changes in inventory on hand with sales reported by the
salesperson, it would become apparent that there was a discrepancy. In addition, the owner/manager could
review the price per unit sold to see if it was consistent with the price list and follow-up on significant discounts.

Following are examples of other compensating controls that can help a small entity mitigate
its lack of ability to segregate duties:
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Compensating Control How It Works

Review of reports of detailed Management reviews reports of detailed transactions to
transactions identify errors or fraud. In the sales example above, the
manager would consider the transaction date, customer
description, dollar amount, and any offsetting account (i.e.,
discounts).

Review sample of transactions Management selects a sample of transactions that are chosen
from a system-generated report or data query program. Data
extraction software could also be used to choose
transactions. The review would consist of the transaction
date, customer description, dollar amount, and any offsetting
account (i.e., discounts).

Periodic counts of assets and Management would periodically count sections of inventory
reconciliation with accounting and compare it with inventory records, investigating
records differences.

Review budget analysis and cost This may be the least effective of these techniques if small
trends thefts or errors.

The issue becomes, “Is management going to consistently perform the monitoring function?”
If the monitoring function is consistently applied, the lack of segregation of duties is less
important because the monitoring is a compensating control. If it is not consistently applied,
then errors or fraud could remain undetected.

Consistent performance of these techniques will also send a message to employees that
management cares about asset accountability and will take action against employees who
commit fraud. As it relates to errors, it will send a message to employees that care in
performing duties is important.

Management Override

Smaller businesses and not-for-profit organizations may have one strong individual who dominates the
entity and has a lot of discretion and provides personal direction to employees. Sometimes this is due to the
size of the organization and sometimes due to the fact that they either own the business, or in the case of
not-for-profit organizations, have astrong personality and believe that they knowwhat is best for their
constituents.

Onone hand, this can be helpful because that person has significant knowledge of the entity’s processes,
operations, policies and procedures, contractual obligations, and generally has a good handle on the entity’s
risks. But there is adownside.

With this situation, there is a high possibility that management could override controls. Clearly, the best
guard againstthis isastrong committed independent board of directors that will challenge the chief
executive onissues of financial accountability and accurate financial reporting. However, in closely-held
companies, thisisnotlikely tobe the case makingthe prevention of management override very
challenging.

Following are some ways that there is potential for management override:
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Instilland maintain a corporate culture that focuses on and stresses the need for integrity and ethical
values. This can be supported and reinforced through recruiting, compensating, and promoting
people where values are reflected in their behavior.

Implementand maintainan effective audit committee chair. Whistleblowers should have direct access
to the audit committee chair or aboard member (depending on whether the entity has an audit
committee).

There are some very inexpensive services that will establish and monitor a hotline for people to call.
Fraud studies have shown that if employees believe in the ethics and integrity of the entity, they are
more likely to report suspicious behavior and less likely to commit fraud themselves. Of course, to
accompany the whistleblower program is acommitment to follow up on issuesand to punish
violations, no matter how high the person may rank in the entity.

Note that the cost of anonymous reporting vehicles such as hotlines have come down over the past
several years. Companiessuch as Ethics Point, Allegiance and Lighthouse provide hotline solutions
and other assistance to entities based on the number of employeesand services needed.

Attract and retain qualified members for the board. The audit committee or equivalent should be
comprised of knowledgeable independent individuals who are not reluctant to challenge
management on issues that arise. They should meet privately with the external auditor. The board
should thoroughly understand the entity and be able to identify activities thatwould have an impact
on financial reporting.

If the entity is large enough and can afford it, an internal audit function that reports to the audit
committee would be an excellent mitigating control.

Smaller entities may want to consider the following:

Instead of ahotline, adesignated board member could field calls or even emails. The purpose of the
anonymousreportingvehicleistosendamessagetoemployeesthattheirconcernsare important.
Itgives them an outlet to report any suspicious behavior and helps to overcome the presumption of
inappropriate management override if the system is effective.

Add a financial expert to their boards if they believe an audit committee is not needed. A
financial expert would be important if management does not have the skills to prepare its own
financial statements. That person could be called upon to assist. It isimportant to remember that the
smaller the management team, the more difficultitisto overcome the presumption of
inappropriate managementoverride, especially if the personsare related. An entity may want to
contactthestatesociety of CPAstodetermineifthereareanywilling CPAstoserveonboards. Many
states have a Center for Nonprofits that will assist not-for-profit organizations in finding board
members.

Qualified Accounting Personnel

Sometimes smaller entities have a difficult time attracting and retaining qualified accounting
personnel who understand and can implement generally accepted accounting principles, and
understand the intricacies of financial reporting and have the ability to draft financial statements and
disclosures. Inmany cases, these entities have relied heavily on their external auditors to provide them with

26



advice and expertise in this area. External auditors of non-public entities, except those who are required to
report under Government Auditing Standards, can still assist management with these functions.

However, thiscircumstancemay resultinan AU-C265comment. AU-C265notesthatiftheentity lacks
controls over the selection and application of accounting principles that are in conformity with GAAP (or a

special purpose framework if that is the case), this may be a significant deficiency.9 This involves the entity
having enough expertise in selecting and applying the accounting principles.

Anothercircumstancethatcouldresultinan AU-C265commentisthelackofqualified personnel inthe
accountingand reportingfunction. Thisinvolves beingableto properlyapply GAAP and prepare
financial statements, including footnotes. This essentially means the entity does not have someone who
has the skills to prepare the financial statements, including notes. Note: There would be nosignificant
deficiency or material weaknessifthe company outsourcesthe preparation of financial statements to
their auditors, as long as the company has personnel with the skills to review the statements, fully
understands them, and takes responsibility for them, including whether the disclosuresarecomplete.
Theauditorwoulddetermineifthisdeficiencywould beconsidereda deficiency in internal control, a
significant deficiency, or a material weakness. To prevent AU-C 265 comments, it may be advisable for
companies to seek this advice from someone other than an external auditor. No matter who is consulted,
entity personnel still need to have enough expertise to make their own decisions based on
external advice.

Payment Controls

Payments are defined as the act of paying out or disbursing money. The Accounts Payable department
is responsible for the oversight of all payments issued. The disbursement process is the last step in the
purchase order (PO) process. Organizations need to plan disbursement of company fundsin a
systematic manner in order to capture discounts and reduce the costs associated with late payment
penalties. While paper checks still dominate as the number one method of payments, electronic
payments are gaining momentum due to reduced transaction costs and increased accountability.

Payment Process Definitions:

Checks — Paper checks can be used to pay money from one company to another. Two parties involved
in check transactions are the payee and the drawer. The drawer is the person/company who issues or
writes the check, and the payee is the company getting the check as payment. The payee deposits the
check into the bank and if the drawer has enough funds in his account, the money will be credited to the
payees account, usually within 2 to 3 business days.

ACH — Automated Clearing House is a secure payment transfer system that connects all U.S. financial
institutions. The ACH network acts as the central clearing facility for all Electronic Fund Transfer
(EFT) transactions that occur nationwide. ACH payments are frequently used by end-user organizations
as the payment method by which to pay their issuer.

8 Under GAS, the auditor is able to draft financial statements, including footnotes, but is not able to implement accounting principles for

them. The auditor can always provide advice and give management tools and templates touse.

% AU-C 265 does not provide examples of circumstances that are ordinarily considered significant deficiencies.
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Wire Transfers — Bank wire transfers are immediate transfers of funds from one bank to another.
Wire transfers are fast and provide real-time processing.

P-Cards — P-Cards are a form of company charge card that allows goods and services to be procured
without using a traditional process. Please refer to section 3.3 of this manual for more detailed
information on Purchasing Cards.

There are a number of ways to effectively manage payments. A P2P professional should consider the
following six ways to effectively manage the disbursement process as described in the table below.

1. Controlled Disbursement - Is a method employed in corporate cash management and
is used to regulate the flow of checks through the banking system on a daily basis.
Controlled Payments mandate a once-daily distribution of checks, which usually
occurs early in the day. Through Controlled Disbursement, organizations can keep
only the funds required to clear the checks presented for the day in the account, and
the rest can be efficiently invested. Organizations simply need to fund the account
with the exact amount needed, pooling the remaining funds for investment or debt
reduction; thus eliminating balances and overdraft charges. Invested funds earn
interest up to the time they are needed to fund payments.

2. Positive Payee - Delivers an additional layer of positive pay protection against
alteration of only the payee name on the check

3. Positive Pay - A cash management service deployed to deter check fraud. Banks
utilize Positive Pay to match the checks a company issues with those it presents for
payment. Any check that is considered to be potentially fraudulent is sent back to the
issuer for examination. Positive Pay identifies the mismatches in check numbers and
amount between what was sent across by the bank in terms of details of checks that
have been issued by them, and the actual checks presented. The company is
immediately notified of any suspicion of fraud, in which event transactions can be
stopped.

4. Reverse Pay - This method of disbursement management is similar to Positive Pay
but in reverse. With Reverse Pay, banks provide details of the checks presented -
serial number, account number, amount, etc., and the company compares the
information with its internal records. The company then lets the bank know which
checks match their internal information, and the bank pays those checks. The bank
verifies the checks that do not match, with the company’s records and will correct any
misreads or encoding errors that may have occurred and will then determine if the
cause is due to fraudulent behavior or is an error. The bank pays only some
exceptions, those that can be reconciled with the company’s internal records.

5. Teller Positive Pay - Enables bank tellers to access the client issue information to
determine if a check presented for cashing at a branch is valid

6. Pooling - This technique is used to offset the cash deficit in one business unit with the
cash surplus in another, which reduces the short term borrowing cost and increases
the short term refunds from investments. This makes the best use of the company’s

net cash position.

28



Risk Management and Monitoring Activities

Monitoring activities can be performed by management or by the board. It isimportant that they are
performed thoroughly and with the knowledge of what to look for. Sometimes people who start small
businesses, executivedirectorsofnonprofitsand board members, may have significantcontent
knowledge related to the entity but know little about accounting processes and internal controls. A well-
designed control performedbysomeonewhodoesn’treally understanditisnoteffective.

Many companies have ineffective internal controls programs due to an overwhelming
amount of controls that don’t adequately consider risk. These organizations are only focused
on testing the controls and not properly evaluating the effectiveness of the control when
conducting a self-assessment or preparing for the annual SOX 404 internal controls
assessment process. A risk-based controls approach properly leverages resources and can
reduce the cost of an overall internal controls program and, more importantly, this approach
ensures that the control properly mitigates the risk. Risk-based controls focus on the key
controls that will mitigate risk within the business process. Failing to take a true risk-based
approach, may result in identifying more controls that the operation needs. The operation
may erroneously focus on perceived “key controls” that do not properly address the risk for
a specific business process.

All companies, regardless of size, structure, nature, or industry, encounter risks at all levels
within their organization. Risks affect each company’s ability to survive, successfully
compete within its industry, maintain financial strength and positive public image, and
maintain the overall quality of its products, services, and people. Since there is no practical
way to reduce risk to zero, management should determine how much risk should be
prudently accepted, and strive to maintain risk within acceptable levels by considering the
implementation of risk- based controls.

Risk is exposure to a potential loss as a consequence of uncertainty. There are global risks
and risks in every phase and stage of a business process, with certain risks of greater
importance during each stage. Understanding the types of risk faced in the within each
process sets the foundation for the development of risk-based controls. Refer to the “Ten Tips
for Implementing Risk-Based Controls,” to get more information on the implementation
process.

Ten Tips for Implementing Risk Based Controls

1. The focus should be on the business process and any sub-processes rather than
just the audit process.

2. The control should be focused on the end-to-end process and its dependencies
rather than just on transactions. Although, the control should address the
accuracy of a transaction, a risk based control addresses the total business process
— not just a single transaction.

3. The expected outcome is to identify and mitigate risk as well determine
opportunities for process improvements within the operation.

4. There should be a focus on risk management rather than solely on current policies
and procedures. Current policies and procedures may be outdated or incorrect.
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5. The goal should be on continual risk assessment coverage through a continuous
controls monitoring (CCM) process.

6. Risk based internal controls facilitate change since they should be updated when
there is a significant change to the business process or if the control is found to
inadequately mitigate a potential risk.

7. This approach should set the foundation for implementing operational metrics
and analytics.

8. Risk based controls can identify risks and business process gaps across financial
operations.

9. Risk based controls can help prevent and detect fraud since they should represent
the end-to-end business process.

10. Risk based controls should always be developed by the business process owners,
but approved by management with well-defined implementation and remediation
plans.

CONTROL ENVIRONMENT

The COSO framework lists the following 5 principles related to the control environment.

CONTROL ENVIRONMENT

Principle 1. The organization demonstrates a commitment to integrity and ethical
values.

There are several points of focus.

Setting the Tone at the Top

The board and management demonstrate the importance of integrity and ethical values to support the
functioning of internal control. Together they set their expectations that values, philosophy, and
operating style will be followed. Some of the documents where this isevident could be:

Mission and values statements

Standardsor codes of conduct

Policies and practices

Operating principles

Directives, guidelines, and other supportingcommunications

Timelyinquiriesand investigationsinto alleged conduct that is inconsistent with the code of conduct
Actions and decisions of management at various levels and of the board of directors

Prompt responses to deviations from expected standards of conduct
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B Informal and routine actions and communication of leaders at all levels of the entity

EXAMPLE

The executive director of a nonprofit organization wanted to find ways to instill the need for ethical behavior in its
staff. Due to the type of entity and its activities, it was difficult to get people together in person. The organization
started a monthly newsletter to communicate with not only the staff but also outsourced service providers,
business partners and other parties to stress the importance of exercising sound integrity and ethical values.
Each edition of the newsletter contained examples of ethical decision making along with a list of resources that
could be accessed to discuss ethical decisions.

Establishing Standards of Conduct

Theboard'sexpectations of managementfor integrity and ethical values are defined in standards of
conductandunderstoodatall levels. These standards of conductguide the organization by:

B Establishing what is right and wrong

B Providing guidance for considering associated risks in navigating gray areas

B Reflecting legal and regulatory expectations bystakeholders

Managementisultimatelyaccountablefor activitiesdelegated tooutsourcedservice providers. To ensure
compliancewiththeentity’sstandardsofconduct, they mustbe subjecttooversight. The following
principles support the effectiveness of an established standard of conduct.

B The company has an established code of conduct that reflects core values of the entity and
provides guidance to employees in making appropriate decisions with respect to ethics and
business conduct matters.

B The company requires periodic written confirmation that knowledge/compliance with the
code is received from various levels of management within the Company.

B The code is printed in a formal document that can be conveniently referenced.

B Management has a process to assess whether employees understand and comply with the
written code of conduct (e.g., confirmations, employee surveys). Results of employee surveys
convey that ethics and business conduct pervades throughout the organization.

B The company, through the ethics office, provides a confidential mechanism for reporting
actual or suspected unethical behavior, suspected impropriety of overriding controls,
violations of the code of conduct or ethics policy, and inquiries regarding appropriate ethical
and business conduct decisions.
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B The confidential reporting systems are tested on an annual basis to ensure that they are
functioning as intended. (Calls placed, emails sent, web used, security—physical/logical, tested
etc.)

— Tested by employees, and the company effectively measures its usage.

— Adatabase is in place to track and report all business conduct and ethics cases for
the company.

— Remedial action is taken as necessary for every business conduct and ethics case
raised.

EXAMPLE

Management of a restaurant chain has created and maintains and distributes the code of conduct and ethical
standards to all the employees. It was originally a model provided by a trade group but it was tailored to the
entity. It is on the company’s website. All of the employees are required to read it at the inception of their
employment. And every year the employees go through a web-based training to further instill these values.

Since the restaurant business has a reputation of improper dealings with vendors and suppliers, the company
also provides this code to the vendors as part of any agreement they sign with them.

The document focuses on the responsibility of the individual to identify and report breaches of the code of
conduct and provides directions on how to report any suspicious behavior or violations observed. Senior
management reviews this document annually with the board and they discuss any risks to the entity. The code of
conduct is revised when there are changes in laws or regulations or new modes of doing business.

Evaluates Adherence to Standards of Conduct and Addresses Deviations in a Timely Manner

B Managementshouldhave processesin place toevaluate conformity of individualsand teamsto the
standardsofconduct. Someredflagsthatmayindicate alack ofadherencetostandardsare:

Tone at top does not effectively convey expectations

— Board does not provide impartial oversight of management
— Decentralization without adequate oversight

— Coercion by superiors, peers, or external parties

— Performance goals that create pressure to cutcorners

— Inadequate channels for employee feedback

— Failure to remedy non-existent or ineffective controls

— Inadequate complaint response process
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— Weak internal audit function
— Inconsistent, insignificant, or unpublicized misconductpenalties

B Deviationsfromthe standards of conductare identified and remedied timely and consistently, using a
process that includes:

— Definingasetofindicatorstoidentifyissuesandtrendsrelated tothe standards of
conduct

—  Establishingcontinual and periodiccompliance procedures to confirm thatexpectations
and requirements are being met

— ldentifying,analyzing,andreporting businessconductissuesand trendstosenior
management and the board

- Evaluating the strength of leadership inthe demonstration of integrity and ethical values
for performance reviews, compensation, and promotions

— Compiling allegations centrally and have them independently evaluated
— Investigating allegations using definedinvestigation protocols
— Implementing corrections timely and consistently

— Periodicallyreviewingissues; searchingfor causesinordertomodifypolicy,
communications, training, or controls

EXAMPLE

A company has policies and procedures to address illegal acts and other violations of the code of ethics such as
kickbacks to suppliers or theft. The policy states that if such an act is identified, it is investigated, and if it is
confirmed, then the entity will terminate the person, revoke access privileges, and then file charges with the
appropriate authorities. The human resources manager will document these steps and then analyze the root
cause of the issue and implement steps to avoid its recurrence. The audit committee gets this report.

An instance of violation was identified by an employee where an employee was obtaining free trips including
lodging and other benefits from a supplier in exchange for continued business. The policy clearly states that
employees are not permitted to accept gifts over $25 from vendors and that all benefits such as free lodging
would be the property of the company. The person who received the kickback was a senior level operations
employee who had been with the organization since its inception. This did not deter the entity from terminating
the person. Since this was not against the law, no charges were filed with the authorities.
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Principle 2. The board of directors demonstrates independence from

management and exercises oversight of the development and performance of

internal control. There are several points of focus.

Establishes Oversight Responsibilities

B  The board identifies and accepts its oversight responsibilities

B Publiccompaniesin manyjurisdictionsare required to have board committeesin specificareas such as
Nominating/Governance, Compensation, Audit, Investment, Finance, Human Resources,
Operations, Legal

Applies Relevant Expertise

B Theboarddefines, maintains, andevaluatesthe skillsneededamongits members. Specialized skills
needed among board members mayinclude:

— Internal control mindset

— Market and entity knowledge

— Financial expertise

— Legal and regulatory expertise

— Social and environmental expertise

— Incentives and compensation

Relevant systems and technology

Operates Independently
The board has sufficient members who are independent and objective.
Provides Oversight for the System of Internal Control

The board maintains oversight of management’sdesign, implementation, and conductof internal control.
This includes Control Environment, Risk Assessment, Control Activities, Information and
Communication, and Monitoring Activities.

Principle 3. Management establishes, with board oversight, structures, reporting
lines, and appropriate authorities and responsibilities in the pursuit of
objectives. There are several points of focus.

Consideration of All Structures of the Entity & Establishment of Reporting Lines of
Responsibility

34



Entitiesare oftenstructured alongvariousdimensionssuchas managementoperatingmodel, legal entity
structures, geographic markets, andrelationshipswith outsourcedservice providers. Many variables must
be considered when establishing organizational structures, including:

® Nature,size,andgeographicdistributionoftheentity’sbusiness

B Risks related to the entity’s objectives and business processes

B Nature of the assignment of authority

m Definition of reporting lines

B Financial, tax, regulatory, and other reporting requirements

B Managementandgovernanceconsiderthesevariablesandtheriskwhenestablishingorchanging the
organizational structure

Defines, Assigns, and Limits Authorities and Responsibilities

B The board of directors delegates authority and defines and assigns responsibility.
Key roles and responsibilities assigned typically include:

— Board stays informed and challenges senior management for guidance on
significant decisions

— Senior management establishes directives, guidance, and control to enable
staff to understand and carry out their duties

— Management executes senior management’s directives
— Personnel understand standards and objectives for their area
— Management and responsible personnel oversee outsourced service providers
— Authority empowers, but limitations of authority are needed so that:
= Delegation occurs only as required
= Inappropriate risks are not accepted
= Duties are segregated to reduce risk of inappropriate conduct

= Technology is leveraged as appropriate to facilitate definition and
limitation of roles and responsibilities

= Third-party service providers clearly understand the extent of their
decision-making authority
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Principle 4. The organization demonstrates a commitment to attract, develop,
and retain competent individuals in alignment with objectives. There are several
points of focus.

Management and the Board Establish Policies and Practices

Policiesand practicesare the entity-level guidance and behavior that reflect the expectationsand
requirements of stakeholders. They provide:

B Requirements and rationale

m  Skills and conduct necessary to support internal control

B Defined accountability for performance of key business functions
B Basis for evaluating shortcomings and defining remedial actions

B Means to react dynamically to change

Evaluates Competence and Addresses Shortcomings

Entitiesdefinecompetence requirementsneeded tosupportachievementof objectives, considering, for
example:

m  Knowledge, skills, and experience needed
B Nature and degree of judgment needed for a specific position
B Cost-benefit analysis of different skill and experience levels

Attracts, Develops, and Retains Individuals

Managementatdifferentlevelsestablishesstructuresandprocessestoattract, train, mentor, evaluate, and
retain employees who fit the entity’s culture and have the needed skills.

Plans and Prepares for Succession

Managementdevelops contingency plansfor assigning responsibilitiesimportant to internal control. The
board, alongwithexecutive management, developssuccession plansfor keyexecutives; trainsand coaches
succession candidates for each targetrole.
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EXAMPLE

Periodic Performance Assessment

A software company periodically reviews the performance of employees with responsibility for owning,
executing, or testing controls over financial reporting. Performance expectations are set at the beginning of each
year, and actual performance is evaluated versus those expectations. Progress is reviewed with employees each
quarter, and more formally at year end. Career advancement is based on these performance ratings.
Management identifies specific areas for improvement, and employees are expected to confer with their manager
to agree on a training and development plan to address these areas.

Principle 5. The organization holds individuals accountable for their internal
control responsibilities in the pursuit of objectives. There are several points of
focus.

Enforces Accountability through Structures, Authorities, and Responsibilities

The tone at the top helps to establish and enforce accountability, morale, and acommon purpose
through:

B Clarity of expectations

B Guidance through philosophy and operating style

®  Control and information flow

B Anonymous or confidential communication channels for reporting ethical violations
®  Employee commitment toward collective objectives

B  Management's response to deviation from standards

Establish and Evaluate Performance Measures, Incentives, and Rewards

B Good performance measures, incentives, and rewards support an effective system of internal control.
Key success measures include:

—  Clear Objectives—consider all levels of personnel and the multiple dimensions of expected
conduct and performance

- Defined Implications—communicate objectives, review relevantmarketevents, and
communicate consequences of failure

- Meaningful Metrics—define metrics, measure expectedvs. actual, and assess the expected
impact

—  Adjustmentto Changes—regularlyadjustperformance measuresbased oncontinual
risk/reward evaluation
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Management and the Board Consider Excessive Pressures

Excessive pressures can cause undesirable side effects. Excessive pressures are most commonly associated
with:

B Unrealistic targets, especially short-term
®m  Conflicting objectives of different stakeholders

B Imbalance between rewards for short-term vs. long-term objectives

Evaluates Performance and Rewards or Disciplines Individuals

Ateachlevel, adherence to standards of conductand expected levels of competence are evaluated, and
rewards allocated or disciplinary action exercised as appropriate.

EXAMPLE
Defining and Communicating the Basis for Reward

Plymouth Life, a regional distributor of cannabis, has implemented a plan designed to identify control
deficiencies as early as possible. This is done by providing departments with credit on their internal audit grade
when they self-report deficiencies which they have identified, rather than waiting for the internal audit
department to find the problem. The company’s rewards system requires departments to achieve certain defined
performance measures; reaching the target is easier for a department which has received an internal audit credit
for self-reported control deficiencies, and a department’s internal control score can affect its compensation and
benefits.

Example Controls

Following are examples of approaches that small- to mid-sized entities can use toimplement controls at the
control environment, along with documentation that they should consider to evidence that control’s
implementation. Adequate documentation makes it easier for the auditor to perform risk assessment
procedures. When the entity does not provide adequate documentary evidence, the auditor is
challenged to accomplish the observation and inspection. Practitioners Publishing Company (PPC)
suggeststhat the auditor observe management’'sand director’'sactionsand attitudes. The author believes
that more tangible supportis necessary, along with corroborative inquiry, since thecontrolenvironment
playssuchavital roleinsetting thestage forall the other componentsof internal control.

Note that the examples listed below are options for the entity. Not every entity will implementevery

control. The auditor’stask is to determine that the control environment is appropriately designed asa
whole, not that every possible control isimplemented.
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Principle 1. The organization demonstrates a commitment to integrity and ethical
values.

Example Approaches that Small- to Mid-Sized Entities Can Use

Aprocessexistshywhichthose chargedwithgovernanceare made aware ofkeydevelopments that may
affect financial reporting.

Management, employees, and othersare made familiar with theentity's policiesand practices with
regardtoethics, accepted operating practices, and positive controlenvironment.

Management acts to remove or reduce incentives or temptations that might prompt personnel to
engage in dishonest, illegal, or unethical acts.

The organization has adopted and communicated to employees and board members, donors,
volunteers, and vendors aspecific policy on conflict of interest that specifies that personnelina
position of trust are not related to each other; employees are prohibited from having business dealings
withcompaniesaffiliatedwith, orwhoactasmajorcustomersorsuppliersof, the organization;
transactions with officials of the organization are adequately controlled and disclosed in the records;
and such transactions occur only in the normal course of business and are approved by the
governing board.

Rewards, such as merit pay and other incentives, foster an appropriate ethical tone.
Management sets realistic financial targets andexpectations.

Management follows ethical guidelines in dealing with external audiences, including suppliers,
contributors, creditors, insurers, etc.

Relationships with professional third parties are periodically reviewed to ensure the entity
maintains association with reputable parties.

"Risk appetite,” or amount of risk the entity is willing to accept, associated with each new ventureis
discussed and influenced by the entity'scultureand operating practices.

Managementexemplifies attitudesandactionsin line with its mission, vision, and values to support an
effective control environment.

Managementgivesappropriateattentiontointernalcontrolsandcorrectsanyknownweaknesses in
internal controls on a timely basis.

Management regards the accounting function asameans for monitoring and exercising control over
the entity's various activities.

Managementadoptsaccounting policies thatare appropriate for the entity and consistent with GAAP
or an other comprehensive basis of accounting (OCBOA).

Managementsetsthetonethathigh-qualityand transparentfinancial reporting isexpected.

Management establishes human resources policies and procedures that demonstrate its commitment to
integrity, ethical behavior, and competence.

Employeerecruitmentand retention practicesfor keyfinancial positionsare guided by principles of
integrity and by the necessary competencies associated with the positions.
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There are formal policies and procedures to evaluate employee performance and compensation.

Job performance and competencies are periodically evaluated and reviewed with each employee.

Principle 2: The governing board demonstrates independence from management
in exercising oversight of the development and performance of internal control
over financial reporting.

The makeup and general construction of the governing board and itscommittees are appropriate and
adequate given the nature of the entity.

Those chargedwithgovernance are sufficiently involved with the entity toaddressimportant oversight
responsibilities.

Those charged with governance provide inputand oversight of the entity's financial statements,
including the application of GAAP or a Special Purpose Framework (SPF) and use of accounting
judgments.

Aprocessexistsbywhichthose chargedwithgovernanceare made aware ofkeydevelopments that may
affect financial reporting.

Thegoverningboardissufficiently independent of managementsothat necessary questionsare raised.

Principle 3: With board oversight, management establishes structures, reporting
lines, and appropriate authorities and responsibilities to achieve financial
reporting objectives.

The organizational structure is commensurate with the entity's activities.

Management periodically evaluates the entity's organizational structure and makes necessary changes
based on changes in its activities and/or industry.

Theentity defineskeyareasofauthorityandresponsibility, including management's responsibility for
entity activities, and how they affect the entity asawhole.

Thereisastructure for assigning ownership of data, including who isauthorized to make and/or
modify transactions.

Thereare policies for offering new services, conflicts of interest, and security practices thatare
adequately communicated to all employees in the organization.

Aprocessexiststosupporttheidentificationand disclosure of related party relationshipsand
transactions.

Principle 4: The entity demonstrates a commitment to attract, develop, and retain
competent individuals in alignment with financial reporting objectives.

Management establishes human resources policies and procedures that demonstrate its commitment to
integrity, ethical behavior, and competence.

Human resources policies and procedures are clearly communicated to employees and issued, updated,
and revised on a timely basis.
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Employeerecruitmentand retention practices for keyfinancial positionsare guided by principles of
integrity and by the necessary competencies associated with the positions.

There are formal procedures for the hiring (recruiting) and retention of employees.
There are formal policies and procedures to evaluate employee performance and compensation.

Job descriptions, reference manuals, or other forms of communication inform personnel of their
duties.

Theentity establishescompetencies (knowledge, skills, abilities, and credentials) prior to hiring of key
positions.

Employeestend to have the competence and training necessary for their assigned level of
responsibility or the nature and complexity of the entity's activities.

Job performance and competencies are periodically evaluated and reviewed with each employee.
All departments are appropriately staffed.

Managementdemonstratesacommitmentto provide sufficientaccountingand financial personnelto
keeppacewiththegrowthand/orcomplexity of theentity'sactivities.

Principle 5: The entity holds individuals accountable for their internal control
responsibilities.

A code of conduct or ethics policy exists.

Management, employees, and othersare made familiar with theentity's policiesand practices with
regardtoethics, accepted operating practices,and positive controlenvironment.

Management acts to remove or reduce incentives or temptations that might prompt personnel to
engage in dishonest, illegal, or unethical acts.

Rewards, such as merit pay and other incentives, foster an appropriate ethical tone.
Management sets realistic financial targets andexpectations.
There are formal policies and procedures to evaluate employee performance and compensation.

Employeesareempoweredtocorrectproblemsorimplementimprovementsintheirassigned
processes.

Job performance and competencies are periodically evaluated and reviewed with each employee.

Auditor’s Understanding of the Control Environment

The auditor isrequired to perform risk assessment procedures on the entity’s control environment. This is
also referred to as the auditor’s understanding of internal controls. A strong control environment
will be very important in setting the tone from the top and will encourage commitment to competency and
accountability, thereby helping to preventerrors. A strong control environment will also help to prevent
fraud.
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AU-C 315 states that as a part of understanding the control environment, the auditor should
consider the design and implementation of the entity’s programs and controls to address fraud that are
discussed in AU-C 240, Consideration of Fraud in aFinancial Statement Audit. For example, one of
the controls noted above is the prompt follow-up on communication of unethical behavior and the
punishmentofemployees, regardlessoftheir positionintheentity, ifthereisafraudulentactor conflict
of interest. The auditor will want to consider the various facets of the control environment.

The number of controls that the entity has is less important than whether they, taken as whole, evidence
an adequate control environment.

AU-C 315 provides guidance as to the extent of understanding of the control environment that is required.

“The auditor should obtain sufficient knowledge of the control environment to
understand attitudes, awareness and actions of those charged with governance
concerning the entity’s internal control and its importance in achieving reliable
financial reporting. Inunderstanding the control environment, the auditor should
concentrateontheimplementationofcontrolsbecausecontrols maybe
established but not acted upon.”

The following template could be used by the auditor to document the auditor’s understanding of the

control environment.

EXAMPLE 1A

TEMPLATE FOR AUDITOR’S DOCUMENTATION OF UNDERSTANDING

Control

Procedures Performed

Employees are provided with a vehicle to report
any observed behavior or suspicions of behavior
that violate the code of ethics. When employees
are hired, they are told about the hotline and
given a card with the telephone number on it.
There are also notices that are conspicuously
posted in the employee break room with the
hotline number.

Discussed procedure with the audit committee
chair and corroborated with CFO. Also discussed
with various employees whether or not they
knew there was a hotline and their beliefs about
whether or not it is effective. From the
discussions, | believe that the control is well
designed.

Due to the size of the entity, the chair of the audit
committee receives reports from the hotline
entity and assigns follow-up to management
unless management is implicated in the call.

| inspected the communications to employees
about the hotline on the intranet and in the
break room. Also inspected the hotline log and
discussed the calls and procedure with the audit
committee chair. Also noted evidence of follow-
up and disposition of calls. Control appears to be
implemented.

Audit committee chair follows up on the
disposition of all calls.

Operating effectiveness of the control was tested
by the same procedures used in gaining
understanding. Due to the nature of the control,
no further testing is necessary. Control appears
to be operating effectively during the period
under audit.
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Following is another example of how the auditor’s risk assessment procedures might be documented.

EXAMPLE 1B

TEMPLATE FOR AUDITOR’S DOCUMENTATION OF UNDERSTANDING

Observation and
Inspection of

Implementation
Control Summary and
Environment | Summary of Designed |Evidence of | Corroborative |Operating Effectiveness
Principle Control Effectively? | Control? Inquiry (If Control is Tested)
Top Operating effectiveness
management of the control was tested
has developed by the same procedures
aclear Noted code of used in gaining
statement of ethics in new understanding. Due to
values or employee the nature of the control,
ethical packets. Noted no further testing is
concepts that is evidence in board | necessary. Control
understood by Code minutes of appears to be operating
Integrity and key employees of discussion of code | effectively during the
ethical values and the board Yes ethics of ethics. period under audit.
Operating effectiveness
Hotline run of the control was tested
Processes are in by an by the same procedures
place to independe used in gaining
monitor the nt entity understanding. Due to
entity’s and with the nature of the control,
compliance calls Discussed hotline | no further testing is
with principles reported to procedures with necessary. Control
of sound the chairof | chair of the BOD appears to be operating
Integrity and integrity and the board and inspected effectively during the
ethical values ethical values Yes of directors | hotline log. period under audit.
Operating effectiveness
of the control was tested
Deviations from by the same procedures
principles are used in gaining
identified in a understanding. Due to
timely manner, Inspected hotline | the nature of the control,
addressed, and log noting follow- | no further testing is
remediated at up and necessary. Control
the appropriate Hotline log disposition of the appears to be operating
Integrity and level of the evidences calls during the effectively during the
ethical values entity Yes follow up year. period under audit.
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EXAMPLE 2A

TEMPLATE FOR AUDITOR’S DOCUMENTATION OF UNDERSTANDING

Control

Procedures Performed

The board of directors participates in
establishing the strategic direction of the entity.
Management reviews the financial statements

Reviewed the minutes of the board meetings,
noting that management reviewed the financial
statements with the board before they were
issued (prior year), that the meetings were held

with the board of directors before they are

issued.

quarterly and that a member of the board
reviewed management’s estimates.

Board meetings are held every quarter and a
majority of the board members participate.

A member of the board with financial expertise
reviews estimates made by management.

Also corroborated with the chair of the board
that they are committed to accurate financial
reporting and challenge management when
there are issues/decisions that they do not
understand or with which they disagree.

EXAMPLE 2B

TEMPLATE FOR AUDITOR’S DOCUMENTATION OF UNDERSTANDING

Control Summary | Observation and Operating
Environment Designed |Evidence of| Inspection of Effectiveness (If
Principle Summary of Control | Effectively? | Control? | Implementation | Controlis Tested)
Active The board of directors Yes Minutes of | Noted evidence | Operating
participation | participatesin the board of controls, effectiveness of the
by members | establishing the meetings including control was tested
of the board strategic direction of commentary by by the same
inthe the entity. the board. procedures used in
governance ) gaining
process. Management reviews understanding. Due

the financial statements
with the board of
directors before they
are issued.

Board meetings are held
every quarter and a
majority of the board
members participate.

A member of the board
with financial expertise
reviews estimates

made by management.

to the nature of the
control, no further
testing is
necessary.

Based on review of
all of the quarterly
board minutes,
control appears to
be operating
effectively during
the period under
audit.

44




Note thatin the case of entity level controls, the procedures performed to gain an understanding may be
sufficientto constitute atestofcontrols. Inthe example above, there isnothing further for the auditor
toexamine. Inthe case of acontrol suchasemployee acknowledgements of the code of conduct, the
auditor could take a sample of board members and employees and obtain acknowledgements for

them.

Examples of internal control objectives and related anti-fraud programs and controls follow:

Control Objective

Example Control

Create an ethical
culture

Management is evaluated, in part, on the standard and example that they
set for employees

Management creates policies that create a positive environment for
employees without fear of reprisal for reporting unusual occurrences

Background checks and other policies reduce the risk ofhiring
employees that are not ethical

Allincidents of alleged fraud are investigated promptly and actionis
taken to discipline offenders regardless of position in the entity

Periodically assess
anti-fraud controls

Management performs an assessment of the risk of fraud andidentifies
areas where fraud could possibly occur

Management makes changes to the entity’s process and controlsto
mitigate identified risks

Internal controls are specifically put in place to address identified
fraud risks

Anti-fraud
oversight process

Board of directors provides effective oversight and has the appropriate level
of financial expertise

Management’s identification of fraud risks

Implementation of effective anti-fraud measures

The topic of fraud is discussed more fully in the following Risk Assessment section.
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RISK ASSESSMENT
The COSO framework lists the following four principles related to the risk assessment process:
RISKASSESSMENT

Principle 6. The organization specifies objectives with sufficient clarity to enable
the identification and assessment of risks relating to objectives.

There are several points of focus.

Operations Objectives

B Reflects management’s choices

®m  Considers tolerances for risk

B Includes operations and financial performance goals
B Forms a basis for committing of resources

External Financial Reporting Objectives

®  Complies with applicable accounting standards

B Considers materiality

B Reflects entity activities accurately and clearly
External Non-Financial Reporting Objectives

B Complies with externally-established standards and frameworks
B Considers the required level of precision

B Reflects entity activities accurately and clearly
Internal Reporting Objectives

B Reflects management and the board’s choices

B Considers the required level of precision

B Reflects entity activities

Compliance Objectives

m Reflectsexternal lawsand regulationsand provisionsof contractsand grants, if applicable

B Considers tolerances for risk
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EXAMPLE
Specifying Objectives

The board of directors and management of Seaboard Yacht Charter LLC set an overall financial reporting
objective of preparing reliable financial statements in conformity with U.S. GAAP. Then management set more
detailed financial reporting objectives and sub-objectives for major accounts and activities of Seaboard’s
multinational operations, including financial statement assertions, accounting policies, and qualitative
characteristics of accounts and activities.

For example, management has created objectives related to the existence and completeness of financial
statement assertions of related transactions in the areas of sales, purchasing, and payroll.

These objectives and sub-objectives are reviewed annually by financial management, taking into account their
continued relevance and suitability to the company’s accounts and activities, as well as environmental changes
such as issuance of new or revised accounting standards or changing commercial trends.

Principle 7. The organization identifies risks to the achievement of its objectives
across the entity and analyzes risks as a basis for determining how the risks
should be managed. There are several points of focus.

Includes Entity, Subsidiary, Division, Operating Unit, and Functional Levels

Entity-level risk identificationisatahigh level and does notinclude assessing transaction-level risks.
Process-level risk identification is more detailed and includes transaction-level risks. Management also
assesses risks fromoutsourced service providers, key suppliers, and channel partners.

Analyzes Internal and External Factors

B Managementrealizes that risk is dynamic and considers the rate of change in risks. If arate of change
increases, managementwill accelerate the frequency of risk assessment.

B Management evaluates the external factors affecting entity-level risk including:

Economic

— Natural environment
— Regulatory
— Foreign operations
— Social
— Technological
B Managementevaluates the internal factors affecting entity-level risk including:

— Infrastructure and use of capital resources
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— Management structure

— Personnel, including quality, training and motivation

— Access to assets, including possibilities for misappropriation

— Technology, including possibility of IT disruption
B Managementsolicitsinputfromemployeesastotransaction-level risks (also seecontrol activities).
Involves Appropriate Levels of Management
Effectiveriskassessmentmechanismsmatchanappropriate level of managementexpertisetoeach risk.
Estimates Significance of Risks Identified

B Management assesses the significance of risks using criteria such as:

— Likelihood of risk occurring and impact

— Velocity or speed to impact upon occurrence of the risk

— Persistence or duration of time of impact after occurrence of risk
Management Determines How to Respond to Risks
B Risk responses fall within the following categories:

— Acceptance — no action taken

— Avoidance — exiting the risky activities

— Reduction —action taken to reduce likelihood, impact, or both

— Sharing—transferring part of the risk, for example, insurance, joint venture, hedging, or
outsourcing

B Inrelation to risk responses, management shouldconsider:
—  Which response aligns with entity’s risk tolerance
— Segregation of duties needed to get intended significance reduction

— Cost/benefit of response options
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EXAMPLE

Considering Changes in Information Systems

Compassion LLC cultivates and dispenses cannabis-related products with operations in three locations. Ram
Gupta, the CEOQ, conducts monthly meetings with senior managers to solicit their insights, and present his, on any
newly-identified risks. This includes risks related to changes in activities, systems, or personnel processes, as well
as any others that may impact financial reporting. The group then develops response strategies to address these
new risks.

Principle 8. The organization considers the potential for fraud in assessing risks
to the achievement of objectives. There are several points of focus.

Management and the Board Have an Awareness of How Fraud Can Occur and Considers
Various Types of Fraud

B They consider the potential for fraud in the following areas:

— Fraudulent financial reporting

Fraudulent non-financial reporting

— Misappropriation of assets

Illegal acts

B As part of the risk assessment process, management identifies various fraud possibilities, considering:

Management bias

— Degree of estimates and judgments in external reporting

— Fraud schemes and scenarios common in theindustry

— Geographic regions

— Incentives

— Technology and management’s ability to manipulate information
— Unusual or complex transactions

— Vulnerability to management override
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Management Assesses Incentives and Pressures

Management reviews the entity’sincentives structure to identify incentives that may be too strong and
become pressured to commit fraud. This reviewis performed in the context of opportunities, attitudes,
and rationalizations that may allow or support fraud related to each incentive.

Management Assesses Opportunities for Fraud to Occur

B Opportunity refersto the ability toacquire, use, or dispose of assets, which may be accompanied by
altering the entity’s records.

B The likelihood of loss of assets or fraudulent external reporting increases when there is:
— Acomplex or unstable organizational structure

- Highemployeeturnover,especiallyinaccounting, operations, risk management, internal
audit, or technology

— Ineffectively-designed or poorly-executed controls

Ineffective technology systems

Management Assesses Attitudes and Rationalizations

Attitudes and rationalizations by individuals engaging in or justifying inappropriate actions may include:
®  Considers it “borrowing,” intends to repay

®m  Believesentity “owes” them something because of some form of job dissatisfaction

®  Doesn’t understand or care about consequences

B Doesn't understand or care about accepted ideas of decency and trust

EXAMPLE
Assessing Fraud Risk

Miriam Watson is Chief Compliance Officer at CanniGrow, LLC. During her annual fraud risk assessment, Miriam
interviews management at all of its locations about the state of fraud issues. The risk assessment continues with
her review of inventory and shrinkage methodology, whistleblower reports, and historical fraud activities. She
also looks at the number of manual versus automated journal entries and the number of entries that are made
late due to subjective estimates, interviews HR personnel, and reviews staff files. Applying her historical
knowledge to this information, she develops a preliminary assessment of the current fraud risk situation,
including the attitude of local management toward fraud tolerance.

After completing her assessment, Ms. Watson submits her report to the audit committee.
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Principle 9. The organization identifies and assesses changes that could
significantly impact the system of internal control. There are several points of
focus.

Management Assesses Changes in the External Environment

Management considers changes that have taken place or will occur shortly in:
B Regulatory environment
®  Economic environment

B Physical environment

Management Assesses Changes in the Business Model

Management considers changes in the business model, such as:
B New or dramatically altered business lines

B Altered service delivery system

m  Significant acquisitions and divestitures

B Foreign operations, especially expansion or acquisition

B Rapid growth

B New technology

Management Assesses Changes in Leadership

Management considers significant personnel changes:

B Anew member of senior management may not understand the entity’s culture, or may reflecta
different philosophy or focus on performance to the exclusion of control-related activities.

RISKASSESSMENT PROCESS

Thefocusriskoffraudanderrorisnotnewbutitisoneofthe pointshighlightedaschangedinthe 2013
framework. When management assesses the risk of fraud or error, the various internal and external
factorsnoted aboveare considered. Thentheyare evaluated against the likelihood that they could occur
and the magnitude if they did.

Risk assessments can be improved using benchmarking techniques and analytics. Some financial
benchmarks that could be used might be financial such as sales (per location), gross margin (total and by
significant product), payroll in total, other significantinputs in total, days in accounts receivable,
inventoryturnover,daysinaccountspayable, level of reserves, currentratio,and debtservice
coverage.
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To test the volume out of the changes in financial stamen accounts, statistics that can be used are units
sold, unitsproduced, inventoryunitson hand, and full-time equivalentemployees.

Managementshould performavertical analysis that compares the expense categoriesasapercentage of
revenue. Thiswill help toevaluate the level of expenses considering changesinvolume due to sales. The
horizontal review should be conducted as well to see the changes overall. In addition, a
comparison of budget to actual is a meaningful and helpful review procedure.

Diagnostics could be run using data extraction software to help understand risk which might include:
B Vendors with the same addresses asemployees

m  Vendors with P.O. boxes

B Duplicate payments

B Cash levels from week to week (focus on cash received)

B Journalentriestoexamine (evaluate those thatare notroutine, especially as it relates to writing off
assets)

Depending on the industry, there may be other types of queries that are meaningful.

Following are examples of approaches that small- to mid-sized entities can use to implement
controls dealing with the client’s risk assessment process along with documentation that they
should consider to evidence that control’s implementation. Adequate documentation makes it
easier for the auditor to perform risk assessment procedures. When the entity does not
provide adequate documentary evidence, the auditor is challenged to accomplish the
observation and inspection. Since many smaller entities do not have formal risk assessment
processes, the only procedures the auditor may be able to perform are corroborative inquiry.

Note that the examples listed below are options for the entity. Not every entity will
implement every control. In fact, smaller companies may not have formal risk assessments.

The auditor’s task is to determine that the risk assessment function is appropriately designed
as a whole, not that every possible control is implemented.

Example Approaches that Small- to Mid-Sized Entities Can Use

Principle 6: The entity specifies objectives with sufficient clarity to enable the
identification and assessment of risks relating to financial reporting objectives.

B Managementadoptsaccounting policies thatare appropriate for the entity and consistentwith GAAP
(or a SPF).

B Entity objectivesare established, communicated, and monitored. The key elements of the entity's
strategic plan are communicated throughout the entity.

B Financial reporting objectives align with the requirements of GAAP (or a SPF).
B Managementidentifiesrisksrelatedtolawsorregulationsthatmayaffectfinancial reporting.

B Theaccounting department hasaprocessin place to identify and address changes in GAAP (or a SPF).

52



Principle 7: The entity identifies risks to achieving its objectives and analyzes
risks to determine how the risks should be managed.

Mechanisms are in place to identify risks potentially affecting the achievement of the
entity's objectives, including (1) changes in operating, economic, and regulatory
environments; (2) participating in new programs or activities; (3) offering new services;
(4) communication at various levels of management; (5) application processes; and (6)
informationtechnology infrastructure and processes.

Periodicreviewsare performedto, amongother things, anticipate and identify routine events or
activities that may affect the entity's ability to achieve its objectives.

Riskspotentiallyaffecting theachievementoffinancial reportingobjectivesare identified.
Managementidentifiesrisksrelated tolawsor regulationsthat may affectfinancial reporting.

Risks related to the ability of anemployee to initiate and process unauthorized transactions are
appropriately identified.

Management identifies all significant relationships including service providers, suppliers, donors,
volunteers, creditors, etc.

Periodic risk assessments are reviewed bymanagement.

Management develops plans to mitigate significant identified risks, including designing and
implementing appropriate controls.

Principle 8: The entity considers the potential for fraud in assessing risks to the
achievement of financial reporting objectives.

Fraud risk assessments are an integral part of the risk identification process.

Theentity'sassessmentoffraudrisk considersincentivesandpressures, attitudes, and rationalizations
as well as the opportunity to commit fraud.

Theentity's assessment of fraud risk considers risk factors relevanttoits activitiesand to the
geographic region in which it operates.

Theentity assesses the potential for fraud in high-risk areas, including revenue recognition,
management override, accounting estimates, and nonstandard journal entries.

Those charged with governance (if separate from management) understand and exercise oversight of the
entity's fraud risk assessment process.

Principle 9: The entity identifies and assesses changes that could significantly
impact the system of internal control.

Managementhasestablishedtriggersfor reassessmentofrisksaschangesoccur thatmayimpact
financial reporting objectives (e.g., new accounting principles, nonroutine transactions, new
products, etc.).

Managementcommunicates the risk assessmentand changesinthe businessenvironmenttoall
appropriate employees.
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B Budgets/forecastsare updated during the year to reflect changes in the entity's activities.

Given the extent of risk in today’s business environment and the prevalence of fraud, it isimportant for
management to consider performing amore formal risk assessment to include the risk of fraud or error. For
each financial statement line item, the entity would assess the quantitative and qualitative aspects
involved.

B Impact on the financial statements (quantitative) — this would be as a percentage of the total; that
is, for balance sheet accounts, a percentage of total assets; for income statement accounts, a
percentage of revenue.

— Amanufacturing company looks at the impact of changes in the price of inputs which have
increased over the year to determine the risk and relates the magnitude to cost of sales and
inventory accounts.

B Account characteristics — these would be quantitative and qualitative assessments considering the
volume of transactions processed through the account, accounting complexity, judgment required,
and regulations.

— A small city government that recently annexed a portion of a previously-
unincorporated county assesses the impact of the change involume to the information
technology presently used.

B Businessprocesscharacteristics—complexity ofthe process, centralizationofthe process,
presence of external relationships within the process (vendors, customers, creditors, other related
parties).

— Achainofretail storeswith locationsinseveral citiesassesses therisk of ashared-services
arrangement to improve economies of scale.

B Fraud risk—assesseach account for the potential for fraudulent financial reporting or
misappropriation of assets.

— Acannabisdispensaryassessesthe risk of misappropriation ofassetsinlightofthe
organization’scharacteristics—risk of managementoverride, lack of segregation of duties,
and a significant amount of revenue received in the form of cash.

B External factors — consider competition, market forces, industry conditions, regulatory and
political environment,and changesintechnology, supply sources, customer demands, or creditor
requirements.

B Entity level factors—numbers of personnel, qualifications, disruptions in information systems
processing, changes in personnel or responsibilities, employee access to assets, and segregation of duties.

— Asmallfamily-owned company has inexperienced accounting staff. Thereisalso alack of
segregationofduties. The owners performeda “risk assessment” to determine how to best
handle the risk associated with error as well as fraud.

Documentation could take the form of a rating for each risk identified from 1-5 (low to high). Risks could

be prioritized asto their likelihood of occurrence and the magnitude of the misstatement that could
result if they did occur.
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Auditor’s Risk Assessment Procedures Related to the Risk Assessment Process

Theauditorisrequiredto performrisk assessmentproceduresontheclient’'sriskassessmentprocess. AU-C
315 provides guidance on the extent of understanding of the risk assessment process that is required.

“Theauditor should obtain sufficientknowledge of the entity’srisk assessment processto
understand how management considersrisks relevant to financial reporting objectives
and decidesaboutactionstoaddressthose risks.”

Since many smaller entities do not have aformal risk assessment process, the auditor will want to focus on
management’s processes and decisions, as follows:

B Whatprocessdoesmanagementusetoidentifybusinessrisksrelevanttofinancial reporting?
B How does management evaluate and prioritize risks?

B Whatprocessis used to estimate the likelihood of their occurrence and the magnitude of the impact
on the financial statements if they did?

B How does management decide what actions to take to manage risks?

AU-C 315 acknowledges that most smaller entities do not have a formal risk assessment process and states
that, in this case, the auditor should discuss with management and those charged with governance
how they identify and address risks to the business. This can be accomplished in the form ofaparagraph.
However, with the new focus by the COSO onthe risk assessment process, the auditor should consider
whether the procedures performed are sufficient.

EXAMPLE

The entity does not document a formal risk assessment process. Based on my discussions with
management, it appears that risks are adequately evaluated by the entity. The president reviews the
financial statements and performs analytical reviews on the statements monthly. In addition, she discusses
risk with her attorney and members of her family who sit on the board. Management believes that the fraud
programs and controls are effective and would prevent or detect fraud.

INFORMATION AND COMMUNICATION

The COSO framework lists the following three principles related to the information and communication
components of internalcontrol.

Principle 13. The organization obtains or generates and uses relevant, quality

information to support the functioning of internal control. There are several points
of focus.
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Management Identifies Information Requirements

Obtainingrelevantinformationrequiresmanagementtoidentifyanddefineinformation requirements
attherelevantlevel and with requisite specificity. Thisisan ongoingand iterative process.

Management Captures Internal and External Sources of Data

Information is received from a variety of sources and in a variety of forms, for example:

B Internal data:

— Organizational changes
— On-time and quality production experience
— Actions in response to energy consumption metrics
— Hours incurred on time-based projects
— Units shipped in a month
— Factors impacting customer attrition
— Complaint on manager’s behavior
B Internal data sources:

Email

— Inspections of production processing
— Committee minutes, notes
—  Personnel time reports
— Manufacturing systems reports
—  Customer surveys
—  Whistleblower hotline
B External data:
— Products drop-shipped
— Competitor information
— Market and industry metrics

— New or expanded requirements
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— Opinions about the entity
—  Customer preferences
—  Claim of misuse of funds, bribery

External data sources:

Data from outsourced providers
— Industry research reports

—  Peer company earnings reports
— Regulatory bodies

— Social media, blogs

—  Trade shows

—  Whistleblower hotline

Risks can arise in several ways that are internal or external to the entity. For example:

Management Ensures that the Systems Processes Relevant Data into Information

Informationsystemscaptureandprocesslarge volumesofdatafrominternalandexternal sources into
meaningful, actionable information to meet defined information requirements.

Management Ensures that Systems Maintain Quality throughout Processing

Maintaining quality of information is necessary to an effective internal control system. The quality of
information depends on whether itis:

Accessible — easy to obtain by those who need it

Correct — accurate and complete

Current — most recent

Protected — access to sensitive data restricted to authorized personnel
Retained — properly and securely stored

Sufficient—enough information, right level of detail, extraneous eliminated
Timely — available when needed

Valid — represents events that actually occurred

Verifiable — supported by evidence from the source
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Management Considers Costs and Benefits of Internal Controls

The nature, quantity, and precision of information communicated are commensurate with and support
the achievement of objectives.

EXAMPLE

Conducting Quarterly Interviews of Operations and Other Management

Newfeel, LLC is a supplier of cannabis edibles to local dispensaries. The controller, Arnold Zimmer, is responsible
for a monthly evaluation of inventory reserves. In the past, there were problems with this evaluation because of
significant fluctuations in usage trends, customer product preferences, purchase commitments and other
unanticipated changes.

As a result, Arnold now uses reports from the company’s information system to identify unanticipated or unusual
trends or changes in inventory inflows, outflows, and balances. He then meets monthly with several department
heads to collect additional information affecting inventory. Based on these meetings, Arnold reviews inventory
reserve policies including how they were calculated in the past, and prepares updated reserve requirements. He
then submits his report to the CFO for review and approval.

Principle 14. The organization internally communicates information, including
objectives and responsibilities for internal control, necessary to support the
functioning of internal control. There are several points of focus.

Management Communicates Internal Control Information

Communication of information conveyed across the entity include:

B Policiesandproceduresthatsupportpersonnelin performing theirinternal control responsibilities

Specified objectives
B Importance, relevance, and benefits of effective internal control
®  Rolesand responsibilities of management and other personnel in performing controls

B Expectationsof the organization to communicate within the organization any significantinternal
control matters including weakness, deterioration, or non-adherence

Management Communicates with the Board of Directors

Communication between managementand the board provides the board withinformation needed to
exercise its oversight responsibility for internal control. Frequency and detail must be sufficient to
enable the board to timely respond to indications of ineffective internal control.
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Management Provides Separate Communication Lines

Forinformationtoflowup, down, andacrossthe organization, there must be open channels of
communication and a clear willingness to report and listen. In some circumstances, separate lines of
communicationare needed, such aswhistleblower and ethicshotlinesand anonymousor confidential
reporting via information systems.

Management Selects Relevant Method of Communication

Clarity of information and effectiveness with which itiscommunicated are important to ensure messages
arereceived asintended. Communication can take such formsas:

B Dashboards

B Email

B Live or on-line training
B Memos

B One-on-one discussions
B Performance evaluations
B Policies and procedures
B Presentations

B Social media postings

B Text messages

B Webcast and other video

B Website or collaboration site postings

Managementconsidersthatwhenchoosingacommunication medium, formessagesthatare
transmitted orally, tone of voice and nonverbal cues are very important. In addition, cultural, ethnic, and
generational differences can affect how messages are received.

Managementisaware that communications relevant to internal control may require long-term retentionor
employee reviewand acknowledgement (e.g., code of conduct, corporate security).

Management is aware that time-sensitive communications may be more cost-effectively delivered through
informal media such as email, text messaging, or social media.

Managementisaware thatcommunicationssolely through formal means (e.g., official memos) may not

reach their intended audience and may not receive return communications from those more
comfortable with email, text messages, social postings,etc.
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EXAMPLE
Using Communications Programs to Reinforce Internal Control

Casas Por Todos is an international charity that operates in four countries in South America, constructing houses
for those who could not otherwise afford them. The CEQ, Jim Carrera, frequently travels to Casas Por Todos sites
around the world to keep in contact with the charity’s local staff, but between visits uses broadcast emails to
keep relevant staff updated on accounting, finance, and other external financial reporting related issues. He also
uses local visits to reinforce expectations that staff follow internal control policies and practice strict adherence
to laws and regulations. The CFO, Tammy Vining, also travels and uses emails to discuss topics on business
objectives and goals, and progress toward them. On her local visits, she meets with staff to find out how well they
understand the charity’s key business and financial goals and to also reinforce understanding and appreciation
of internal control policies.

EXAMPLE

Preparing Financial and Internal Control Reporting Package for Discussion with the Board

Beyond Logistics Corp. is a private space launch firm and has a contract with NASA to deliver cargoes to the
International Space Station. Senior management at Beyond Logistics has prepared a financial and internal
control report package for the upcoming board of directors’ meeting. The package includes quantitative and
qualitative internal control as well as financial reporting information, highlighting trends and other matters
requiring the board’s attention. It includes discussion of the dollar impact of significant adjustments, estimated
impact of deficiencies, new regulatory requirements, changes in accounting policies, and significant changes in
the company’s financial statements and disclosures. Management prepares an analytical review for the board.
The analytic not only evaluates the changes from one period to the next, it also looks at quantitative information
by unit. This type of review is very important because the operating statement line items will fluctuate due to
volume and this analysis helps the board to understand which fluctuations are due to changes in volume of sales
and which are due to price increases.

Management delivers the package to board members early enough to allow members adequate time to review it
before the meeting.

Principle 15. The organization communicates with external parties regarding
matters affecting the functioning of internal control. There are several points of
focus.

Management Ensures that the Level of Communication to External Parties is Appropriate

Managementdevelopsand implements controlsthat facilitate external communication. Outbound
communication should be viewed distinctly from external reporting. Communication to external parties
allows themto readily understand events, activities, or other circumstances that may affect how they
interact with the entity.
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Management Enables Inbound Communications

Communications from external parties may provide important information on the functioning of the
entity’s internal control system. These can include:

B Qutsourced independent internal control assessment
B Auditor’s internal control assessment

B Customer feedback, especially complaints

®  New or changed laws, regulations, etc.

B Regulatory compliance review results

®  Vendor questions, especially payment complaints

B Social media postings, especially on entity-sponsoredsite

Management Enables Communications from External Parties to the Board of Directors

Relevantinformationresulting fromassessmentsconducted byexternal partiesiscommunicatedto the
board.

Management Provides Separate Communication Lines

Separate communicationchannels, such aswhistleblower hotlines, arein place and serve asfail-safe
mechanisms to enable anonymous or confidential communication when normal channels are
inoperative or ineffective.

Management Selects Relevant Method of Communication

The medium by which management communicates externally affectsits ability to obtain information
needed aswell asto ensure that key messages about the organization are received and understood. It
shouldtakeintoaccounttheaudience, natureofthecommunication, timeliness,andanylegal or
regulatory requirements.

Following are examples of approaches that small- to mid-sized entities can use to implement controls
related to communication, along with documentation that they should consider to evidence that
control’simplementation. Adequate documentation makes it easier for the auditor to performrisk

assessment procedures. When the entity does not provide adequate documentary evidence, the auditor

is challenged to accomplish the observation and inspection.

Note that the examples listed below are options for the entity. Not every entity will implement every

control. Theauditor’s task is to determine that the communications processisappropriately designed as a

whole, not that every possible control is implemented.
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Example Approaches that Small- to Mid-Sized Entities Can Use

Principle 13: The entity obtains or generates and uses relevant, quality
information to support the functioning of internal control over financial
reporting.

Relevantoperating information is used to develop accounting and financial informationand servesasa
basisfor reliable financial reporting. Operatinginformation is used as the basis for accounting
estimates.

Accounting procedures are sufficiently formal that management can determine whether the control
objective is met, documentation supporting the proceduresisin place, and personnel routinely know
the procedures that need to be performed.

Dataunderlying financial statementsare captured completely, accurately,andtimely, in accordance
with the entity's policies and procedures and in compliance with laws and regulations.

Principle 14: The entity internally communicates information, including
objectives and responsibilities for internal control, to support the functioning of
internal control over financial reporting.

Financial personnel meet with line management to discuss operating results.

Information is collected in time to permit effective monitoring. Established and agreed-upon
deadlinesexist for period end reporting, which include review by management.

The current chart of accounts is adequate to maintain accountability and provide for the level of detail
that is required for the entity to manage.

Management communicates information about the functioning of internal control over financial
reporting on a timely basis with those charged with governance.

Employees receive adequate information to complete their job responsibilities.

Management has developed communication approaches that specify individual responsibilities in
dealing with inappropriate behavior.

Upstream communicationisencouraged by managementtoimprove performanceandenhance
internal control.

Allreported potential improprietiesare reviewed, investigated, and resolved in atimely manner.

Principle 15: The entity internally communicates with external parties regarding
matters affecting the functioning of internal control.

Management communicates information about the functioning of internal control over financial
reporting on a timely basis with those charged with governance.

Allreported potential improprietiesare reviewed, investigated, and resolved inatimely manner.
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B Thereisaprocessfortrackingcommunicationsfrom customers, contributors, vendors, regulators,
and other external parties.

Note that communication needs to be two-way on multiple levels:

B Between management and employees

B Between management and vendors

B Between management and customers

B Between management and the board of directors

With regard to employees, they should feel free and welcome to discuss issues with management. Channels
should be available above senior managementin case employees do notfeel comfortable; for example,

with a board member.

The templatesillustrated earlier relative to the control environment could be used by the auditor to
documenttheauditor'sunderstanding ofthe communicationcomponentofinternal control.

MONITORING

The COSO framework lists the following two principles related to monitoring.

Principle 16. The organization selects, develops, and performs ongoing and/or
separate evaluations to ascertain whether the components of internal control are
present and functioning. There are several points of focus.

Management Considers a Mix of Ongoing and Separate Evaluations

Managementselects, develops, and performsamix of monitoring activities, usuallyincluding both ongoing
and separate evaluations, to ascertain whether each of the five components of internal control is
present and functioning.

Management Considers Rate of Change

Management considers the rate that an entity or its industry is expected to change. In a quickly changing
industry, anentity may need more frequentseparate evaluationsand may reconsider its ongoing/separate
mix.

Management Establishes Baseline Understanding of the System of Internal Controls

Understanding the design and current state of a system of internal control provides useful baseline
information for establishing ongoing and separate evaluations. If an entity lacks a baseline
understandingin higher riskareas, it may need aseparate evaluationto establish the baseline for those
areas.
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Management Uses Knowledgeable Personnel for Monitoring Tasks

Since separate evaluations are conducted periodically by independent managers, employees, or external
reviewers to provide feedback with greater objectivity, evaluators need to be knowledgeable about the entity’s
activitiesand howthe monitoringactivities function, and understand what is being evaluated.

There are a variety of approaches available to perform separate evaluations, including:

B Internal audit evaluations

B Other objective evaluations

B Cross-operating unit or functional evaluations

®  Benchmarking/peer evaluations

B Self-assessments
Management Integrates Ongoing Evaluations with Business Processes

Ongoing evaluations are built into the business processes and adjust to changing conditions.

Management Adjusts Scope and Frequency of Separate Evaluations Depending on Risk and
Makes Objective Evaluations to Provide Good Feedback

Principle 17. The organization evaluates and communicates internal control
deficiencies in a timely manner to those parties responsible for taking corrective
action, including senior management and the board of directors, as appropriate.
There are several points of focus.

Management and the Board Assess Results of Monitoring Procedures

Managementand the board regularly assess internal control for deficiencies; information comesfrom a
variety of sources, including:

B Ongoing evaluations
B Separate evaluations
m  Other internal control components

B External parties such as customers, vendors, external auditors, and regulators
Management Communicates Deficiencies in Internal Control

Communicating internal control deficiencies to the right parties to take corrective actions is critical for
entities to achieve objectives. Insome cases, external reporting of a deficiency may be required by laws,
regulations, or standards.
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Management Monitors Corrective Actions

B Afterinternalcontroldeficienciesare evaluatedand communicatedtothose partiesresponsible for
taking corrective action, management tracks whether remediation efforts are timely
conducted.

B Whendeficienciesarenotcorrectedonatimelybasis,managementrevisitstheselectionand
deploymentof monitoringactivities, until corrective actions have remediated the internal control
deficiency.

Monitoring is a very important component of internal control, especially ina small business. Monitoring
consists of almost any process that is used to ensure that controls are operating as designed. Monitoring
can pointoutindications or evidence of fraud or error. Poor monitoring controls can allow fraud or
error to remainundetected.

Oneofthemosteffective partsofinternal controlismonitoring. Itcanbe usedto helpstreamline
management’sassessmentand review process so that they canbe sure thattheir internal controlsare
functioning as designed. The COSO believes that some management may not fully appreciate the power of
monitoringwhenconsideringtheir effectiveness of internal controls. In2009, COSO published its
Guidance on Monitoring Internal Control Systems. Thisguidanceisnotintendedto replace the COSO
framework but is designed to highlight and expand the basic principles in both documents. This
publication can be purchased from the AICPA’s CPA2BIZ website.

Monitoring activities can be ongoing or separate evaluations to determine if the controls continue to
function over time. Another benefit of monitoring is that internal control deficiencies are identified more
timelyand canbecommunicatedtomanagement,andinsome cases, theboard,sotheycan take
corrective action.

Itis important that the entity establish a foundation for monitoring that includes the proper tone at the
top. Itis also important that the organization has a structure that contains monitoring roles. The peoplein
those roles should be objective, have authority, and of course, the capability to perform the function. Itis
alsoimportantto establish abenchmark or baseline so that performance can be measured over time.

The benchmarkswill likely be a key control. Key controls are those that management primarily relies onto
prevent or detect misstatement and fraud. Documents, databases, or other mechanismswould be
developedandasthecontrolsareinitiallyassessedfor operatingeffectiveness, managementwould record
howwell theyare functioning. Then, periodically, management would reassess or monitor the effectiveness
of the controls by testing, or having another party test them. The testers would need to beindependentof
thosewho performthecontrol,although managementmayalsocreateaself- assessment component.
The tools, once created, would be updated and a summary report presented to senior management and
perhapsthose charged withgovernance, ifappropriate. Whendeficienciesare noted, they should be
promptly addressed and a follow-up mechanism established to ensure that corrective action was taken.
Separate evaluations can be performed by:

B Those responsible for the controls (control self-assessments)

®  Internal audit

® Consultants
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Examples of ongoing monitoring include:
B Periodic evaluation and testing of controls by internal audit (if any)

B Analysisof,andappropriate follow-up on, operating reports or metrics that mightidentify indications
of a control failure

B Management and supervisory activities where controls are reviewed
®  Comparisons of budget to actual, comparisons from currentyear/periods to prior year/periods
®  Reconciliations of account detail to the general ledger as part of the ongoing processing

B Continuous monitoring programs builtinto information systems that include a review of exception
reports generated by the system

®  Audit committee (if applicable) inquiries of internal and external auditors
®  Quality assurance reviews of the internal audit department, if applicable

B Self-assessmentsbyboardsand managementregarding the tonetheysetinthe organizationand the
effectiveness of their oversight functions

Following are examples of approaches that small- to mid-sized entities can use toimplement controls
related to monitoring, along with documentation that they should consider to evidence that control’s
implementation. Adequate documentation makes iteasier for the auditor to perform risk assessment
procedures. Whentheentity doesnot provide adequate documentaryevidence, theauditor is
challenged to accomplish the observation and inspection.

Note that the examples listed below are options for the entity. Not every entity willimplement every
control. The auditor’s task is to determine that the monitoring is appropriately designed as awhole, not
that every possible control is implemented.

EXAMPLE

Establishing Reporting Protocols for Identified Deficiencies

Senior management at Transformation, LLC, reviews control deficiencies found during monitoring activities and
analyzes their effect on the company. These deficiencies are reported to management of the affected business
unit. If needed, management works with the internal audit staff to develop a remediation plan, and internal audit
follows up to ensure the plan is timely and effectively implemented.

The plan calls for deficiencies to be prioritized, with remediation deadlines set for each and responsibility
assigned to one individual within the business unit.
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EXAMPLE

Reporting Deficiencies to the Board

At O’'Neil & Steenburgen, LLC, management periodically creates a report of significant deficiencies and material
weaknesses, together with summaries of minor deficiencies and of past deficiencies. These reports are intended
to facilitate determination of whether deficiencies are being remedied in a timely fashion, and they are sent to
the board of directors for review.

Management has agreed with the audit committee that it will report all deficiencies that are a result of illegal or
improper acts, significant loss of assets, or intentional external financial reporting misstatements and omissions,
regardless of previous categorization. The audit committee is briefed on causes of reported deficiencies and
provides oversight of management’s deficiency assessments, actions, and remediation plan progress.

EXAMPLE APPROACHES THAT SMALL- TO MID-SIZED ENTITIES CAN USE

Principle 16: The entity selects, develops, and performs ongoing and/or separate
evaluations to determine whether the components of internal control are present
and functioning.

B Ongoing monitoring is built into operations throughout the entity and includes explicit
identification of what constitutes a deviation from expected control design or performance, thereby
signaling a need to investigate both potential control problemsand changes in risk profiles.

B Management'songoing monitoring providesfeedback on the effective design and operation of controls
integrated into processes, and on the processes themselves.

B Management'songoing monitoring servesasaprimary indicator of both control design and operating
effectiveness and of risk conditions.

Principle 17: The entity evaluates and communicates internal control deficiencies
in a timely manner to those parties responsible for taking corrective action,
including senior management and the governing board, as appropriate.

Reportsfromexternal sources (e.g., external auditors, regulators) are considered for their internal control
implications, and timely corrective actions are identified and taken.

Thetemplates illustrated earlier relative to the control environment could be used by the auditor to
documenttheauditor’'sunderstandingofthe communicationcomponentofinternal control.
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Section

Federal Income Taxation of

Cannabis Businesses

LEARNING OBJECTIVES

After completing this section, the participant will be able to:

[] Differentiate federal income tax issues between an ordinary business and a cannabis business

[ List the items that are and are not deductible for federal tax purposes for a business deemed
trafficking in cannabis

[] Recognize Federal reporting rules for a cannabis business

FEDERAL TAXATION OF AN ORDINARY BUSINESS VS. A CANNABIS
BUSINESS

Generally, under federal law, businesses are taxed based on their netincome. That netincome should be

viewedas consistinioftwo components, eachwithvariouscomponentsthatmake themup.

*Revenue
e Less cost of sales
0 Inventory expenses under § 471 (a)(including costs of a similar nature to other expenses except
related to production or acquisition of items for sale)
0 Additional uniform capitalization costs under § 263A (taken from costs that otherwise would be other
business expenses)
0 Adjusted for beginning / ending inventory
e Less refunds/allowances

Other Business Expenses

e Ordinary and necessary expenses under IRS § 162(a), specifically including sales related costs which are
excluded from both § 471 costs (normal inventory) and § 263A costs (uniform capitalization rules)

e Business related interest under § 163

e Business related taxes under § 164

« Allowance for depreciation and cost recovery under § 167 and § 168
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However, in the unusual nature of the cannabis industry, consideration needs to be made to the fact
that under federal law the sale of cannabis isillegal as cannabis isa Schedule | drug and considered a
controlled substance under the Controlled Substances Act. According to the Internal Revenue Code
Section280E, “Nodeductionorcreditshallbeallowedforanyamountpaidorincurredduringthe
taxableyearincarryingonanytradeorbusinessifsuchtrade or business (orthe activitieswhich
comprise such trade or business) consists of trafficking in controlled substances (within the meaning of
schedule I'and 11 of the Controlled Substances Act) which is prohibited by federal law or the law of any
state inwhich such trade or business is conducted.” Therefore, because cannabis is considered a
controlled substance, 8280E prohibits the deduction of ordinary business expenses from grossincome
associated with trafficking activities related to its sales. That said, it'simportant for cannabis-related
businesses to appropriately track the inputs that comprise cost of goods sold.

INVENTORY COSTS

Obviously,with8280E’slimitondeductionsforitemsotherthancostofgoodssold, akeyissuefor
cannabis-related businesses is the proper computation of tax basis cost of goods sold. As inventory
consists of costs that will flow through cost of goods sold when the property is sold, it's not surprising
thatwefind the key definitionsforwhatwill constitute allowable costofgoodssold by lookingat
items that are meant to be part of inventory, governed by IRC §471.

IRC 8471 itself does not have information related to what constitutes costs that are to be capitalized.
However, the IRS has issued regulations under IRC §471. There are 11 different regulations issued
under 8471, but two are of key interest to cannabis businesses—Reg. 881.471-3and 1.471-11.

Types of Cannabis Businesses

Thekeytolookingatthetworegulationsaretounderstand thetwo broad classesof cannabis
businesseswe are looking at. The categories are similar to those that are found in other businesses
involving tangible property.

B Reseller —What we most often think of when someone mentions cannabis businesses are retail
locations or, for medical products, what we most often refer to as dispensaries. These are part of a
broad class of business known as resellers. In addition to retail businesses, businesses that are
wholesalers/distributors also fall into this category. For purposes of costs that end up in
inventory, these businesses primarily look to rules found in Reg. §1.471-3, Inventories at Cost.

B Manufacturer — The second broad category of businesses for tax purposes are those deemed to be
manufacturers. Unlike resellers, which buy already processed product, a manufacturing business
creates (such asagrower) or modifies the product. Inventory costs for manufacturers tend to be
more complicated, so in addition to the general rules found at Reg. §1.471-3, additional rules
apply to manufacturers found at Reg. §1.471-11, Inventories of Manufacturers.

Note, some businesseswill have both types of operations—the entity may purchase some product ready
to sell, while it may process in some form other items.

Inthissection, we'll look at what the regulations require, as well as how these rules would apply toa
cannabis business.
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Reg. §1.471-3 - Dispensaries, Retailers, Distributors, and the Like

Inventory for resellersisrelatively simple since, unlike manufacturers, resellersdo not need to
accumulate various costs that need to be accumulated when abusiness’s purposeisto create the
product, as opposed to simply reselling theitems.

Reg. 81.471-3(b) defines the costs that are considered part of cost of sales for a reseller organization.
For items purchased during the year, costis:

...the invoice price less trade or other discounts, except strictly cash discounts
approximating a fair interest rate, which may be deducted or not at the option of the
taxpayer, provided a consistent course is followed. To this net invoice price should be
addedtransportationor other necessary chargesincurredinacquiring possession of
the goods.10

Or, to put it simply, the costs that will be deductible as costs of sales for product actually sold under IRC
8280E will be:

B Invoice cost of purchased products, less trade or other discounts on such items;
B Transportation costs incurred in acquiring the product (that is, freight in); and

B Any other costs incurred in acquiring the goods (such as brokerage fees, excise taxes
paid on acquisition, etc.).

Those who have worked with other manufacturers, at least those with revenues in excess of $25 million,
might be looking for another source of costs—the uniform capitalization rules of 8263A generally
addsaportion of anumber of other expensesto inventory and costs of sales for areseller.

But §263A(a)’s final sentence, added in 1988, states that §263A won't convert a nondeductible
expense into a deductible one. Specifically, it states:

Any cost which (but for this subsection) could not be taken into account in computing
taxable income for any taxable year shall not be treated as a cost described in this
paragraph.1?

TheTaxCourtruledthatsuchatreatmentof§263Acostswasnotinviolationofthe16t
Amendment rules for taxation of gains in the case of Patients Mutual Assistance Collect Corp. dba
Harborside Health Center v. Commissioner, 151 TC No. 11. The Court noted:

0Reg. § 1.471-3(b)
Y bid

12 |RC §263A(a)
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The section 263A capitalization rules don't apply to drug traffickers. Unlike most
businesses, drug traffickers can't capitalize indirect expenses beyond what's listed in the
section471regulations. Section 263A expressly prohibits capitalizing expenses that
wouldn’'t otherwise be deductible, and drug traffickers don’t get deductions.

Because federal law labels Harborside adrug trafficker, it must calculate its COGS
according to section 471.13

Reg. §1.471-3(c) and Reg. §1.471-11 - Producers

Ifataxpayerisaproducer,IRC8471capturesabroader category ofexpensesaspartofcostofsales
than the limited list found for resellers. Reg. §1.471-3(c) provides a general list of items that make up
costs for producers. For those, cost is defined as:

Inthe case of merchandise produced by the taxpayer since the beginning ofthe
taxable year, (1) the cost of raw materials and supplies entering into or consumed in
connectionwiththe product, (2) expendituresfordirectlabor,and (3) indirect
productioncostsincidenttoand necessary for the production ofthe particular
article, including in such indirect production costs an appropriate portion of
managementexpenses, butnotincludinganycostofsellingorreturnoncapital,
whether by way of interest or profit.1*

So, for aproducer, the costs that will be allowed as a deduction under IRC §280E as costs of sales will
be the following:

B Costs of raw materials and supplies entering into or consumed in connection with the
product;

B Expenditures for direct labor; and
B Indirect costs incident to and necessary for the production of the product.s

Thefirsttwo categories are what we generally refer to as direct costs—and those are, like the costsfor the
reseller, a somewhat limited subset of overall costs incurred.

The final category is the one where things get a bit more interesting for a producer—indirect costs. The
phrase“incidenttoand necessary”isthe keytodealingwith these costs. Specifically,Reg. §1.471-3(c)
provides that these costs include an “appropriate percentage” of management expenses.

These expenseswill need to be allocated between those incident to and necessary for productionand
those that do not meet thistest.!¢

3 Patients Mutual Assistance Collect Corp. dba Harborside Health Center v. Commissioner, 151 TC No. 11, November 29, 2018,
https://www.ustaxcourt.gov/UstcinOp/OpinionViewer.aspx?I1D=11828, p. 56

“Reg. §1.471-3(c)

1 Reg. §1.471-3(c)

1 1bid
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Finally, the regulation tells us that costs of selling and return on capital are not to be considered part of
costs of sale. These costs will be excluded entirely from the calculation of costs of sale.

Being a producer does not change the bar on using 8263A to increase deductible cost of goods sold for
those inthe cannabis business, so advisers need to keep in mind that expenses that are treated as

§263Aitemsinasimilar context in other businesses will not be deductible for a cannabis producer.

Tax Full Absorption Inventory Costing

Reg. §1.471-11 goes into the details of how to determine these three categories of costs. The
regulation notesthat producersare required to use atax-based full absorption method of inventory
costing. As the regulation notes:

Inorder to conform as nearly as may be possible to the best accounting practicesand to
clearly reflectincome (as required by section 471 ofthe Code), bothdirectand
indirect production costs must be taken into account in the computation of
inventoriablecostsinaccordancewiththe "fullabsorption” methodofinventory
costing. Underthefullabsorption method ofinventory costing productioncosts
must be allocated to goods produced during the taxable year, whether sold during the
taxable year or in inventory at the close of the taxable year determined in
accordance with the taxpayer's method of identifying goods in inventory. Thus, the
taxpayer must include as inventoriable costs all direct production costs and, to the
extentprovided by paragraphs(c)and (d) of thissection, allindirectproduction
costs.Y’

Direct Production Costs

The regulation first deals with direct production costs. It provides that:

Direct material costs include the cost of those materials which become an integral
part of the specific product and those materials which are consumed in the ordinary
course of manufacturing and can be identified or associated with particular unitsor
groups of units of that product. See section 1.471-3 for the elements of direct
material costs. Direct labor costs include the cost of labor which can be identified or
associated with particular units or groups of units of a specific product. The
elements of direct labor costs include such items as basic compensation, overtime
pay, vacation and holiday pay, sick leave pay (other than payments pursuant to a
wage continuation plan under section 105(d)), shift differential, payroll taxes and
payments to asupplemental unemployment benefit plan paid or incurred on behalf of
employees engaged in direct labor.18

Such direct costs generally must be entirely reported as part of cost of goods sold—which, fora
cannabis businessisgood news.* 9Thus, acannabis business will generally wish toensure all direct
costs are accumulated in specific accounts on the taxpayer’s books.

17Reg. §1.471-11(a)
18 Reg. §1.471-11(b)(2)(i)

19 Reg. §1.471-11(b)(2)ii)
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Indirect Production Costs

The regulation divides indirect production costs into three categories. These categories are:
1. Indirect production costs included in inventoriable costs;
2. Costs not included in inventoriable costs; and

3. Indirect production costs includible in inventoriable costs depending upon
treatment in taxpayer's financial reports.20

For purposes of that final category, financial reports meansreports “(including consolidated financial
statements) to shareholders, partners, beneficiaries, or other proprietorsand for credit purposes.”

Only that third category is impacted by inclusion in the taxpayer’s financial reports.
Indirect Costs That Must Be Included in Inventoriable Costs

Regardless of how the following costs are treated in the taxpayer’s financial reports, the following
indirect costs must be included in cost of sales and inventory for the taxpayer to the extent they are
incident to and necessary for production or manufacturing operations or processes:

B Repair expenses,

B Maintenance,

B Utilities, such as heat, power andlight,

B Rent,

B [Indirect labor and production supervisory wages, including basic compensation, overtime pay,
vacationand holiday pay, sick leave pay, shiftdifferential, payroll taxes, and contributionstoa
supplemental unemployment benefit plan,

B Indirect materials and supplies,

B Tools and equipment not capitalized, and
B Costs of quality control andinspection.2?

B Thus,todefendthesecostsasbeingfullydeductible, thetaxpayer mustconcentrateon
having evidence of how the expense meets the incident to and necessary test. If only a portion of

them relate to production, the taxpayer will need to come up with away to measure the portion that
meets the incident to and necessary test.

2 Reg, §1.471-11(c)(2)
21IRC§1.471-11(a)

2 Reg. §1.471-11(c)(2)(i)
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EXAMPLE

Tony County Growers incurs $29,500 in utility bills related to a greenhouse it uses for growing cannabis plants.
As well, itincurs $10,000 for repairs to a water delivery system for the same greenhouse. The repairs and
utilities in this case represent expenses incident to and necessary for the production of the company’s
product and are properly treated as part of cost of sales.

The company maintains a separate sales office in a nearby major metropolitan area. The sales staff all work
out of this location. The company incurs $11,000 of utility expense for that office and incurred $1,500 of repair
expense related to fixing a leaking water line to the office. These expenses are neither incident to nor
necessary for the production of the company’s product, but rather are sales expenses. As such, none of these
expenses would be properly treated as part of cost of sales.

Costs Not Included in Inventoriable Costs

Again, this category of costs is notimpacted by how the taxpayer treats the expense in its financial
reports—even if the taxpayer places some or all of these expenses in financial statement cost of sales, the
taxpayercannottreatthese expensesasacostof sale—andthus, theyare notdeductibleina
trafficking business due to 8280E. The barred expenses provided for in the regulation are:

B Marketing expenses,

B Advertising expenses,

B Selling expenses,

B Other distribution expenses,

B Interest,

B Research and experimental expenses including engineering and product development
expenses,

B Losses under §165 and the regulations thereunder,

B Percentage depletion in excess of cost depletion,

B Depreciation and amortization reported for federal income tax purposes in excess of
depreciation reported by the taxpayer in his financial reports (note that 8179 is
technically not depreciation, though it seems very possible the IRS would argue that a
taxpayer could not use 8179 to get around this limit),

B Income taxes attributable to income received on the sale of inventory (note, this would
appear to bar a deduction for state income taxes under 8280E’s provisions),

B Pension contributions to the extent that they represent past services cost,
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B General and administrative expenses incident to and necessary for the taxpayer's
activities as a whole rather than to production or manufacturing operations or
processes, and

B Salaries paid to officers attributable to the performance of services which are incident
to and necessary for the taxpayer's activities taken as a whole rather than to production
or manufacturing operations or processes.23

The last two limits serve to block the taxpayer’s ability to attempt to more broadly include those
expenses in costs of sale.

EXAMPLE

Carly Growers, Inc. pays Carly $190,000 annually as president of the operation. The company determines that
10% of her salary relates to annual meetings, board meetings, and general governance issues for the
corporation. Even though it may be that virtually all of the activities of the company relate to the production of
cannabis-related items with only a very minor amount of sales related expenses, the entire $19,000 allocated
to these corporation governance items is barred from being treated as part of the cost of sales.

Indirect Production Costs Includible in Inventoriable Costs Depending Upon Treatment in
Taxpayer's Financial Reports

The regulation provides special treatment for certain specified expenses that are dependent on how they
are treated inthe taxpayer’s financial reports. However, the treatment in the financial statements govern
in these areas only if the treatment in those financial statements is consistent with generally accepted
accounting principles.2*

The following specific costs are covered by this provision:

B Taxes. Taxes that are allowed as a deduction under 8164 other than state, local, and
foreign income taxes that are attributable to assets incidental and necessary for
production or manufacturing operations or processes. The regulation offers up the
example of state and local property taxes imposed on a production facility—they will be
included or excluded from cost of sales based on their treatment in the financial
reports.2

B Depreciation and depletion. Depreciation and depletion on assets meeting the
incidental and necessary test reported in financial reports are part of the cost of sales.26

2 Reg. §1.471-11(c)(3)(ii)

*Reg. §1.471-11(c)(2)(iii)

»Reg. §1.471-11(c)(2)(iii)(a)

26 Reg, §1.471-11(c)(2)(iii)(b)
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B Employee benefits. Pension and profit sharing costs representing current service costs
which are currently deductible under §404 and other employee benefits incurred on
behalf of labor meeting the incidental and necessary test. Such other benefits include
workers’ compensation insurance, payments includable in employee’s income under a
nonqualified plan, etc.?”

B Costs attributable to strikes, rework labor, scrap, and spoilage.28
B Factory administrative expenses, other than costs of selling or return of capital.2®

B Officers’ salaries. Salaries tied to the manufacturing and production functions, but no
portion of any such salaries attributable to operations as a whole.3°

B Insurance costs. For example, insurance on production equipment.s!
Other Costs

What if the taxpayer has costs that aren’t specifically found in one of the categories listed above? In that
case, the regulation provides that the taxpayer should first see if they are like any costs in the first two
categories (mandatorily included or mandatorily excluded). If so, then they are treated like the expense
in the category they are most like.32

If they are not like either amandatory or barred expense, then the treatment in financial reports test is
used.33

Taxpayer on a Book Method Not Comparable to Tax Method

Ifataxpayerisonamethod ofaccounting in hisfinancial reportsthat is not comparable to the
taxpayer’s method for accounting, then the special rules for applying costs to inventory found at Reg.
§1.471-11(c)(3) must be used. That regulation provides a list of required and barred costs to be
included in cost of sales.

Theincluded cost provisions list the following costs so long as they meet the incidental and necessary
test:

a. Repair expenses,

b. Maintenance,

7 Reg, §1.471-11(c)(2)(iii)(¢)
% Reg, §1.471-11(c)(2)(iii)(d
» Reg, §1.471-11(c)(2)(iii)(e)
» Reg, §1.471-11(c) (2)(iii) ()
3 Reg, §1.471-11(c)(2)(iii)(g)
32 Reg. §1.471-11(c)(2) (i)

*1bid
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Utilities, such as heat, power, andlight,

Rent,

Indirect labor and production supervisory wages, including basic compensation,
overtime pay, vacationand holiday pay, sick leave pay (other than payments
pursuantto awage continuation plan under section 105(d)),34 shift differential,
payroll taxes, and contributions to a supplemental unemployment benefit
plan,

Indirect materials and supplies,

Tools and equipment not capitalized,

Costs of quality control and inspection,

Taxes otherwise allowable asa deduction under section 164 (other than State and
local and foreign income taxes),

Depreciationandamortization reportedfor financial purposesand cost
depletion,

Administrative costs of production (but not including any cost of selling or any return
on capital) incident to and necessary for production or manufacturing
operations or processes,

Salariespaidtoofficersattributabletoservices performedincidenttoand necessary
for production or manufacturing operations or processes, and

. Insurance costs incident to and necessary for production or manufacturing

operations or processes such as insurance on production machinery and
equipment.s®

Similarly, the following expenses may not be used as part of inventory costs (and therefore cost of goods
sold) in this situation:

a.

b.

Marketing expenses,
Advertising expenses,

Selling expenses,

Other distribution expenses,
Interest,

Research and experimental expenses including engineering and product
development expenses,

*This particular portion of §105(d) no longer exists in the IRC, having been repealed

*Reg. §1.471-11(c)(3)(i)
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Losses under section 165 and the regulations thereunder,
Percentage depletion in excess of cost depletion,

Depreciation reported for Federal income tax purposes in excess of
depreciation reported by the taxpayer in his financial reports,

Income taxes attributable to income received on the sale of inventory,

Pension and profit-sharing contributions representing either past service
costs or representing current service costs otherwise allowable as a
deduction under section 404, and other employee benefits incurred on
behalf of labor. These other benefits include workmen's compensation
expenses, payments under a wage continuation plan described in section
105(d),3¢ amounts of a type which would be includible in the gross income
of employees under nonqualified pension, profit-sharing and stock bonus
plans, premiums on life and health insurance and miscellaneous benefits
provided for employees such as safety, medical treatment, cafeteria,
recreational facilities, membership dues, etc., which are otherwise allowable
as deductions under chapter 1 of the Code,

Cost attributable to strikes, rework labor, scrap and spoilage,

. General and administrative expenses incident to and necessary for the

taxpayer's activities as a whole rather than to production or manufacturing
operations or processes, and

Salaries paid to officers attributable to the performance of services which
are incident to and necessary for the taxpayer's activities as a whole rather
than to production or manufacturing operations or processes.3’

Allocation Methods

Methods of allocating indirect costs are described in Reg. §1.471-11(d). Generally, the regulation
requiresallocatingexpensestogoods usingamethod of allocationwhich fairlyapportionssuch costs
among the various items produced.38

The regulation then gives two acceptable allocation methods:

1. Manufacturing burden rate method (found at Reg. §1.471-11(d)(2)); and

2. Standard cost method (found at Reg. §1.471-11(d)(3)).%°

% As was noted earlier, §105(d) no longer has such a provision.

3" Reg. §1.471-11(c)(3)(ii)
38 Reg. §1.471-11(d)(1)

#1bid
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Aswell, the practical capacity concept as described at Reg. 8§1.471-11(d)(4) may be used in conjunction
with either approved method.40

Lack of Case Law on Producers

To date, the cases the IRS has taken to court for cannabis businesses have been primarily limited to
resellers. The litigation with regard to the production has been limited to the IRS claiming a business
was not a producer.4

Many observersbelieve the IRS hasgone thisroute because they present fewer issues regardingwhich
costsshouldbeincostsofsale. Aswell, theagency is likely aware thatacannabiscasewhere the
agency wins by excluding broad classes of costs from costs of sales could have undesirable impacts from
the agency’s perspective with regard to taxpayers in other industries (after all, if they aren’t part of cost of
goods sold, then, especially for businesses with revenues of less than $25 million, they are probably
fully deductible).

Thegoodnewsisthat, forthemoment, producersseemtobeoflessinteresttothe IRSthanare
resellers. But that could change at any time.

What should be clear is that the issue of properly classifying expenses thatfitin the indirect category
willbeimportanttothe producer. Aswell, moreflexibility existsifthe taxpayerissuesfinancial
reportsthatare comparable toitstax reporting, though taxpayers mustremember that some expenses
aregoingtobeallowedtobeallocated onlyifthetaxpayercanshowthatallocationispermissible
under generally accepted accounting principles.

Aswell, the IRS is likely to argue long and hard that a business is not a producer whenever that issue isin
guestion. So taxpayers taking the position they are aproducer for some or all of their operations will
need to carefully document why they are a producer. The Court in Harborside looked to the tests
applied in the case of Suzy’s Zoo v. Commissioner, 273 F.3d 875 (9th Cir. 2001), aff'g 114 T.C. 1
(2000), especially in the case where the taxpayer contracts out the manufacturing process.

The producer mustshowthatitistheactual ownerofthe product—Harborsidetriedtoarguethat
becausethe growersitboughtproductfromuseditsbuds (either purchased fromHarborsideor
provided to the producer for free). But the court found the buds were provided without any
restrictions attached—the grower could still sell the produced product to third partiesand Harborside
did not tightly control the growing process. Thus, the court found that, unlike the taxpayer in Suzy's
Zoo, Harborside was not the owner of the product for these purposes and therefore not a producer.+2

“bid

“The IRS carried that position in the case of Patients Mutual Assistance Collect Corp. dba Harborside Health Center v.
Commissioner, 151 TC No. 11, November 29, 2018.

“2Patients Mutual Assistance Collect Corp. dba Harborside Health Center v. Commissioner, 151 TC No. 11, November 29, 2018,
https://www.ustaxcourt.gov/UstcinOp/OpinionViewer.aspx?1D=11828,
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Uniform Capitalization Rule

In the Tax Reform Act of 1986, Congress added to the expenses that must be capitalized expenses not
captured by IRC8471byadding IRC §263Ato the law. While 8471included direct costsand other
costs generally included in inventories on financial statements,*3 the uniform capitalization rulesof
IRC8§263Areachedouttoinclude portionsofother coststhat supporttheacquisitionor production
of inventory. Thus, a portion of most costs was allocated to production costs, increasing year-end
inventories and, by extension, taxable income.

Certain costswere excluded from the uniform capitalization rules by the regulations. Such costs include:
B Selling and distribution costs;

B Research and experimental expenditures;

B |RC 8179 costs;

B Losses under IRC §165; and

B Depreciation, amortization and cost recovery allowances on temporarily-idle
equipment and facilities.**

OTHER ORDINARY AND NECESSARY BUSINESS DEDUCTIONS (§162)

Taxpayersinatrade or business also generally qualify for deductions under IRC 8162 (a). That section
provides as follows:

a. Ingeneral

Thereshallbeallowedasadeductionall the ordinaryand necessary expenses paid or
incurred during the taxable year in carrying on any trade or business, including—

1. areasonable allowance for salaries or other compensation for personal
services actually rendered;

2. traveling expenses (including amounts expended for meals and lodging
other than amounts which are lavish or extravagant under the
circumstances) while away from home in the pursuit of a trade or
business; and

3. rentals or other payments required to be made as a condition to the
continued use or possession, for purposes of the trade or business, of
property to which the taxpayer has not taken or is not taking title or in which he
has no equity.

Regulation §1.162-1(a) explains the type of deductions allowed in more detail:

“ Reg. §1.263A-1(d)(2)

% Reg. §1.263A-1(d)(3) (i)
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Business expenses deductible from gross income include the ordinary and necessary
expenditures directly connected with or pertaining to the taxpayer's trade or
business, exceptitemswhich are used as the basis for adeduction or acredit under
provisionsoflawotherthansection 162. The costof goodspurchased for resale, with
proper adjustmentforopeningandclosinginventories, isdeducted fromgross sales in
computing gross income. See paragraph (a) of §1.61-3.

The regulation continues by noting specific items that are allowed in computing such “other
deductions” for computing the taxable income related to a trade or business:

Among the items included in business expenses are management expenses,
commissions (but see section 263 and the regulations thereunder), labor, supplies,
incidental repairs, operating expenses of automobilesusedin the trade or business,
traveling expenseswhile away from homesolelyinthe pursuitofatrade or business (see
81.162-2),advertisingand other sellingexpenses, togetherwithinsurance
premiums againstfire, storm, theft, accident, or other similar losses in the case of a
business, and rental for the use of business property.

However, the costof salesrulesfor 8471and §263(a) take precedence over adeductionunder IRC
8162. As the regulation continues:

No such item shall be included in business expenses, however, to the extent that itis
used by the taxpayer in computing the cost of property included in its inventory or
used in determining the gain or loss basis of its plant, equipment, or other property.
See section 1054 and the regulations thereunder.

Theregulationsreferencespecificsections, ratherthanabroad publicpolicy rule, for denial of
deductionsthat are against public policy. Aswe’'ll note, a separate provision of the IRC, outside the ones
definedinthissection, will deny deductionsfor businesses dealing in cannabis merchandise:

A deduction for an expense paid or incurred after December 30, 1969, which would
otherwisebeallowableundersection 162shall notbe deniedonthegroundsthat
allowance of such deduction would frustrate a sharply defined public policy. See
section 162(c), (f), and (g) and the regulations thereunder.

Thethreeprovisionsnoted herewithspecificrulesdenyingdeductionsfor §162expensesrelateto:

Illegal bribes, kickbacks, and rebates, including those under Medicare and Medicaid (IRC

Fines, penalties, and similar payments (IRC §162(f)); and

Treble damages imposed under antitrust laws.

Additional provisionshave beenaddedtobarother deductionsaftertheseregulationswereissued,
including mostrecently inthe Tax Cutsand Jobs Act,abaronthedeductionofitems relatedto sexual
harassment and sexual abuse subject to a nondisclosure agreement. 4>

SIRC § 162(q)
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The fullamount of the allowable deduction for ordinary and necessary expensesin
carrying on a business is deductible, even though such expenses exceed the gross
income derived during the taxable year from such business. Inthe case of any sports
program to which section 114 (relating to sports programs conducted for the
American National Red Cross) applies, expenses described in section 114(a)(2) shall be
allowableasdeductionsundersection162(a) onlytotheextentthatsuch
expensesexceed theamountexcluded fromgrossincomeundersection114(a).

HOW THIS WORKS FOR A CANNABIS BUSINESS

In 1982, Congress took action to reverse the result of the Tax Court’s decision in the case of
Edmondsonv.Commissioner, T.C. Memo. 1981-623, whichallowed adeduction forordinaryand
necessary businessexpensesforapersonfoundinthebusiness of sellingamphetamines, cocaine, and
marijuana, all of whichwere beingdistributedillegally inviolation of state and federal laws.

Inthat case, the Tax Court analyzed the case just like any other trade or business case, something
Congress was not terribly pleased with. Thus, Congress moved to block most deductions for
businesses trafficking in controlled substances.

Toseetheimpactofthis, let'slookatanexamplefirstofanordinarybusinessthatisnotinthetrade or
business of controlled substances.

EXAMPLE 1

Wilma’s Floral Shop (Non-Cannabis Business)

Wilma runs a flower shop from which she sells flowers. For purposes of this example, we will assume she has
no timing differences between book and tax income that would affect her financial statement provision for
taxes. Her taxable income and Schedule M-1 for the business are provided below:

Gross Income

Total Revenue $ 532,000

Less returns (5,000)

Less allowances (5,000)

Net revenue $ 522,000
Cost of Sales

§471 Inventory - Beg 7,000

§263A Costs - Beg. 1,250

Purchases 390,000

Freightin 12,000

§263 Costs 4,100

§471 Inventory - End (6,300)

§263A Costs - End. (925)

Cost of Sales 407,125

Gross Income 114,875
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Other Expenses
§162(a) Expenses

Office supplies 4,200
Utilities 2,000
Accounting and Legal 2,000
Rent 6,000
Wages 70,000
Advertising 6,700
§163 Interest Expense 1,780
§164 Taxes
Property taxes 1,400
State income taxes (9%) 2,241
Less §263A Costs (4,100)
Other Expenses 92,221
Federal Taxable Income 22,654
Federal Tax at 21% $ 4,757

ScheduleM -1

Income per books $ 18,222
Deductions on books not on return

Federal income taxes 4,757

Ending §263A adjustment 925
Deductions on return not on books

Beginning §263A adjustment (1,250)

Income per tax return $ 22,654

In addition, Wilma has collected $41,760 of sales taxes on her sales, all of which were transmitted to the state
government with her sales tax reports. As that represents funds being collected for others, the sales tax is
treated as neither revenue of Wilma’s business nor a deduction for her business.
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EXAMPLE 2
Wilma’s Cannabis Shop (Cannabis Business)

Instead of selling floral arrangements, what happens from a tax standpoint if Wilma’s business is selling
cannabis merchandise that is treated as trafficking business. Although recreational marijuana sales are legal
from a state perspective in Wilma’s state, it is still considered to be a sale of a Schedule | controlled substance
for federal purposes. As such, Wilma’s deductions are greatly limited.

As well, while the sale may be legal in Wilma’s state, the tax law in Wilma’s state still conforms to the federal
law with regard to such businesses.

Here is Wilma’s new computation of taxable income and Schedule M-1 to that from the floral business.

The only difference in the computation of gross income is the removal of the §263A adjustment, which brings
the calculation into agreement with the computation of gross profit on Wilma’s GAAP financial statement.

Gross Income

Total Revenue $ 532,000

Less returns (5,000)

Less allowances (5,000)

Net revenue $ 522,000
Cost of Sales

§471 Inventory - Beg 7,000

§263A Costs - Beg. 0

Purchases 390,000

Freightin 12,000

§263 Costs 4,100

§471 Inventory - End (6,300)

§263A Costs - End. 0

Cost of Sales 402,700

Gross Income 119,300

While the removal of §263A adjustments may seem like good news for Wilma, it’s actually not. The §263A
adjustment is not allowed because, as we’ll discuss later, the taxpayer cannot deduct as a §263A cost any
amount that would not otherwise be deductible.

As well, Wilma still gets a deduction for returns and allowances. Those items are not considered a deduction,
but rather a reduction of gross income—and thus they will escape Congress’s limitation on deductions.
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A major difference appears on the deduction for other business expenses. Under §280E, none of the other
business expenses under §162, interest under §163, or taxes under §164 are allowed as a deduction in
computing taxable income.

Other Expenses
§162(a) Expenses

Office supplies
Utilities
Accounting and Legal
Rent
Wages
Advertising

§163 Interest Expense

§164 Taxes

O O O O o o o

o

Property taxes
State income taxes (9%) 0
Less §263A Costs 0

Other Expenses 0

Federal Taxable Income 119,300

Federal Tax at 21% $ 25,053
State Tax at 9% $ 10,737

Not surprisingly, this leads to a much higher amount of federal and state taxes due from the business.

The Schedule M-1 shows the effect of these higher taxes. Due to the increased federal and state taxes, Wilma’s
financial statement income has turned to a loss, going from income of $18,222 to a financial statement loss of
$10,570.
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ScheduleM -1

Income per books $(10,570)

Deductions on books not on return

Federal income taxes 25,053
State income taxes 10,737
Office supplies 4,200
Utilities 2,000
Accounting and Legal 2,000
Rent 6,000
Wages 70,000
Advertising 6,700
§163 Interest Expense 1,780
Property taxes 1,400
Income per tax return $ 119,300

What about the sales taxes? Luckily for Wilma, the amounts she received for sales taxes on the sale of her
product which she remits to the state are still not considered to be either taxable revenue or a deductible
expense.

Asthisexample should make clear, the greatly increased income tax burden on cannabis businessesis a
key factor that has to be taken into account to have a successful business. The business must operate ata
high margin to assure there will be enough margin to both cover the combined federal and state taxes
and the overhead the business will incur.

Management must also recognize that the lack of adeduction for the overhead expenses means such
expensesare far moreexpensivethantheywouldbeforatraditional business. The taxadviser,
conversely, has to overcome the bias to want to find a justification to move expenses out of costs that go
into inventory. In this case, only costs that go through inventory give the business a tax benefit.

IRC §280E - The Key Problem Provision for Cannabis Businesses

Allowed deductionsfor acannabis business are far more restricted than is true for other businessesa
CPA may be used to dealing with. The majority of the expenses discussed in the previous section are not
available to the cannabis business.

Thestarting point for understanding the unique problems of cannabis businesses for federal tax
purposesisfoundat IRC§280E. Thatprovision,whichisrelativelyshort, readsasfollows:
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§280E Expenditures in connection with the illegal sale of drugs.

No deduction or credit shall be allowed for any amount paid or incurred during the
taxableyearincarryingonanytradeorbusinessifsuchtradeorbusiness(orthe
activitieswhich comprise such trade or business) consists of trafficking in controlled

substances (within the meaning of Schedule I and 11 of the Controlled Substances Act)
which is prohibited by Federal law or the law of any State in which such trade or
business is conducted.

The provision was added by the 1982 Tax Equity and Fiscal Responsibility Act (TEFRA). The Senate
committee report4éexplanation of the reason for adding this provision stated:

Present Law.

Ordinary and necessary trade of business expenses are generally deductible in
computing taxable income. A recent U.S. Tax Court case allowed deductions for
telephone, auto, and rental expensesincurred in the illegal drug trade. Inthat case, the
Internal Revenue Service challenged the amount of the taxpayer's deduction for cost of
goods (illegal drugs) sold, butdid not challenge the principal thatsuch amounts
were deductible.

Onpublicpolicy grounds, the Code makes certain otherwise ordinary and necessary
expenses incurred in a trade or business nondeductible in computing taxable
income. These nondeductible expenses include fines, illegal bribes and kickbacks,
and certain other illegal payments.

The taxpayer, while conceding itdid conductatrade or business that involved
traffickinginmarijuana, argued its principal trade or businesswas caregiving services.

Reasons for Change.

Thereisasharply-defined public policy against drug dealing toallow drug dealers the
benefitof businessexpense deductionsatthe sametimethatthe U.S. andits citizens
are losing billions of dollars per year to such persons is not compelled by the fact that
such deductions are allowed to other legal enterprises. Such deductions must be
disallowed on public policygrounds.

Explanation of Provision.

All deductionsand creditsfor amounts paid or incurred inthe illegal trafficking in
drugs listed inthe Controlled Substances Actare disallowed. To preclude possible
challengesonconstitutional grounds, the adjustmenttogross receipts with respect to
effective costsofgoodssoldisnotaffected by thisprovision ofthebill.

The last sentence in the explanation of provisions is key. Congress did not believe it had the power
under the 16" Amendment to deny a deduction for costs of sales, since it was granted the authority to

4 Senate Committee Report, 1982 Tax Equity and Fiscal Responsibility Act, PL 97-248, September 3, 1982
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tax gains as income. Congress was concerned that denying a deduction for the cost of the
controlled substance could lead to the courts determining the statute violated the U.S. Constitution.

Thisleads to the surprising result that, for a business trafficking in controlled substances, the only item
allowed asadeductionfromincome isthe costs properly allocated to the controlled substance itself.

Trafficking in Controlled Substances
Schedule I and Il of the Controlled Substances Act is defined as follows:
a. Placement on schedules; findings required

Except where control is required by United States obligations under an
international treaty, convention, or protocol, in effect on October 27,
1970, and except in the case of an immediate precursor, a drug or other
substance may not be placed in any schedule unless the findings
required for such schedule are made with respect to such drug or other

substance. The findings required for each of the schedules are as
follows:

1. Schedule I.—
a. Thedrugorother substance has a high potential for abuse.

b. Thedrugorother substance has no currently accepted medical use in
treatment in the United States.

c. Thereisalack of accepted safety for use of the drug or other
substance under medical supervision.

2. Schedule Il.—
d. Thedrugor other substance hasa high potential for abuse.
e. Thedrugor other substance hasacurrently accepted medical use in
treatmentin the United Statesoracurrently accepted medical use

with severe restrictions.

. Abuseofthedrugorother substances may lead to severe
psychological or physical dependence.’

Marijuanaisa Schedule | drug.8 But what is trafficking?

4721 USC §821(b)(1) and (2)

48 See https://www.dea.gov/drug-scheduling and Controlled Substances - Alphabetical Order,
https://www.deadiversion.usdoj.gov/schedules/orangebook/c_cs_alpha.pdf, p. 17
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TheTaxCourt,notingthat IRC §280E itself does notdefinetrafficking, had thefollowing discussion
of the definition of this term in the case of Alternative Health Care Advocatesv. Commissioner, 151

T.C. No.13:

Section 280E does not define “trafficking” in controlled substances. In CHAMP, 128
T.C.at182, we defined “trafficking” asthe act ofengaging inacommercial activity
—thatis, tobuyandsell regularly. InOlivev. Commissioner, 139 T.C. at 38, we held
that “dispensing ***medical marijuanapursuantto***[California law] was
‘trafficking' within the meaning of section 280E.” In the Controlled Substances
Act, “[t]he term'dispense’ meansto deliver acontrolled substance toan ultimate
user”.21U.S.C.sec.802(10);seeid.sec.841(a)(1) (prohibitingthe
manufacture, distribution, dispensation, or possessionof marijuana).

Section 7208, which criminalizes certain offenses relating to stamps, isthe only
section in the Internal Revenue Code that explicitly defines the term “trafficking”.
Section 7208(4)(B) defines “trafficking” as “[k]nowingly or willfully buy[ing],
sell[ing], offer[ing] for sale, or giv[ing] away * * * washed or restored stamp[s] to any
person for use”. While the Internal Revenue Code is silent with respect to trafficking in
controlled substances, congressional findings and declarations on controlled
substances, see 21 U.S.C. sec. 801(2), describe it as “[t]he illegal importation,
manufacture, distribution, and possession and improper use of controlled
substances”. Further, the Federal statute criminalizing trafficking in counterfeit
goodsorservicesprovidesthat“theterm traffic' meanstotransport, transfer, or
otherwise dispose of, to another, for purposes of commercial advantage or private
financial gain, or to make, import, export, obtain control of, or possess, with intent
tosotransport, transfer, or otherwise dispose of”. 18 U.S.C. sec. 2320(f)(5) (2012).

State Legalization Does Stop the Application of §280E

The fact that states have legalized the sale of marijuana, either for medical reasons or recreational
purposes, has not been ruled to impact the ability of the federal government to continue to deny

deductions.

The U.S. Supreme Courtin 2001 ruled, in the case of United States v. Oakland Cannabis Buyers'
Cooperative,532U.S.483, that Congress was allowed to mandate that marijuanabe listed on
Schedule landthatany medical benefitcould notbe used toremoveitfromthelist. AsJustice
Thomas, writing for the Court, noted:

The Cooperative pointsout, however, that the Attorney General did not place
marijuana into schedule. Congress put it there, and Congress was not required to
find thatadrug lacks anaccepted medical use before including the drug in Schedule

I. Weare not persuaded that thisdistinction hasanysignificancetoourinquiry.
Underthe Cooperative'slogic,drugsthat Congressplacesin Schedule I couldbe
distributed when medically necessary whereas drugs that the Attorney General places in
Schedule I could not. Nothing in the statute, however, suggests that there are two tiers
of Schedule I narcotics, with drugs in one tier more readily available than drugs in the
other. On the contrary, the statuteconsistentlytreatsall Schedule I drugs alike. See,
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e.g., 8823(a) (providing criteria for Attorney General to consider when determining
whether toregister anapplicantto manufacture Schedule I controlled substances),
8823(b) (providing criteria for Attorney General to consider when determining
whether to register an applicant to distribute Schedule I controlled substances),
8823(f) (providing procedures for becomingagovernment-approved research
project), 8826 (establishing productionquotasfor Schedule 1 drugs).

Moreover, the Cooperative offers no convincing explanation for why drugs that
Congress placed on Schedule I should be subject to fewer controls than the drugs that
the Attorney General placed on the schedule. Indeed, the Cooperative argues that, in
placing marijuana and other drugs on Schedule I, Congress "wishe[d] to assert the
mostrestrictive level of controls created by the [Controlled Substances Act].” Brief for
Respondents 24. If marijuana should be subject to the most restrictive level of
controls, itshould notbe treated any less restrictively than other Schedule 1 drugs.

... Itisclear fromthe text ofthe Act that Congress has made adetermination that
marijuanahasnomedical benefitsworthy ofanexception. Thestatuteexpressly
contemplatesthatmanydrugs "haveausefuland legitimate medical purposeandare
necessarytomaintainthe healthand general welfare of the American people,”

8801(1), but it includes no exception at all for any medical use of marijuana.
Unwilling to view this omission as an accident, and unable inany event to override a
legislative determination manifestin astatute, we reject the Cooperative'sargument.

In the case of Californians Helping to Alleviate Medical Problems Inc. v. Commissioner, 128 T.C.
173 (2007),the TaxCourtfoundthatthe Supreme Court'sholdinginOakland Cannabis
Buyers' Cooperative carriedovertorequire §280E to apply to thosedistributing marijuanafor
medical reasons:

Petitionerarguesthatitssupplyingofmedical marijuanatoits memberswasnot
"trafficking" within the meaning of section 280E. We disagree. We define and apply
the gerund "trafficking” by reference to the verb "traffic", which as relevant herein
denotes "to engage in commercial activity: buy and sell regularly”. Webster's Third
New International Dictionary 2423 (2002). Petitioner's supplying of medical
marijuanato its membersis within that definition in that petitioner regularly bought
andsold the marijuana, such sales occurring when petitioner distributed the medical
marijuanato itsmembersinexchange for partof their membershipfees.

While we do not currently have asimilar rulingunder the newer recreational marijuanalaws, there’s
little reason to believe those businesseswill get more favorable treatment than the medical marijuana
businesses.

Items Included in Cost of Sales Under §471

Aswasnotedaboveinthediscussionof§162, expensesassociatedwiththecostofsalesarenot
considered to be §162 expenses. Normally, taxpayers prefer for an expenditure to be treated as not part
of cost of sales and immediately available for deduction under IRC §162.

But the deduction prohibition under 8280E reverses this bias—those impacted by §280E generally are

goingtobebiasedtowardsincludingitemsbytakingabroadreadingofwhatisincludedin
expenditures to which 8471 applies, while the IRS will have just the opposite bias.
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IRC863(a) definestaxableincomeasgrossincome lessdeductionsallowed underthe IRCfor
income taxes. IRC §280E bars those deductions, so a cannabis business pays tax on gross income— but
gross income has a technical meaning for income taxes that is different from what you might expect.

Costofsalesisconsidered partof the computation ofgrossrevenue. AsReg. 81.63-1(a) provides:

() In general. In a manufacturing, merchandising, or mining business, “gross
income” meansthetotal sales, lessthe cost of goods sold, plusany income from
investments and from incidental or outside operations or sources. Gross income is
determined without subtraction of depletion allowances based on a percentage of
income to the extent that it exceeds cost depletion which may be required to be
included in the amount of inventoriable costs as provided in §1.471-11 and without
subtraction of selling expenses, losses or other items not ordinarily used in
computing costs of goods sold or amounts which are of a type for which a deduction
would be disallowed under section 162(c), (f), or (g) in the case of a business
expense. The cost of goods sold should be determined in accordance with the
method of accounting consistently used by the taxpayer. Thus, forexample, an
amountcannotbetakenintoaccountinthecomputationofcostofgoodssoldany
earlier than the taxable year in which economic performance occurs with respect to the
amount (see 81.446-1(c)(1)(ii)).

Animportant note is found in the underlined text above. Selling expenses cannot be considered part of
cost of sales per the above regulation. For acannabis business, that means that selling expenses cannot
be considered a cost of sales.

As for costs that must be ininventory, Reg. §1.471-3 provides the details of those items, with separate
rulesforthose businessesthatare resellersand forthose whoare producers.

For resellers, Reg. §1.471-3(b) provides:

Inthecase of merchandise purchasedsince the beginningofthe taxableyear, the
invoice price less trade or other discounts, except strictly cash discounts
approximating a fair interest rate, which may be deducted or not at the option of the
taxpayer, provided a consistent course is followed. To this net invoice price should be
addedtransportationor other necessary chargesincurredinacquiring possession of
the goods. But see 81.263A-1(d)(2)(iv)(C) for special rules for certain direct

material costs that in certain cases are permitted to be capitalized as additional
section 263A costs by taxpayers using a simplified method under §1.263A-2(b) or

or 81.263A-3(d). For taxpayers acquiring merchandise for resale that are subject to the
provisions of section 263A, see 8§81.263A-1 and 1.263A-3 for additional amounts
that must be included in inventorycosts.

If ataxpayer is producing property, Reg. 81.471-3(c) provides the types of costs that must be
capitalized:

Inthe case of merchandise produced by the taxpayer since the beginning ofthe
taxable year, (1) the cost of raw materials and supplies entering into or consumed in
connectionwiththe product, (2) expendituresfor directlabor,and (3) indirect
productioncostsincidenttoand necessary for the production ofthe particular
article, including in such indirect production costs an appropriate portion of
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managementexpenses, butnotincludinganycostofsellingorreturnoncapital,
whether by way of interest or profit. See §§1.263A-1 and 1.263A-2 for more
specific rules regarding the treatment of production costs.

Inventory Costs for Resellers g Gl el
Producers

* Invoice price paid for e Seeds
merchandise

o Fertilizer
e Transportation costs
e Water

e Labor directly involved
with cultivation

* Reasonable portion of
indirect costs, including
management

One key thing that the adviser must note here—only if the controlled substance is sold will there be a
deduction available, since any amount not treated as a reduction in gross income will be caughtin the
§280E trap, the disallowance of otherwise ordinary business expenses from gross income if the activity
performed is associated with “trafficking” of a Schedule I or 11 substance.

EXAMPLE

ABC, Inc. is in the business of selling medical marijuana in a state where such a sale is legal. One evening, their
store is broken into and thieves make off with product that ABC had paid $25,000 for. The IRS will likely argue
that this loss, being a theft loss under IRC §165, is not deductible as a business expense to ABC, being a cost of
carrying on a business of the trafficking in controlled substances. Such a loss does not reduce gross income
and, therefore, is subject to §280E’s broad disallowance rule.

Similarly, if federal agents were to confiscate the product from ABC, the amounts paid for that product would
not represent a deductible loss to ABC, rather being barred by IRC §280F from any deduction by a business
trafficking in controlled substances.

Uniform Capitalization Rules Under §263A for Businesses Impacted by
§280E

The IRS, in Chief Counsel Memorandum 201504011, decided that a class of taxpayers is effectively
“exempt”fromthe provisionsof IRC8263A. Butitturnsout notto beawin for these taxpayers.
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Because the group of taxpayers who are found to not be subject to the rules of 8263A are those who are
growing marijuanaunder various state laws that make their business legal at the state law level,
althoughthe productionandsale ofthe productremainsillegal at the federal level.

Under IRC 8280E, the following limitation applies to businesses that traffic in controlled substances
(such as marijuana):

No deduction or credit shall be allowed for any amount paid or incurred during the
taxableyearincarryingonanytradeorbusinessifsuchtradeorbusiness (orthe
activitieswhich comprise such trade or business) consists of trafficking in controlled
substances (within the meaning of Schedule I and 11 of the Controlled Substances
Act) which is prohibited by Federal law or the law of any State in which such trade or
business is conducted.

But, despite what this says, that does not mean the entity is taxable on its gross receipts. Rather, the
memorandum notes:

Though a medical marijuana business is illegal under federal law, it remains
obligatedtopayfederalincometaxonitstaxableincomebecause §61(a) doesnot
differentiate between income derived from legal sources and income derived from
illegal sources. See, e.g., Jamesv. United States, 366 U.S. 213, 218 (1961). Under
the Sixteenth Amendment of the United States Constitution ("Sixteenth
Amendment"), Congress isauthorized to lay and collect taxes on income. Ina series of
cases, the United States Supreme Courthasheld thatincomeinthe contextofa
reseller or producer means gross income, not gross receipts. In other words,
Congressmay nottaxthe return of capital. See, e.g., Doylev. Mitchell Bros. Co., 247
U.S.179,185("Aswassaid in Stratton's Independence v. Howbert, [citation
omitted], ' Incomemaybedefinedasthegainderivedfromcapital, fromlabor,or
from both combined.""); New Colonial Ice Co. v. Helvering, 292 U.S. 435, 440
(1934) ("The power to tax income like that of the new corporation is plainand
extends to the gross income. Whether and to what extent deductions shall be
alloweddependsupon legislativegrace; and onlyasthereisclear provision therefor can
any particular deduction be allowed.”).

Section 61(a) defines "gross income" broadly using 15 examples of items that are
includible in gross income. Consistent with the Sixteenth Amendment, §61(a)(3)

provides that gross income includes net gains derived from dealings in property,
whichincludescontrolled substancesproducedoracquiredforresale. "Gainsderived
from dealings in property" means gross receipts less COGS, which is the term given to
the adjusted basis of merchandise sold during the taxable year. Section 1.61-3(a) of
the Income Tax Regulations. See also 881001(a); 1011(a); 1012(a). As the Tax
Courtexplained in Readingv. Commissioner, 70 T.C. 730, 733 (1978), "[t]he 'cost
ofgoodssold'conceptembracesexpendituresnecessarytoacquire,constructor
extractaphysical productwhichistobesold;the seller canhave nogain until he
recovers the economic investment that he has made directly in the actual item sold.” A
taxpayer derives COGS using the following formula: beginning inventories plus
current-year production costs (in the case of aproducer) or current-year purchases (in
the case of a reseller) less ending inventories. In general, the taxpayer first
determines gross income by subtracting COGS from gross receipts, and then
determines taxable income by subtracting all ordinary and necessary business
expenses (e.g., §162(a)) from grossincome.
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WhenCongressenacted8280Ein1982,itdidsotoreversethe TaxCourt'sdecisioninJeffrey
Edmondson v. Commissioner, TC Memo 1981-263, that allowed deductions related to the illegal sale
of controlled substances. However, due to concerns about the Constitutional issues raised above,
Congressintentionallydid notaddressthe deductionforcostofgoodssoldrelatedtotheillegal
drugs.

So, for such taxpayers, itwould appear that 1986's adoption of the uniform capitalization rules under
IRC§263Aactually reduced his/her taxes, takingwhatwould have been nondeductible expensesinto
cost of goods sold that will be deductible once the drugs are sold.

However,the IRSconcludedthatthiswasnottrulythecase.Rather,the IRSnoted thatwhen§280E
was adopted what was includable in inventory was governed only by the rules found in IRC §471,
withresellerssubjectto§1.471-3(b)and producerssubjecttorulesfoundatRegs. §§1.471-3(c)and
1.471-11 otherwise known as the full-absorption regulations.

The memorandum notes that 8263A was not added to the law until four years later. The language at the
end of§263A(a)(2) states “[a]ny cost which (but for this subsection) could not be taken into account
in computing taxable income for any taxable year shall not be treated as a cost described in this
paragraph.”

The memorandum holdsthatthislanguage meansthatsomethingthatwould notbedeductible
without §263A does not become taxable via the application of §263A. In support of this position, the
memorandum cites the Senate Report of the provision in TAMRA describing the retroactive
technical correction that added this provision thatprovided:

The bill also clarifies that a cost is subject to capitalization under this provision only to
the extent it would otherwise be taken into account in computing taxable income for
any taxable year. Thus, for example, the portion of a taxpayer'sinterest expense thatis
allocabletopersonalloans,and henceisdisallowed undersection163(h), may not
be included inacapital orinventory accountand recovered through depreciationor
amortization deductions, as a cost of sales, or in any other manner. [Rep. No.
100-445, at 104 (1988)]

The memorandum therefore holds:

Section 263A is a timing provision. It does not change the character of any expense
from “nondeductible” to “deductible,” or vice versa. For a taxpayer to be permitted to
treat an expense as an inventoriable cost, that expense must not run afoul of the flush
language at the end of 8263A(a)(2) — “Any cost which (but for this subsection)
couldnotbetakenintoaccountincomputingtaxableincomeforany taxable year
shall not be treated as a cost described in this paragraph.” See §1.263A- 1(c)(2)(i).

Readtogether, 8280E and the flush language attheend of §263A(a)(2) preventa
taxpayer trafficking in a Schedule I or Schedule 11 controlled substance from
obtaining a tax benefit by capitalizing disallowed deductions. Congress did not
repeal or amend 8280E when it enacted 8263A. Furthermore, nothing in the
legislative history of §263A suggests that Congress intended to permitataxpayer to
circumvent §280E by treating adisallowed deduction as an inventoriable cost or as
any other type of capitalized cost.

Thus, noamountswill be added to the cost of goods sold of an entity trafficking in marijuanavia
8263A.
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Overall Basis of Accounting Issues

Not all is “bad news” for the marijuana trafficker, though. The memo next goes on to look at issues that
would arise if the trafficker used the cash method of accounting.

The ruling concludes generally that if a trafficker was using the cash method, the IRS generally properly
couldforcethetraffickertousetheaccrual basis. Thememorandumconcluded:

Acash-method producer of a Schedule I or Schedule I controlled substance, such as
marijuana, typically will deduct all production costs in the taxable year paid and,
thus,willnothaveanyadjustedbasisinthe productthatitproduces. When§280E is
applied in the case of a producer trafficking in a Schedule I or Schedule 11
controlledsubstance,andall deductionsfromgrossincomearedisallowed, the
producer’s taxable income for each taxable year will be significantly higher than
what it would have been if the producer had used a permissible inventory method and
recouped its production costs through COGS. Furthermore, the producer will notbe
abletotakethose disallowed production costsintoaccountinanyfuture taxable
year. Thus, in this scenario, the overall cash method does not clearly reflect income
because of the operation of §280E. Stated differently, even a producer
traffickinginaSchedule I or Schedule Il controlled substance issubjecttotaxon
“gains derived from dealings in property,” not on gross receipts. Section 61(a)(3).

Thisruleregarding“gainsderived fromdealingsinproperty” appliesequallytoa
reseller trafficking ina Schedule I or Schedule 11 controlled substance.

In our view, Examination and Appeals have the authority under 8446(b) to require a
taxpayer to change from a method of accounting that does not clearly reflectincome to
amethodthatdoesclearly reflectincome regardless of whether that change results in a
positive or negative 8481(a) adjustment. When a producer or reseller of a
Schedule l or Schedule Il controlled substance usesa method of accounting that
causesataxresultcontrary tothe Sixteenth Amendment, to 861(a)(3),and tothe
legislative history of 8280E, the proper exercise of the above-mentioned authority is
warranted. Section 446(b). See also Rev. Proc. 2002-18. See also IRM 4.11.6.7.1
(05-13-2005). Consequently, ifaproducer orresellerofaSchedule l or Schedulell
controlled substance is deducting from gross income the types of costs that would be
inventoriable if that taxpayer were properly using an inventory method under §471, itis
an appropriate exercise of authority for Examination or Appeals to require that
taxpayer to use aninventory method, to use the applicable inventory-costing regime
(asdiscussed under Issue (1) of thismemo), and to change fromthe overall cash
method to an overall accrual method.

That seems like not good news—but it turns out that the taxpayer may qualify for the various relief
provisionsthatwillallowthe use ofthecash basisofaccountingand, inthatcase, theywillgeta
deductionfor product costs. The availability of these relief provisions was greatly expanded in the Tax
Cuts and Jobs Act.

The memorandum concludes:
However, if that taxpayer is not required to use an inventory method (for example,
small taxpayers properly using the modified cash method under Rev. Proc. 2001-10 or

Rev.Proc.2002-28orfarmers), itisnotanappropriate exercise ofauthorityfor
Examinationor Appealstorequire thattaxpayer to use aninventory method.
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Instead, Examination or Appeals should permit that taxpayer to continue
recovering, as a return of capital deductible from gross income, the same types of
costs that are properly recoverable by a taxpayer both trafficking ina Schedule I or
Schedule 11 controlled substance and using an inventory method under 8471. Thus, for
example, aproducer of a Schedule I or Schedule 11 controlled substance should be
permitted to deduct wages, rents, and repair expenses attributable to its
production activities, but should not be permitted to deduct wages, rents, or repair
expenses attributable to its general business activities or its marketing activities.

§199A AND THE CANNABIS BUSINESS

The Tax Cutsand Jobs Actaddedanewprovisiontothe IRC, IRC8199A. Akey questionthat should
have immediately occurred to advisers dealing with cannabis businesses is whether those businesses will
get the benefit of §199A.

Basics of IRC §199A

The deduction is the total of:

B The“combined qualified business income amount” of the taxpayer (subject to an adjusted taxable
income limit) plus

B 20% of the aggregate amount of qualified real estate investment trust (REIT) dividends and
publicly-traded partnership (PTP) income (subject to a separate adjusted taxable income limit)

The qualified business income deduction is not adjusted for preferences and adjustmentsinthe
computation of alternative minimum taxable income. [IRC §199(f)(2)]

Where the Deduction is Claimed

The deduction is not used in calculating adjusting gross income, nor is it an itemized deduction. The
deduction, available whether or not a taxpayer itemizes, serves to simply reduce taxable income
directly. [Act Section 11011(b)]

This location of the deduction is going to complicate state income issues in states that base their tax
systems on federal tax numbers other than simply starting with federal taxable income. If, asis true
withmanystates, itstartswithfederal adjusted grossincomeand thenadoptsfederal itemized
deductions, thereisno currentstructure in state law to absorb this subtraction unless the state adds a
new provision in the law to deal with this additional type of deduction.

Qualified Business Income

The deduction is calculated based on qualified business income (QBI), so the definition of that is key.
For atax year, “qualified businessincome” is defined as “the netamount of qualified items of income,
gain, deduction, and loss with respect to any qualified trade or business of the taxpayer.” [IRC
8199A(c)(1)]

Morespecifically, thefinal regulations provide the following definition of qualified businessincome.

Qualified items of income, deduction, gain, or loss are items of gross income, gain, deduction, and loss
to the extent such items are:
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B Effectively connected with the conduct of a trade or business within the United States
(within the meaning of Section 864(c), determined by substituting “trade or business
(within the meaning of Section 199A)” for “nonresident alien individual or a foreign
corporation” or for “a foreign corporation” each place it appears), and

B Included or allowed in determining taxable income for the taxable year.4°
Note that for cannabis businesses, the final regulations limiting the items reducing QBI to those

allowed in determining taxable income is a significant benefit, as the QBI is not reduced by any
expense for which a deduction is disallowed under IRC §280E.

Threshold Amount

The threshold amount, above which both the W-2 wages and capital limitation and the restrictions on
thedeductionforaspecified trade or businessapplies, issetat taxable income (before the deduction
allowed by 8199A) of $315,000 foramarried couplefilingajointreturnand $157,500 forall other
taxpayers. The threshold amountswill be adjusted for inflation in futureyears. [IRC §199A(e)(2)]

Inboth cases, the limitation phases in over $100,000 for amarried couplefilinga joint returnand
$50,000 for all other taxpayers. [IRC 8199A(b)(3)(B)] For 2019, the inflation adjusted threshold
amounts are:

B Married couple filing a joint return — $321,400

B Married individual filing a separate return and trusts — $160,725

®m Single or head of household — $160,700%0

W-2 Wages and Unadjusted Basis Immediately After Acquisition (UBIA)
Limit

While the specialized service trade or business limitations should notimpact cannabis businesses, the W-
2wage and UBIA limits will impact cannabis businesses where the taxpayer’s taxable income is above

the threshold amount.

Luckily, theselimitsareapparentlytied toitemsotherthanamountsdeducted for W-2wages.
However, it's not clear if the IRS will allow assets for which no depreciation is allowed to be part of

UBIA. Sofar,wedon'thavearulingonthatissue. Butthislikelyisnotamajorproblem, since most
likely the 50% of W-2 wages limit will be the more useful limit for cannabis businesses.

For affected taxpayers, the qualified business income deduction s limited to the greater of the
following:

B 50% of W-2 wages related to the qualified business, or

“Reg. §1.199A-3(b)(2)(i)

%0 Revenue Procedure 2018-57
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B The total of:
—  25% of W-2 wages related to the qualified business, plus

— 2.5% of the unadjusted basis of qualified property used in the qualified
business. [IRC 8199A(b)(2)(B)]

Qualified propertyistangible property usedin the qualified businesswhichis subjectto depreciation
and:

B Whichisheld by, and available for use in, the qualified trade or business at the close of the taxable
year,

B Whichisusedatany point during the taxable year in the production of qualified business income,
and

B Either:

— The property had not been acquired more than 10 years before the end of the taxable
year, or

— Thelast day of the recovery period for the property had not passed by the end of the
taxable year.

Wages include payments described in IRC 86051(a)(3) (wages shown on the W-2 subject to income
tax withholding) plus those described in IRC 86051(a)(8) (specified elective deferrals to retirement
programs: employee contributions to §401(k) plans, compensation deferred under IRC 8457, and
elective Roth deferrals under §402A).5!

The regulations provide for looking to W-2s filed during the calendar year ending during the
individual’s or relevant pass-through entity (RPE)’s taxable year.

For this purpose, except as provided in paragraphs (b)(2)(iv)(C)(2)%2and
(b)(2)(iv)(D)%3ofthissection, the FormsW-2, “Wage and Tax Statement,” orany
subsequent form or document used in determining the amount of W-2 wages, are
those issued for the calendar year ending during the individual's or RPE’s taxable
year for wages paid to employees (or former employees) of the individual or RPE for
employment by the individual or RPE.5

Employees for this purpose are limited to employees defined under:
B |RC 83121(d)(1) — corporate officers, and

B |RC 83121(d)(2) — common lawemployees,

5L Reg. §1.119A-2(b)(2) i)
2 Related to short taxable years
3 Services performed in the Commonwealth of Puerto Rico

5 Reg. §1.199A-2(b)(2)(i)

99



including officers of an S corporation and employees of an RPE under common law.% That excludes
fromthe classification asemployee any statutory employees.

The final regulations under 8199A state that the IRS may provide for methods of computing taxable
wages. 56 At the same time as the final regulations were issued, the IRS finalized a revenue procedure to
provide for acceptable methods of computing W-2wages.

Revenue Procedure 2019-11 provides for methods of computing W-2 wages for purposes of IRC
8199A.

Employees for this purpose are limited to employees defined under:
B |RC 83121(d)(1) — corporate officers, and
B |RC 83121(d)(2) — common lawemployees,

including officers of an S corporation and employees of an RPE under common law.*® That excludes
fromthe classification asemployee any statutory employees.

The final regulations under 8199A state that the IRS may provide for methods of computing taxable
wages.* At the same time as the final regulations were issued, the IRS finalized arevenue procedure to
provide for acceptable methods of computing W-2wages.

Revenue Procedure 2019-11 provides for methods of computing W-2 wages for purposes of IRC
8199A.

The Revenue Procedure begins the Rules of Application in Section 3 with the following caution on
wages that can and cannot be included in the calculation of 8199A W-2 wages:

Incalculating W-2wagesforataxable year underthe methodsdescribedinthis
revenue procedure, include only wages properly reported on Forms W-2 that meet the
applicable rules of §1.199A-2(b). Specifically, 81.199A-2(b)(2)(i) provides that,
except as provided in §1.199A-2(b)(2)(iv)(C)(2) (concerning short taxable years that
do not include December 31) and 81.199A-2(b)(2)(iv)(D) (concerning
remunerationforservicesperformedinthe CommonwealthofPuertoRico), the
Forms W-2, “Wage and Tax Statement,” or any subsequent form or document used in
determiningtheamountofW-2wagesarethosethatareissuedforthecalendar year
ending during the person’s taxable year for wages paid toemployees (or former
employees) of the person for employment by the person. Section 1.199A-2(b)(2)(i)
also provides that, for purposes of §1.199A-2, employees of the person are limited to
employeesofthe personasdefinedinsection3121(d)(1)and (2) (thatis, officersof a
corporation and employees of the person under the common law rules). Therefore,
Forms W-2 provided to statutory employees described in section 3121(d)(3) (that s,
FormsW-2inwhichthe “Statutory Employee” box inBox 13 ischecked) should not
beincludedincalculating W-2wagesunderany ofthe methodsdescribed in this
revenue procedure.

* Reg. §1.119A-2(b)(2)(i)

% Reg. § 1.199A-2(b)(2)(iv)(A)
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The Revenue Procedure at Section 3.02 warns that this Revenue Procedure’s determination of wages is
solely for 8199A purposes, and the procedure has no application in determining wages for other
purposessuchasfor FICAtaxation, FUTAtaxation or paymentssubjecttofederal income tax
withholding.

After reciting the W-2 wages definition from the proposed regulations, in Section 4.02, the IRS
providesamappingofW-2informationtowhatarewagesfor IRC8199A purposes.

.02 CorrelationwithFormW-2. Underthe 2018 FormsW-2, the elective deferrals
under section 402(g)(3) and the amounts deferred under section 457 directly
correlate to coded items reported in Box 12 on Form W-2. Box 12, Code D, is for
elective deferrals to asection 401(k) cash or deferred arrangement plan (including a
SIMPLE 401(k) arrangement); Box 12, Code E, is for elective deferrals under a
section 403(b) salary reduction agreement; Box 12, Code F, is for elective deferrals
under a section 408(k)(6) salary reduction Simplified Employee Pension (SEP); Box
12, Code G, is for elective deferrals and employer contributions (including
nonelectivedeferrals) toanygovernmental or nongovernmental section457(b)
deferred compensation plan; Box 12, Code S, isforemployee salary reduction
contributions under a section 408(p) SIMPLE (simple retirement account); Box 12,
Code AA, is for designated Roth contributions (as defined in section 402A) under a
section401(k) plan;and Box 12, Code BB, isfordesignated Roth contributions (as
defined insection402A) under asection 403(b) salary reduction agreement.

However, designated Roth contributions are also reported in Box 1, Wages, tips, other
compensation, and are subject to income tax withholding.

The proposed Revenue Procedure provides three methods that can be used to compute W-2 wages for
8199A purposes. They are:

1. Unmodified Box Method;
2. Modified Box 1 Method; and
3. Tracking Wages Method.57

Themethodsaredescribed below. Forreference, hereisacopyof2018 FormW-2thatwillbe referred
to in the proposed Revenue Procedure.

5" Revenue Procedure 2019-11, Section 5
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a Employee’s social security number Safe, accurate, - oo Visit the IRS website at
OMB No. 1545-0008  FAST! Use 'e o f ”e wwiw.irs.goviefile

1 Wages, tips, other compensation 2 Federal income tax withheld

b Employer identilication number (EIN)

¢ Employer's name, address, and ZIP code 3 Social security wages 4 Social security tax withheld
5 Medicars wages and tips 6 Maedicare tax withheld
T Social security tips 8 Allocated tips
d Control number 8 \Verification code 10 Dependent care benefits
Last name Suff.| 11 Nonqualified plans !23 See instructions for box 12

e Employee’s first name and initial

o
[13 Stanmory Retremant  Third-party 12b
ioyee sick pay e

= = 0

14 Other 12c

f Employee’s add-ess and ZIP code
15 State Employer's state 1D number 16 State wages, tips, etc. 17 State income tax 18 Local wages, tips, etc. | 19 Local income tax 20 Locality name
w 2 Wage and Tax E D ].' & Department of the Treasury—Intemal Revenue Service
-
Form Statement

Copy B—To Be Filed With Employee’s FEDERAL Tax Return.
This information is being furnished to the Internal Revenue Service.

Unmodified Box Method

The proposed Revenue Procedure defines the unmodified box method as follows:

Under the unmodified box method, W-2 wages are calculated by taking, without
modification, the lesser of—

(A) The total entries in Box 1 of all Forms W-2 filed with SSA by
the taxpayerwith respectto employees of the taxpayer foremployment
bythe taxpayer; or

(B) ThetotalentriesinBox5ofallFormsW-2filedwith SSA by
the taxpayer with respecttoemployees of the taxpayer foremployment
bythe taxpayer.58

Box 1isthe box holding taxable wages, tips, and compensation. Box 5 represents the Medicare wages
and tips.

%8 Revenue Procedure 2019-11, Section 5.01
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Modified Box 1 Method
The second methoddescribed inthe proposed Revenue Procedure isthe modified Box 1 method.

Under the Modified Box 1 method, the taxpayer makes modifications to the
total entriesinBox1ofFormsW-2filedwithrespecttoemployeesofthe
taxpayer. W-2 wages under this method are calculated as follows—

(A) Total theamountsin Box 1 ofall Forms W-2 filed with SSA by
the taxpayerwithrespectto employees of the taxpayer for employment
bythe taxpayer;

(B) Subtractfromthetotal inparagraph.02(A)ofthissection
amounts includedinBox1ofFormsW-2thatare notwagesfor
Federalincometax withholding purposes, including amounts that are
treated as wages for purposes of income tax withholding under section
3402(0o) (for example, supplementalunemploymentcompensation
benefitswithinthemeaningof Rev. Rul. 90-72); and

(C) Addtotheamountobtainedafterparagraph.02(B)ofthissection
the total oftheamountsthatare reported inBox 12 of Forms W-2with
respect to employees of the taxpayer for employment by the taxpayer
and thatare properly coded D, E, F, G, and S.%°

Tracking Wages Method

The final method taxpayerswould be able to choose from under the proposed Revenue Procedure is
the tracking wages method. The procedure describes that method as follows:

Under the tracking wages method, the taxpayer actually tracks total wages subject
to federal income tax withholding and makes appropriate modifications. W-2
wages under this method are calculated as follows—

(A) Total the amounts of wages subject to federal income tax
withholding that are paid to employees of the taxpayer for employment
by the taxpayer and that are reported on Forms W-2 filed with SSA by
the taxpayer for the calendar year; plus

(B) Thetotal of theamountsthatare reported in Box 12 of Forms
W-2 with respecttoemployees of the taxpayer foremploymentby the
taxpayer and that are properly coded D, E, F, G, andS.¢°

%9 Revenue Procedure 2019-11, Section 5.02

% Revenue Procedure 2019-11, Section 5.03
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Short Tax Years

The Revenue Procedure describes special rules for ashort tax year. In Section 6.01, the proposed
Revenue Procedure begins:

.01 Special rule for taxpayers with ashort taxable year. In the case of a taxpayer
with a short taxable year, subject to the rules of application described in section
3of this revenue procedure, the W-2 wages of the taxpayer for the short taxable
year shall includeonlythosewagespaidduringtheshorttaxableyearto
employeesofthe taxpayer, onlythoseelectivedeferrals (withinthe meaningof
section402(g)(3)) madeduringtheshorttaxableyearbyemployeesofthe
taxpayer,andonly compensationactually deferred under section 457 during
theshorttaxable yearwith respect to employees of the taxpayer. See §1.199A-
2(b)(2)(iv)(C) of the regulations.

Ataxpayer isrequired to use the tracking wages method for ashort taxable year. The method is
applied in the following manner:

.02 Method required for a short taxable year and modifications required
in application of method. The W-2 wages of a taxpayer with a short taxable year
shall be determined under the tracking wages method described in section
5.03 of this revenue procedure. In applying the tracking wages method in the
case of ashort taxable year, the taxpayer must apply the method as
follows—

(A) Forpurposesofsection5.03(A), thetotal amountofwagessubject
to federal income tax withholding and reported on Form W-2 must
include onlythose wages subject tofederal income tax withholding that
areactually orconstructively paid toemployeesduringthe short
taxableyearand reported on FormW-2 for the calendar yearending
withorwithinthat short taxable year (or, for a short taxable year
that does not contain a calendar year ending with or within such short
taxable year, wages subject to federal income taxwithholding thatare
actually or constructively paid to employees during the short taxable
year and reported on Form W-2 for the calendar year containing such
short taxable year); and

(B) For purposes of section 5.03(B), only the portion of the total
amounts reportedinBox 12, CodesD, E,F,G,andS,on FormsW-
2,thatare actuallydeferredor contributed during the shorttaxable
yearareincluded in W-2 wages.

Additional Computations May Be Needed

The Revenue Procedure warns in Section 2 that adjustments may need to be made to any of these
figures to obtain the W-2 wages properly allocable to a particular trade or business:

W-2 wages calculated under this revenue procedure are not necessarily the W-2

wagesthatare properlyallocableto QBlandeligible foruseincomputingthe
section 199A limitations. As mentioned above, only W-2 wages that are properly
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allocable to QBI may be taken into accountin computing the section
199A(b)(2) W-2 wage limitations. Thus, after computing W-2 wages under
this revenue procedure, under §1.199A-2(b)(3), the taxpayer must determine
the extent to which the W-2wagesare properly allocable to QBI. Then, the
properlyallocable W-2 wages amount is used in determining the W-2
wages limitation under section 199A(b)(2)forthattradeorbusinessaswellas
anyreductionforincomereceived from cooperatives under section
199A(b)(7).

What About §280E?

The wording of IRC §280E tells us that the deductions that are denied are those that arise from “any
amount paid or incurred during the taxable year in carrying on any trade or business if such trade or
business...” Clearly the 8199Aamountis not paid in carryingon acannabis trade or business.

But not so clear is if the IRS will see this as an amount “incurred” in carrying on a trade or business.
Similarly, the deduction is claimed on the return of the pass-through entity owner, not that of the
business that isinvolved in the trafficking directly—so does that change the result?

The purpose of this provision was to effectively lower the tax rate and the deductionisonly a
method of doing so. So acourt might view thisnotasadeduction or credit, but justarate
adjustment.

Butacasethatwasdecidedinlate2019suggestedthat8280Eisgoingtobarallsuch
deductions. In the case of Northern California Small Business Assistants Inc. v.
Commissioner, 153 TC No. 4,5 the taxpayer argued that 8280E’s bar on deductions only
applied to those allowed under IRC 8162 (for ordinary and necessary business expenses).
As the majority opinion notes:

Petitionerwould haveusfind thatsection 280E appliesonly tosection 162
deductions. According to petitioner, the text of section 280E “tracks” that of section
162, whichallowsforall ordinaryand necessary businessexpense deductions,
suggestingthatsection 280E shouldapplyonlytolimitsection 162 deductions. 62

IRC 8164 allows a deduction for taxes paid by the taxpayer, while §167 allows the deduction
for depreciation. Applying the taxpayer’s logic, the dispensary would also apparently be
allowed deductions under 8179 (for expensing equipment purchases) and §199A (the
qualified business income deduction).

But the Tax Court determined that §280E broadly denies any deduction aside from cost of sales,
ruling:

However, petitioner's argument misses the first line of section 280E: “No
deduction or creditshall be allowed”. (Emphasisadded.) Congress could not have
beenclearer in drafting this section of the Code.

1 Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, October 23, 2019,
https://www.ustaxcourt.gov/UstcinOp/OpinionViewer.aspx?1D=12102, .

%2 Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, pp. 11-13.
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The broader statutory scheme also supports our conclusion that section 280E
means what it says— no deductions under any section shall be allowed for
businesses that trafficinacontrolled substance. Section 261, inpart I X of
subchapter B ofchapter 1 of the Code, provides that “no deduction shall in any
case be allowed in respect of the items specified in this part.” Section 280E isin
part IX. Similarly, section 161 providesthatdeductionsfoundinpartVIof
subchapterBofchapterloftheCode areallowed “subjectto the exceptions
providedinpart IX”. PartVI providesa comprehensive list of allowable
deductionsfor taxpayers. Thislistincludes section 162 and section 165
deductions, which we have previously disallowed pursuant to section 280E.
See CHAMP, 128 T.C. at 180-181 (disallowing section 162 deductions
under section 280E); Beck v. Commissioner, T.C. Memo. 2015-149, at

*18 (disallowing a section 165 loss deduction under section 280E). As relevant here,
part VI also includes sections 164 and 167, two additional sections petitioner
believes would allow it a deduction. Clearly, sections 164 and 167 are limited by the
exceptions in part 1X, including section 280E. Thus, section 280E precluded
petitioner from taking any deductions under sections 164 and 167 that are tied to its
medical marijuana dispensary.63

Note IRC8199Aisalsofoundin part VI of subchapter B of chapter 1 of the Code, so the
reference in8161limitingsuchdeductionstothose notbarred by part IXwouldalsoappearto
applytothat provision. Aswell, IRC 8164 would be the provision under which state income taxes
are deducted, so thedecisionalsoappearsto bar the deduction for corporate income taxes paid
byadispensary organizedasaCcorporation. Whatallthismeansisthatwecan'tbesure
whetherornotacannabis pass-through business equity holder will or will not be able to claim the
deduction under IRC §280E. The IRShasgivennoguidanceinthisarea,andgiventhe number
ofitemsontheagency’s“todo” listfor guidance relatedto TCJA, itwould not be surprisingto
seetheagencyremainsilentinthis area. The first we may know about the agency’s view in this
area may come when the IRS examines thefirst cannabis businessinwhich the §199A deduction
has been claimed by equity holders.

Giventhe uncertainty, adviserswhose clientsdecide to take the position these businessescan
generate a§199A deduction for the equity holders should consider filingaForm 8275
disclosureformon takingaposition thata §199A deduction isavailable to the cannabis
businessequity holder.

% Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, pp. 14-15.
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e 8275 Disclosure Statement

Do not use this form to disclose items or positions that are contrary to Treasury

OMB No. 1545-0889

" regulations. Instead, use Form 8275-R, Regulation Disclosure Statement.

(Rev. August 2013) . . i i . . Attachment
T » Information about Form 8275 and its separate instructions is at www. irs.gov/form8275. Sequence No. 92
Intermnal Revenue Serice P Attach to your tax return.

Name(s) shown on return Identifying number shown on return

If Form 8275 relates to an information return for a foreign entity (for example, Form 5471), enter:
Name of foreign entity »

Employer identification number, if any

Reference ID number (see instructions) P
General Information (see instructions)
(b) (d) fe)

c]
@) Item or Grou, i ipti i f
p Detailed Description Form or Line
REVIROL, Rev. Rros, fet, of ltems: of ltems Schedule No. Alnoufiy

5

6

IZXII] Detailed Explanation (see instructions)
1

Part Il Information About Pass-Through Entity. To be completed by partners, shareholders, beneficiaries, or
residual interest holders.

Complete this part only if you are making adequate disclosure for a pass-through item.

Note: A pass-through entity is a partnership, S corporation, estate, trust, regulated investment company (RIC), real estate investment
trust (REIT), or real estate mortgage investment conduit (REMIC).

1 Name, address, and ZIP code of pass-through entity 2 Identifying number of pass-through entity

3 Tax year of pass-through entity

/ / to / /
4 Internal Revenue Service Center where the pass-through entity filed
its retum
For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 61935M Form 8275 (Rev. 8-2013)
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Form 8275 {Rev. 8-2013) Page 2
188Vl Explanations (continued from Parts [ and/or i)

Form 8275 (Rev.8-2013)

108




WHAT IF §199A DOESN’T APPLY TO A CANNABIS BUSINESS?

While there may be a question regarding whether a cannabis business can obtain the benefit
of

8199A, there is no question a cannabis business operating in a C corporation does get the benefit
of the 21% corporate tax rate.

And while apotential second tax on liquidation is a consideration with a C corporation, two issues
need to be considered. First, the shareholder’s basisin his/her state would not appear to be at risk to
denial of a deduction under §280E, so the shareholders will get some benefit to their initial
investment that likely will be lostin a pass-through (the disallowed deductions will still reduce the
basis of the shares or partnership interest for the equity holder).

Second, itwould appear such C corporations would qualify for a partial or complete exclusion of gain

under IRC81202for the sale of thestock atalater date. Thisrulewould appear toapplyevenifthe
corporationsellsits assets and thenimmediately redeems the stock of the shareholder. Because many
CPAsmay not have considered C corporations previously, areview of 81202 issues follows.

Especially given the impact of the amount of tax due annually on a cannabis business due to
§280E, serious considerationshould be givento C corporation status. Obviously, the adviser must
consider any difference in personal vs. corporate tax rates imposed by the state or states
involved.

Qualified Small Business Stock

Priortothe TaxReform Actof1986, far more closely-held businessesoperatedasC
corporations thando now. The major reason why advisersmoved closely-held businesses away
fromC corporation statuswas the repeal in the Tax Reform Act of 1986 of what was known as
the General Utilities doctrine.

Generally, what was left of the doctrine just before its final repeal in 1986 allowed a corporation
that was planning on liquidating because, for instance, it had been approached by a party
interested in buying the assets of the corporation, would recognize no gain on the sale of assets
that were part of the plan of liquidation if the liquidation was completed within one year.

While ashareholderwould still pay tax on the gain realized on disposing of his/her shares, that
would only amount to asingle tax on the appreciated assets of the corporation. Most often those
appreciated assetswould be the goodwill, customer lists, and other intangible assets which had no
basisbutwere the real value of buying the operating business.

Seven years after the repeal of the General Utilities doctrine in 1993, Congress enacted a
new provisionthat provided asimilar type of relief on the sale of certain businesses that were
operatedasa C corporation. Originally, this provision simply provided for reduced level of tax if
the stock were sold or disposed of after aminimum holding period, as well as a tax-free rollover
optioninto another qualified entity’s stock. But beginning in 2010, the provisionwas modified
toallowforatotal exclusion of the gain on the sale of stock acquired after September 27,
2010.
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The §1202 exclusion for some or all gain on the sale of stock may help make the use ofaC
corporation, with lower annual tax obligations, more palatable for owners concerned about the tax
impact of a sale of the cannabis business.

Tax Cuts and Jobs Act’s Impact

Whilethe Tax Cutsand Jobs Actdid notchange 81202 directly, itdid make other changesthatnow
make an understanding of that provision crucial for any CPA advising taxpayers on the type of entity
he/she should be using for a new business. Corporate rates are now set at 21%, significantly below
individual rates even after taking into account the deduction under IRC 8199A for qualified business
income that would be available if a pass-through entity was used.

Asthatisa20%deduction, thatonly reducesthe maximum37% individual rateto 29.6%on
such income. Thus, if ataxpayer is in the maximum individual tax bracket, there will be a
significantly higher rate of federal tax imposed on the incomeearned.

While a double tax would still apply if the income was paid out as a dividend, prior to the 1986 Act,
thisrarely proved to be amajor problem. Ifthe corporation hasause for the funds, they can be
retained to grow the business without having to turn to borrowing—a fact that may be particularly
important if the business could run into the business interest limitations added by the Tax Cuts
and Jobs Act at IRC §163(j).

For a qualifying business, while the corporation would still pay tax on asale of its assets to abuyer,
the subsequent redemption of a shareholder holding qualified §1202 stock would be tax free up to

$10 million of gain if the requirements are met.

Thisdoes not meanthatall potentially qualified entitiesshould beaCcorporation. Therearea
number of issues, especially if the business does not plan to grow and/or the owner isgoing todrain
all earnings out of the enterprise each year for personal spending.

Butitdoes mean that the CPAwhowas advising the taxpayer when the entity was formed may have

to show that the 81202 option was considered and why it was ultimately rejected at a time when
the stockholder is facing a capital gains tax on a $10 million gain that would not exist had the

C corporation option been considered.

Exclusion of Gain Rules

IRC §1202(a) provides for an exclusion of varying amounts of gain from the sale of qualified small
business stock held more than 5 years.

Definition of Qualified Small Business Stock

Qualified small business stock (QSBS) is defined at IRC §1202(c). The basic requirements for such
stock are:

B Asofthedateofissuance, the corporation must be a“qualified small business” as defined
at IRC §1202(d)
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B Except for stock acquired by conversion of other stock (as defined at IRC §1202(f)) or via
certain taxfree transfersdetailed at IRC §1202(h), the stock must be acquired by the
taxpayeratits original issue (directly or via anunderwriter):

— In exchange for money or other property (but not stock), or

— Ascompensation for services provided to the corporation (other than servicesas
an underwriter of the stock). [IRC §1202(c)(1)]

Anti-Evasion Rules

Stockwill notbetreated as QSBSifcertain purchasesare made by thecorporationofitsown
stock surrounding the date the shareholder acquired his/her ownstock. Thisis meantto prevent
evasionof therulesbyhavingashareholder sell his/her sharesbacktothecorporationandthen
havethe corporation sell sharestoanewshareholder asamethod of allowing the new shareholder
acquirethe shares of the old shareholder and still have QSBS.

The anti-evasion rules will treat stock acquired as not QSBS stock if:

B Atanytimeduringthefour-year period beginning twoyearsbefore the newshareholder
acquired his/her shares, the corporation purchased more than a de minimis amount of its
stock from the taxpayer or a person related to the taxpayer [IRC §1202(c)(3)(A)] or

B Duringthetwo-year period beginningoneyear beforetheacquisition of the stock fromthe
corporation, the corporation made one or more purchases of its stock with an aggregate value
at the time of purchase exceeding 5% of the value of all of its stock at the beginning of the two-
year period. [IRC §1202(c)(3)(B)]

For purposes of the four-year rule, purchases are more than de minimis if the total shares purchased
exceed 5% oftheaggregate value ofthecorporation’sstockasofthe beginningofthefour-year
period. [Reg. §1.1202-2(a)(2)]

The IRS hascreated fourexceptionstotheabove rulesby regulationsfoundatReg. §1.1202-
1(d). Theregulations provide thatastock purchase will be disregarded if the stock is beingacquired
inany of the following circumstances:

B Thestockwasacquired by the seller inconnectionwith the performance of servicesas
an employee or director and the stock is purchased from the seller incident to the seller's
retirement or other bona fide termination of such services;

B Priortoadecedent'sdeath, the stock (oranoptiontoacquire the stock) was held by the
decedent or the decedent's spouse (or by both), by the decedent and joint tenant, or by a
trust revocable by the decedent or the decedent's spouse (or by both), and—

— Thestockispurchased fromthe decedent'sestate, beneficiary (whetherbybequestor
lifetime gift), heir, surviving joint tenant, or surviving spouse, or from atrust established
by the decedent or decedent's spouse; and

— Thestockispurchased within 3 yearsand 9 monthsfrom the date of the decedent’s death;

B Thestockis purchased incident to the disability or mental incompetency of the
selling shareholder; or
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B The stock is purchased incident to the divorce (within the meaning of section 1041(c)) of
the selling shareholder.

Active Business Requirement

Toretainits status as qualified small business stock, the corporation must also meet an active
business requirement as defined at IRC §1202(e).

Under the general active business rules, the corporation must meet two tests:

B Atleast 80% (by value) of the assets of such corporation are used by such corporationin
the active conduct of 1 or more qualified trades or businesses, and

B  The corporation is an eligiblecorporation.

A special set of rules found at IRC §1202(e)(2) expand the active conduct test to cover activities,
generally of astart-up company, that generally qualify as active conduct of abusiness to qualify as
such for thisrule. Assets used inanactivity shall be considered used in connection with the active
conductofatradeorbusinessif,inconnectionwithanyfuturequalifiedtradeor business, the

corporation is engaged in:

B Start-up activities described in Section195(c)(1)(A);

B Activitiesresulting inthe paymentorincurring of expenditureswhich may betreatedas
research and experimental expenditures under Section 174; or

B Activities with respect to in-house research expenses described in Section 41(b)(4).

Not all businesses qualify for stock issued to be treated as QSBS. Rather, the business in question
must not be:

B Anytradeorbusinessinvolvingthe performance of servicesinthefieldsof health, law,
engineering, architecture, accounting, actuarial science, performing arts, consulting, athletics,
financial services, brokerage services,

B Anytradeorbusinesswhere the principal asset of such trade or businessisthe reputation or
skill of 1 or more of its employees,

B Any banking, insurance, financing, leasing, investing, or similar business,
B Anyfarming business (see note following the list for the impact on certain cannabis businesses),
B Anybusinessinvolving the production or extraction of products of acharacter with respect

to whichadeductionisallowable under section 613 or 613A (percentage depletion),

and

B Anybusinessof operating a hotel, motel, restaurant, or similar business. [IRC §1202(e)(3)]

Aswas noted above, afarming business is not a qualified business for §1202 purposes. Thus, a
cannabis business that cultivates the plants will not be eligible to obtain the benefits of §1202.
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Similarly, the lawalsoblockscertain corporationsfromissuing QSBS. QSBS may not be issued
by:

B ADISC or former DISC,

B Acorporation thatis eligible for the §936 possessions tax credit or which has a direct or
indirect subsidiary eligible for that credit,

B Aregulated investment company (mutual fund), real estate investment trust (REIT) or
REMIC, or

® A cooperative. [IRC §1202(c)(4)]

For purposes of the 80% of assets test, stock and debt of a subsidiary corporation will be
disregarded, with the parent deemed to own its ratable share of the subsidiary’s assets and to
conduct a ratable share of the subsidiary’s activities. [IRC §1202(c)(5)(A)] A corporation will be
deemed a subsidiary for these purposes if the parent owns more than 50% of the combined voting
power of all classes of stock entitled to vote or more than 50% in value of all outstanding stock
ofthe subsidiary.

[IRC §1202(c)(5)(C)]

Conversely, ifacorporation holds a portfolio of stock and securities in other corporations that are
not itssubsidiary, itwill not be able to issue QSBS for any period where the value of that
portfolio exceeds10% ofthevalueofitsassetsinexcessofliabilities. Or, toputitmoresimply, its
equity, not its total assets. [IRC §1202(c)(5)(B)]

The same equity-based test will disqualify the corporation fromissuing QSBS for any period where
it holds real property not used in the active conduct of a trade or business whose value exceeds the
same 10% of equity threshold. [IRC 81202(c)(7)]

A special test applies to determine if working capital will be deemed to be an asset that can be
counted in meeting the 80% test described above. Subject to the limitation described below, assets
will be considered used in the active conduct of a trade or business if:

B Theassetsare heldasapartofthereasonably required working capital needs of aqualified
trade or business of the corporation, or

B Theassetsare held for investmentand are reasonably expected to be used within 2 years
to financeresearchandexperimentationinaqualified trade or businessorincreasesin
working capital needs of a qualified trade orbusiness.

However, ifthe businesshasbeeninexistence morethan2years,nomore than50% oftheassets

of the corporation qualify as used in the active conduct of aqualified trade or business for these
working capital reasons. [IRC §1202(e)(6)]

Qualified Small Business

The corporation also needs to be a qualified small business at the time the stock isissued. To be a
gualifiedsmallbusiness, thecorporationmustmeetallthree ofthefollowingcriteria:
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B The corporation must be adomestic corporation which is taxed as a C corporation (thus
this provision is not open to an S corporation);

B The aggregate gross assets of such corporation (or any predecessor thereof) at all times on or
after the date of the enactment of the Revenue Reconciliation Act of 1993 and before the
issuance did not exceed $50,000,000;

B Theaggregategrossassetsof suchcorporationimmediately after theissuance (determined
by taking into accountamounts received in the issuance) do not exceed
$50,000,000; and

B Such corporation agrees to submit such reports to the IRS and to shareholders as the IRS
may require to carry out the purposes of this section. Note that, to date, no such
reporting requirements have been published by the IRS. [IRC§1202(d)(1)]

For purposesofthe grossassetstest, the grossassetsshall be the total of the cashand aggregate
adjusted basis of other property held by the corporation. However, in computing the adjusted basis
of other property, the adjusted basis of any property contributed to the corporation shall be
computed asifthebasisofsuch propertywereequal toitsfairvalueatthetime ofthe
contribution.

[IRC §1202(d)(2)]

Forpurposesofthesetests,all corporationswhichare membersofthe same parent-subsidiary
controlledgrouparetreatedasasingle corporation. However, the testfor aparent-subsidiary
relationship shall be based on a “more than 50%” rather than “more than 80%” test for such control,
and insurance companies subject to tax under 8801 will not be treated as a controlled group separate
from the controlled group they otherwise would be part of. [IRC §1202(d)(3)]

Exclusion Amounts

Generally, the taxpayer qualifies for an exclusion of some (or all) of the gain on disposition if the
stock is held for at least five years. The amount to be excluded is:

B 100% of the gain for stock acquired after September 27, 2010;

B 75%ofthegainforstockacquiredafter February 17,2009 andbefore September 28,
2010;

B For stock acquired before February 18,2009:

— Generally, 50% of the gain,

— However, 60% of the gain from the sale of stock of that was a “qualified business entity”
as defined at IRC §1397C(b) during substantially all of the taxpayer’s holding

period attributable to periods before January 1, 2019.

A qualified business entity for purposes of the 60% exclusion is an entity that meets all of the
following requirements:
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B Everytradeor businessof suchentity is the active conduct of a qualified business within
an empowerment zone,

B Atleast 50% of the total gross income of such entity is derived from the active conduct of
such business,

B Asubstantial portion of the use of the tangible property of such entity (whether owned or
leased) is within an empowerment zone,

B Asubstantial portion of the intangible property of such entity is used in the active conduct of
any such business,

B Asubstantial portion of the services performed for such entity by itsemployees are performed
in an empowerment zone,

B At least 35% of its employees are residents of an empowerment zone,
B Lessthan 5% of the average of the aggregate unadjusted bases of the property of such entity
is attributable to collectibles (as defined in section 408(m)(2)) other than collectibles that

are held primarily for sale to customersinthe ordinary course of such business, and

B Lessthan5% of the average of the aggregate unadjusted bases of the property of such entity
is attributable to nonqualified financial property.

Elective Rollover Exclusion Provision

Rather than make use of the exclusion provisions above, ataxpayer may elect to take advantage of the
rollover rules found at IRC §1045 to exclude gain from the disposition of QSBS stock.

The rollover rules can be advantageous if:

B Thetaxpayerhasheldthestock formorethan6months,butnotmorethan5years(and
thus does not qualify for exclusion on sale rules described above), or

B The stock was acquired before the date when the 100% exclusion applies.

If the provision is elected, gain on the disposition of the QSBS is recognized only to the extent that
the amount realized on sale exceeds:

B Thecostofanyqualified small business stock purchased by the taxpayer during the 60-
day period beginning on the date of such sale, reduced by

B Any portion of such cost previously taken into account under this provision.

The second condition would apply if a taxpayer had multiple sales of QSBS shares for which an
electionwasmade duringthe period and beginning 59 days before the date of purchase. [IRC
§1045(a)]

Any gain not recognized pursuant to this provision, the basis of the QSBS acquired is reduced by that
unrecognized gain. [IRC §1045(b)(3)]
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The election must be made on or before the due date (including extensions) of the taxpayer’s tax
return for the year in which the stock was sold. [Revenue Procedure 98-48]

The election is made by:

B Reporting the entire gain from the sale of QSB stock on Schedule D, Capital Gains and
Losses, of the return in accordance with the instructions for Schedule D;

B Writing “Section 1045 rollover” directly below the line on which the gain is reported; and
B Entering the amount of the gain deferred under Section 1045 on the same line as the

rollover notation, as a loss, in accordance with the instructions for Schedule D. [Revenue
Procedure 98-48]

C Corporation vs. Pass-through for Cannabis Business

Considering theissues just noted, how doesitlook practically for structuring acannabis business
eitherasapass-throughentity oraCcorporation? Does the lower annual rate of tax on the

C corporation outweigh the potential second tax?

Let's revisit Wilma’s Cannabis Shop from Example 2 and look at her situation if the business is
operated as an S corporation.

EXAMPLE 3:
Wilma’s Cannabis Shop (Pass-through with §199A)
For purposes of this example, we’ll assume Wilma has the income and expenses noted in Example 2.

Wilma’s Cannabis Shop except for federal and state income taxes. As well, we’'ll assume that Wilma’s
taxable income is below the threshold amount so we won'’t have to control for W-2 wages to make this
example a bit simpler to follow. We will also decide that it turns out that §280E does not limit the
business’s ability to claim the §199A deduction (an assumption that may or may not turn out to be
correct—but that’s to be decided at a later date, likely in a court challenge if the IRS takes the contrary
position).

In that case, the amount of income that Wilma will pay tax on is computed as follows:

Income from Schedule K-1 S 119,300
Qualified business income deduction under IRC §199A 23,860
Net income taxable to Wilma S 95,440
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Since we are assuming Wilma is below the threshold amount, her maximum federal tax bracket is 24%.
We'll assume, based on her income, she is subject to a state tax at 4%. Since most states did not
conform to the §199A deduction, we’ll assume her state tax is imposed on the income from the K-1
before the §199A deduction.

Federal tax at 24% S 22,906
State tax at 4% (assuming state does not allow §199A deductions) 4,772
Total taxes - individual level S 27,678

What if Wilma had formed her business as a C corporation? The rates are lower (at least at the federal
level) but she loses the 20%. As well, she faces the double taxation problem (although this is a bit
different, as we’'ll discuss).

Federal corporate rates are at a flat 21%. While states are more likely to have flat corporate taxes, we’ll
still assume the 4% rate for these purposes (obviously, in a real case you'd use the actual expected state
tax rate). Here is her tax:

C corporation taxable income $ 119,300
Federal tax at 21% $ 25,053
State tax at 4% 4,772
Total corporate taxes $ 29,825

In this case, despite the lower tax rate for the C corporation, the fact is that the rate isn’t that much lower
than the individual rate at the threshold level.

EXAMPLE 4:

Wilma’s Cannabis Shop (Pass-through with §199A and Top Marginal Rate)

Let’s modify the example. We will assume Wilma has the same net income, but is well above the threshold
amount and is being taxed at the highest marginal rates. We will also assume now that the business has
sufficient W-2 wages paid during the year so that she can claim the full §199A deduction on her flow-
through income.

Federal tax at 37% S 35,313
State tax at 4% (assuming state does not allow §199A deductions) 4,772
Total taxes - individual level S 40,085

The corporate tax is not affected by Wilma’s marginal tax rates, so that total tax remains at $29,285.
Now the corporation has a significant tax (and cash flow) advantage.
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Inthe above cases, on an annual basis (ignoring any extra tax on distribution or on the final sale of
the business) the more beneficial structure depends on the marginal tax rate of the owner.

But what if ultimately it is held that 8280E does prohibit any deduction under §199A for a cannabis
business?

EXAMPLE 5

(Passthrough without §199A with 24% Marginal Rate)

This time we’ll assume that, while Wilma’s tax rate for federal purposes is 24% again, the §199A
deduction is not allowed to cannabis businesses. Now her tax results look like this:

Federal tax at 24% S 28,632
State tax at 4% (assuming state does not allow §199A deductions) 4,772
Total taxes - individual level S 33,404

Again, this will not impact the tax for the alternative C corporation, so that tax remains at $29,825. While
there is an advantage to the C corporation, it’s relatively minor.

Now the double tax can be considered. Normally, you’d see a calculation run by distributing the income of

$119,300 less the $29,285, or $90,015. But that isn’t appropriate here since there are the following non-
deductible expenses that would absorb available cash for distributions:

Office supplies $ 4,200
Utilities 2,000
Accounting and Legal 2,000
Rent 6,000
Wages 70,000
Advertising 6,700
§163 Interest Expense 1,780
Property taxes 1,400

Total Nondeductible Expenses $ 94,080

In this case, the double tax on the distribution of earnings is not a problem—rather, the negative cash
flow is more likely to be fatal to this business over time.

While, hopefully, acannabis businesswill structure its pricing and expensesto avoid the negative
cash flowthat Wilma s experiencing, there will be asignificantamount of earnings thatwill
notbe available for double taxation in your entity analysis.
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Section

Federal Income Tax Issues for

Cannabis Businesses

LEARNING OBJECTIVES

After completing this section, participants should be able to:

] Understand how the IRS and courts have applied the provisions of §280E in specific situations
[] Deal with recent cases and rulings

Given the rapidly-changing environment for state-legal cannabis businesses and the fact that
no regulations have ever been issued by the IRS under §280E, advisers need to keep up with
developmentsthatarise from IRSrulings (boththosebindingonthe IRSandthosethatare
merelyadvisory)and courtdecisions.

In this unit, we look at court and IRS rulings that have an impact on cannabis
businesses.

TAX COURT DECIDES THAT §280E DOES NOT VIOLATE THE EIGHTH
AMENDMENT

Amajority of the Tax Courtconcluded inthe case of Northern CaliforniaSmall Business
Assistants Inc. v. Commissioner, 153 TC No. 4,%4 that the denial of deductions for those

% Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, October 23, 2019,
https://www.ustaxcourt.gov/UstcinOp/OpinionViewer.aspx?1D=12102,
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operating businesses trafficking in cannabis is not a fine. Therefore, the provision could not be
found to be an excessive fine.

The Eighth Amendment to the U.S. Constitution provides:

Excessive bail shall notbe required, nor excessive finesimposed, nor cruel
and unusual punishments inflicted.

The taxpayer, amedical marijuanadispensary operating under Californialaw thatallows such
operations, argued that IRC 8280E served as an excessive fine under the Eighth Amendment and
thus should be disregarded by the court.

IRC §280E provides:

No deduction or credit shall be allowed for any amount paid or incurred during
the taxableyearincarryingonanytradeorbusinessifsuchtradeorbusiness (or
the activitieswhich comprise such trade or business) consists of trafficking in
controlled substances (within the meaning of schedule I and 11 of the
Controlled Substances Act) which is prohibited by Federal law or the law of any
State in which such trade or business is conducted.

Marijuanais defined by statute to be a controlled substance, and thus all deductions or credits
related tothe operationsare denied by the statute aside fromthose properly deducted asa cost
ofsale.

The majority opinion finds that the denial of adeductionis notafine under this provision of the
Constitution. First, the Court notes that the 16" Amendment gives Congress the absolute right to tax
income and that deductions are also left to Congress’ discretion.

Congresshasthe powertolayandcollectincometaxesunderArticlel, Section8
of the Constitution. The Sixteenth Amendment grants Congress the power to lay
and collect taxes on “incomes, from whatever source derived” without
requiring apportionmentamongthe StatesasrequiredbyArticlel. The
Supreme Courthas held thatany deductions from gross income are a matter of
legislative grace and can be reduced or expanded in accordance with Congress’
policy objectives. INDOPCO, Inc.v.Commissioner,503U.S.79,84(1992);
New Colonial Ice Co.v.Helvering, 292

U.S. 435, 440 (1934); see Keeler v. Commissioner, 70 T.C. 279, 284-
285 (1978). Under the Sixteenth Amendment, “[t]he power of Congress to tax
gross income is unquestionable.” Bagnall v. Commissioner, 96 F.2d 956, 957
(9" Cir. 1938), aff'g 35

B.T.A.1(1936).

... Deductions from gross income do not turn on equitable considerations; rather
they are pure acts of legislative grace, the prudence of which is left to Congress.

Deputy v. duPont, 308 U.S. 488, 493 (1940); White v. United States, 305
U.S. 281,

292 (1938); Hokanson v. Commissioner, 730 F.2d 1245, 1250 (9" Cir.
1984), aff'g
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T.C. Memo. 1982-414; United Statesv. Akin, 248 F.2d 742, 743 (10™ Cir.
1957); Gen. Fin. Co.v. Commissioner, 32 B.T.A. 949, 954 (1935), aff'd, 85
F.2d 846 (3d Cir.1936). Congressisfreetogrant, restrict,and deny
deductionsasitseesfit.J.E. Riley Inv. Co.v.Commissioner, 110 F.2d 655,
658 (9" Cir.1940), aff'd, 311U.S.55 (1940); Barbour Coal Co. v.
Commissioner, 74 F.2d 163 (10" Cir. 1934).65

The majority opinion therefore concludes:

Petitioner does not cite, and we are not aware of, any case where the disallowance
of adeductionwas construed a penalty. Thisis especially telling given that
Congress enactedsection 280E over 37yearsagoin1982,andoverthat37
yearsithasnever been held to be a penalty by any Federal court. See Tax
Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248, sec.
351(a), 96 Stat. at 640. The overwhelmingprecedentestablishingthat
deductionsfromgrossincomearea matter purely leftto congressional
discretion by the Sixteenth Amendmentexplains why over the last 37 years an
Eighth Amendment attack on any section of the Code thatlimitsdeductions
fromgrossincomehasbeenanonstarter. ... The Sixteenth Amendment does
not accommodate the assertion that the disallowance of a deductionisa
penalty. There issimply noway to reconcile the argumentthat section 280E
creates a penalty with the authority of Congress to tax gross income. Therefore,
we hold that section 280E is hot a penalty provision and, consequently, the
Eighth Amendment's Excessive Fines Clause does not apply. 58

Whileall Tax Courtjudgesagreed intheresultofthiscase (the taxpayer should notprevailinits
claimthat §280E represented an excessive fine), five judges held that the taxpayer failed to show
the amount was excessive. Two judges specifically declined to rule on whether §280E wasa
penalty or not (finding it wasn’t relevant if there was no evidence of it being excessive),” while
three held that

§280E did operate as afine but since there was no evidence presented that it was excessive, the
taxpayer could not prevail.t8

For those wondering if the Fifth Amendment might offer an opportunity to avoid issues with
§280E, the Tenth Circuit Court of Appeals also rejected this approach in the case of Feinberg,
etal.,v.

Commissioner, Case No. 18-9005, CA10.

% Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, pp. 7-8
% Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, pp. 11-13
" Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, p. 21

% Northern California Small Business Assistants Inc. v. Commissioner, 153 TC No. 4, pp. 22, 44
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IRS USING STATE REPORTS FILED BY LEGAL SELLERS TO TARGET
§280E EXAMINATIONS

A taxpayer seeking to quash a summons from the IRS to the Colorado Department of
Revenue’s Marijuana Enforcement Division (MED) failed to obtain the requested relief in the
case of Rifle Remedies, LLC v. United States, USDC Colorado, Case No. 1:17-mc-
00062.

The taxpayer had claimed that this subpoena was really a front for conducting a criminal
investigation into the taxpayer’'s marijuanabusiness and, if the court didn’t accept that objection, the
taxpayer had a series of other objections.

Butthe Courtfound none ofthemmetthe requirementsto quashasummons. The standard
that would apply is the one outlined by the Tenth Circuit Court of Appeals (who would hear any
appeal inthiscase). The burdenisfirstonthe IRS but, asthe Tenth Circuit noted in the case of
Villareal v.United States, 524 F. App'x 419, 422-423 (10th Cir. 2013), that burden is slight.
The IRS must simply initially show:

B The investigation is being conducted pursuant to a legitimate purpose;

B Theinformationbeingsoughtmaybe (asopposedtowillbe) relevanttothatpurpose;
B Theinformation is not already in the possession of the IRS; and

B The IRS has followed the administrative steps required in the IRC.

Onceitisshown that the burden shifts to the taxpayer, aburden the Tenth Circuit labels a “heavy
one,” to show enforcement would constitute an abuse on the court’s process or that the IRS
lacked institutional good faith in issuing the summons.

The opinion notes:

The declaration from IRS Revenue Agent Jean Walker (“Walker”) satisfies
respondent'sslightburdenof establishingalegitimate purpose forits
investigation. Notably,inherdeclaration, Walker statedthatsheis
investigatingpetitioner's federal tax liabilities, and the purpose of the
summonsistoverify petitioner's financial records and to determine whether
information reported in petitioner'stax returnscan be substantiated. (ECF
No.5-1atf14,15.) The Court, thus, findsthe IRS's investigation to have a
legitimate purpose.

The taxpayer objected that the IRS’s “real” motivation was to obtain information for acriminal
investigation. The Court rejected this position, noting:

Suffice to say, the Court does not find that the IRS is engaging in a criminal
investigation when it investigates, for purposes of 26 U.S.C. §280E
(“8§280E™), whether a business involves trafficking in a controlled substance.
The purpose of suchaninvestigation, as the statutory provision provides, isto
determinewhether a business is entitled to a deduction or credit; not to
determine whether abusiness (or its proprietors) may be subject to criminal
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prosecution. See 26 U.S.C. 8280E. Moreover, none of the arguments that
petitioner makes in this case have changed the Court's opinion. As such, the
Court rejects petitioner's argument in this regard.

IRC 8280E is an interesting provision in the law, providing that:

No deduction or credit shall be allowed for any amount paid or incurred during
the taxableyearincarryingonanytradeorbusinessifsuchtradeorbusiness (or
the activitieswhich comprise such trade or business) consists of trafficking in
controlled substances (within the meaning of Schedule I and 11 of the
Controlled Substances Act) which is prohibited by Federal law or the law of any
State in which such trade or business is conducted.

This provision denies deductions for expenses (other than cost of sales) for carrying on a trade or
businesswhere the business trafficsinitemsthatare controlled substancesunder federal law. As the

Courtnotes here, the question of whether this entity traffics in controlled substances is importantin
deciding ifthe entityisentitled to deductionsfor things like office supplies, rent, utilities, etc.

Obtaining information from the State of Colorado regarding the entity’s reporting of sales of what
is controlled substance (marijuana) would seem clearly relevant in determining if IRC §280E
appliesto this business.

Thetaxpayer thenadvancesaseriesofadditional argumentsaboutwhy thissummonsshould
be quashed, all of which the Court also rejected.

MAINTENANCE OF BOOKS AND RECORDS - RECONSTRUCTION OF
INCOME ISSUES

Onefactoflifeincannabisbusinessesisthatthe businessisoftenapurely cash businessdueto
the difficulties such businesses have obtaining traditional banking services. Closely related to this
isthe factthat record keeping isoftenanissue with these cash heavy businesses—andthat creates
problems for tax compliance.

In the case of Feinberg v. Commissioner, T.C. Memo 2017-211, a taxpayer attempted to use
the expert opinion of a CPA whom was claimed to be an expert in cost accounting, with an
emphasis in the marijuana industry.

The taxpayers were shareholders in an LLC that ran a marijuana dispensary in Colorado. On the
original tax return filed for their S corporation, the taxpayers had claimed several deductions as
ordinary trade or business deductions that the IRS determined were costs of sales—an important
issue, since under IRC §280E only costs of goods sold may be deducted by a business that traffics in
controlled substances under federal law. Despite being legalized in Colorado, marijuanaremainsa
controlled substance under federal law.

All expenses not so reclassified by the IRS were disallowed pursuant to IRC 8280E.

Attrial, the taxpayers recognized that expenses that were cost of goods sold were clearlymuch more
valuable if IRC 8280E applied to the operation, so the taxpayer took the position that even though
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the IRS was now allowing more cost of goods sold than were originally claimed on the return, that
number was below the “real” cost of goods sold for their operation.

However, there was acomplication with the taxpayer being able to prove that assertion—the entity
did not produce any business records to support these claimed expenses. Instead, they brought

forwardaCPAasanexperttogive hisexpertopiniononthe proper costofgoodssold for this
business.

The Court opinion describes the expert report as follows:

The reportstates that during the tax years in issue the average wholesale
purchase price for medical marijuana remained between $2,000 and $3,000
per pound. The report later posits an average purchase price of $2,500 per
pound and reconstructs an income and expense schedule for THC “assuming”
that COGS equaled 55% of gross sales. The report does not explain how or on
what basis Marty determined these salesfigures, and the exhibitsdo not
include any sales records or other documents that would support them. The
report asserts that tax returns Marty’s firm prepared show that “actual” COGS
for medical marijuanabusinesses during the tax years in issue was between
66% and 100% (or more) of gross sales.

The Tax Court was not impressed by this evidence of the cost of goods sold. The Court’s opinion
first notes:

The Marty report is brief and summary, and its content is unreliable.
Multiple statements in the report refer to no underlying source of
information. For other statementsthatdociteanunderlyingsource, Marty
hasfailedtoincludethe information or data on which he relied. In many
instances, the report does not reference or provide sufficient information
or data for us to conclude that the opinionsexpressedare based on
anythingotherthan hisown conjecture.

The Court objects as well to the fact that this report was not based on any knowledge of
the taxpayer’s business:

The conclusions in the Marty report are an attempt to present reconstructed
income tax returns as evidence of petitioners’ correct tax liabilities. The report is
not based on personal knowledge of THC's business. To determine the correct
COGSfor THC, substantiation of THC's expenses is necessary. A reconstructed
income tax return based onindustry averages does not take the place of
substantiation and does not help determine a fact in issue.

Finally, the Court concludes that the expert committed what is the unforgivable sin for an expert

witness—giving testimonyabout the proper application of the law, aresponsibility reserved tothe
Court:

Byrelyingonreturnsthat Marty and hisfirm prepared for other businesses, the
Marty report provides the Courtwith legal conclusions astowhich types of
expenses maybetreatedasCOGS. Experttestimonyaboutwhatthelawisor
thatdirectsthe finderoffacton howtoapply the lawdoesnot assist the trier of
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fact. Stobie Creek Invs.,LLCv.United States, 81 Fed.Cl. 358,364 (2008).
Expertopinionsonlaw areinadmissible. Fed. R. Evid.702(a); see Hosp.
Corp.of Am.v.Commissioner, 109 T.C. 21, 59 (1997).

The Court concludes that the report was not admissible in the case, thus removing from the case all
evidence the taxpayer had submitted. The IRS’s computation of tax due was therefore sustained.

Thiscaseisinstructiveaboutthelimitsof using “experttestimony,” especially toattempt to
reconstruct records that either the taxpayer didn’t want to make available or failed to keep. It also
givesagood outline of the types of information any expert needs to be able to provide for his/her
report to be useful in a taxmatter.

MULTIPLE TRADES OR BUSINESSES

Thebarondeductingexpensesfoundat IRC8280Eonlyappliestoatradeor businessinvolved
in the trafficking of controlled substances that are illegal at either the federal or state level. Thus, if
the taxpayer has more thanasingle trade or business, the bar on deductions only appliesto the
trafficking business.

But to carry this point, the taxpayer must show he/she has more than one trade or business.

Atest for multiple trades or businesses exists at Reg. §1.446-1(d) for the use of different methods of
accounting,evenifit'snotquitea“brightline”testforwhatisaseparatetradeorbusiness. That
regulation provides:

(c) Taxpayer engaged in more than onebusiness.

(1) Where a taxpayer has two or more separate and distinct trades
or businesses, a different method of accounting may be used for each
trade or business, provided the method usedforeachtrade or business
clearlyreflects the income of that particular trade or business. For
example, ataxpayer may accountfor the operations of a personal service
business on the cash receipts and disbursements method and of a
manufacturing business on an accrual method, provided suchbusinesses
areseparateanddistinctand the methods used foreach clearly reflect
income. Themethodfirstusedinaccounting for business income and
deductions in connection with each trade or business,asevidenced
inthetaxpayer'sincometaxreturninwhichsuch incomeor
deductionsarefirstreported, mustbe consistently followed
thereafter.

(2) No trade or business will be considered separate and distinct
for purposesofthisparagraphunlessacomplete and separable set of
booksand records is kept for such trade orbusiness.

(3) If, by reason of maintaining different methods of accounting, there is
a creation or shifting of profits or losses between the trades or
businesses of the taxpayer (forexample, throughinventoryadjustments,
sales, purchases, or expenses) so that income of the taxpayer is not
clearly reflected, the tradesor businesses of the taxpayer will not be
consideredtobe separateand distinct.
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In Chief Counsel Advice 201430013, the IRS National Office looked at a case where a
subsidiary converted to asingle member LLC disregarded entity. The memorandum concludes
that, infact, there are two distinct trades or businesses in this organization.

The activities undertaken by the LLC and its corporate owner were summarized as follows:

Company’sactivitiesinclude sales, marketing, distribution, salessupport,
research and development, and administrative and headquartersfunctions. LLC
primarily manufactures products but does provide some research and development
services to the purchaser of its products, Purchaser A. Purchaser Awill
subsequently sellthese productsto Purchaser B, whowill ultimately sell the
productsto Company.

Companyand LLC have separate books and records. These booksand records
are prepared at Company’s location. Company and LLC are indifferent
geographical locations. Further, Company and LLC do not share employees,
but, do share the highest-level executives. Company and LLC use the same
accounting method, presumably, that method is an accrual accounting
method.

The memorandum concludes:

Deciding whether Company and LLC are separate and distinct trades or
businesses requires a factual determination. The currently-available
information fails to convince us that Company and LLC are not separate
and distinct trades or businesses. The fact that LLC has failed to make an
election to be taxed as a corporationand isthus, disregarded asanentity
separate from Company for federal incometaxpurposes,doesnotmeanthat
LLCcanneverbeaseparateanddistinct trade or business. Accordingly, based
ontheavailable information, our viewis that Companyand LLC are separate and
distincttrades or businesses within the meaning of IRC §446(d).

Sodoes that mean that asingle entity can be divided into multiple trades or businesses—likely yes,
but they need to be truly distinct.

Thisissue has been litigated for cannabis businesses—with one major success and mostly aseries
of follow-up losses by cannabis businesses in thisarea.

CHAMP - ATRULY SEPARATE TRADE OR BUSINESS

Thekeycaseoutliningthetestforaseparatetradeorbusinessfor purposesof IRC8280E isthe
case of Californians Helping to Alleviate Medical Problems, Inc. v. Commissioner, 128 TC
173 (2007), most often referred to by the organization’s acronym as the CHAMP case.

The opinion described the organization’s operations as follows:

Itsarticlesofincorporation stated that it “is organized and operated exclusively for
charitable, educational and scientific purposes” and “The property of this

S corporation is irrevocably dedicated to charitable purposes”. Petitioner did
not have Federal tax-exemptstatus, and itoperated asanapproximately break-
even(i.e., theamountofitsincomeapproximated theamountof itsexpenses)
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community center for members with debilitating diseases. Approximately
47 percent of petitioner’'smemberssufferedfromAcquired Immune
Deficiency Syndrome

(AIDS); the remainder suffered from cancer, multiple sclerosis, and other
serious illnesses. Before joining petitioner, petitioner’s executive director had
13yearsof experienceinhealthservicesasacoordinator ofastatewide program
thattrained outreach workers in AIDS prevention work.

Petitioner operated with a dual purpose. Its primary purpose was to
provide caregivingservicestoitsmembers. Itssecondary purposewastoprovide
itsmembers with medical marijuana pursuant to the California Compassionate
Use Act of 1996 and to instruct those individuals on how to use medical
marijuana to benefit their health. Petitioner required that each member have a
doctor’s letter recommending marijuana as part of his or her therapy and an
unexpired photo identification card from the California Department of Public
Health verifying the authenticity of the doctor’sletter. Petitionerrequiredthat
itsmembersnotresellor redistribute the medical marijuanareceived from
petitioner,and petitioner considered anyviolation of this requirement to be
grounds to expel the violator from membership in petitioner’s
organization.

Each of petitioner'smembers paid petitioner amembership fee in consideration
for therighttoreceivecaregivingservicesand medical marijuanafrom
petitioner.

Petitioner’s caregiving serviceswere extensive. First, petitioner’s staff held various
weekly or biweekly support group sessions that could be attended only by
petitioner's members. The “wellness group” discussed healing technigues and
occasionally hostedaguestspeaker;the HIV/AIDS groupaddressedissues of
practical and emotional support; the women’s group focused on women-
specific issuesinmedicalstruggles; the “Phoenix” group helpedelderly patients
withlifelong addiction problems; the “Force” group focused on spiritual and
emotional development. Second, petitioner provideditslow-income
memberswithdaily lunches consisting of salads, fruit, water, soda, and hot
food. Petitioner also made available toitsmembershygienesuppliessuchas
toothbrushes, toothpaste, feminine hygiene products, combs, and bottles of
bleach. Third, petitioner allowed its members to consult one-on-one with a
counselor about benefits, health, housing, safety, and legal issues. Petitioner also
provided its members with biweekly masseuse services. Fourth, petitioner
coordinatedforitsmembersweekendsocial events includingaFriday night
movie or guest speaker and a Saturday night social with live musicandahotmeal.
Petitioneralsocoordinated foritsmembersmonthlyfield trips to locations
such as beaches, museums, or parks. Fifth, petitioner instructed its memberson
yogaandontopicssuchashowto participate insocial servicesat petitioner’s
facilities and how to follow member guidelines. Sixth, petitioner provided
its members with online computer access and delivered to them
informational servicesthroughitsWebsite. Seventh, petitionerencouraged its
members to participate in political activities.
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The organization got its income from a membership fee which the organization sets to cover the
cost of both providing the services and the marijuana for each member. The members were
provided aset amount of marijuana and did not have rights to any additional supplies.

Inthecase, the IRSconcededthat$212,958 of deductionsotherthanthecostofthe marijuana
were substantiated, but argued that the deduction for any of thiswas disallowed since the entity
was inthe trade or business of trafficking in controlled substances that were illegal under federal
law. Thus, the IRS argued, the taint affected all of the entity’s business deduction.

But the Tax Court disagreed that the mere fact that the organization was trafficking in controlled
substances meantthat no deductions were allowed if they related to adistinct and different trade or
business. As the opinion noted:

Section280Eanditslegislative historyexpressacongressionalintenttodisallow
deductionsattributable to atrade or business of trafficking in controlled substances.
Theydonotexpressanintenttodenythe deductionofall ofataxpayer'sbusiness
expenses simply because the taxpayer was involved in trafficking in a controlled
substance. We hold that section 280E does not preclude petitioner from
deducting expensesattributabletoatradeor businessotherthanthatofillegal
traffickingin controlled substances simply because petitioner alsoisinvolvedinthe
traffickingina controlled substance.

But the Court rejected the opposite view that the conduct of a distinct trade or business made the
provision of marijuananot atrade or business, a position advanced by the taxpayer:

Petitionerarguesthatitssupplyingof medical marijuanatoitsmemberswas
not “trafficking” within the meaning of section 280E. We disagree. We define and
apply the gerund “trafficking” by reference to the verb “traffic”, which as relevant
herein denotes “to engage in commercial activity: buy and sell regularly”.
Webster's Third New International Dictionary 2423 (2002). Petitioner's
supplying of medical marijuanato its members iswithin that definitionin that
petitioner regularly bought andsold the marijuana, such sales occurringwhen
petitioner distributed the medical marijuanato its membersinexchange for
partoftheir membershipfees.

The Court then looks to see if CHAMP had two separate trades or businesses. The Court outlines
the requirements to have multiple trades orbusinesses.

Taxpayersmay beinvolvedinmorethanonetradeorbusiness,see, e.g., Hoyev.
Commissioner, T.C. Memo. 1990-57, and whether an activity is a trade or
business separate fromanother trade or business is a question of fact that
depends on (among other things) the degree of economic interrelationship
between the two undertakings, see Collinsv. Commissioner,34 T.C.592
(1960); sec. 1.183-1(d)(1), Income Tax Regs. The Commissioner generally
acceptsataxpayer’scharacterization oftwoormoreundertakingsasseparate
activitiesunlessthecharacterizationis artificial or unreasonable. See sec.
1.183-1(d)(1), Income Tax Regs.

...Asstated by the Board of Tax Appealsin Alversonv. Commissioner,35B.T.A.
482,488 (1937): “The statuteis notsorestricted asto confine deductionstoa
single business or principal business of the taxpayer. A taxpayer may carry on
more than one trade or business at the same time.” Moreover, as the
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Supreme Court has observed in the context of illegal, nondeductible
expenditures: “It has never been

thought* ** that the mere fact that an expenditure bearsa remote relation to
an illegal act makes it non-deductible.” Commissioner v. Heininger, 320 U.S.
467, 474 (1943).

Akeyfindinginfavor of CHAMP was that it was truly providing caregiving services to its members,
and the provision of marijuana was just one aspect of such services:

Wedonotbelieveittohavebeenartificial orunreasonable for petitionerto have
characterized asseparateactivitiesitsprovisionofcaregivingservicesandits
provision of medical marijuana. Petitioner was regularly and extensively involved in
the provision of caregiving services, and those services are substantially different
from petitioner’s provision of medical marijuana. By conductingitsrecurring
discussion groups, regularly distributing food and hygiene supplies, advertising and
makingavailable theservicesof personal counselors, coordinatingsocial events
and field trips, hosting educational classes, and providing other social
services, petitioner's caregiving business stood on its own, separate and
apart from petitioner's provision of medical marijuana. Onthe basis ofall of
thefactsand circumstancesof this case, we hold that petitioner's provision of
caregivingservices wasatrade or business separate and apartfromits provision of
medical marijuana.

Asthe other caseswe discuss will illustrate, showing the true provision of significant other services
that the customers paying for is crucial to success in establishing an additional business not subject
to

8280E.The IRShasbeenverysuccessfulinarguingthatthefactsinlatertaxpayercasescanbe
distinguished from CHAMP—and, therefore, there isonly asingle trafficking trade or business.

Rather, in those other cases, the IRS has been far more successful in getting the Court to accept the
following view of the arrangement:

Respondentarguesthat the “evidence indicates that petitioner’s principal
purpose wasto provide accessto marijuana, that petitioner's principal activity was
providing accesstomarijuana, and thatthe principal service that petitioner
providedwasaccess to marijuana***andthatall of petitioner'sactivitieswere
merely incidental to petitioner's activity of trafficking in marijuana.”

Itiscrucial, therefore, topaycloseattentiontothedetailsthe Courtfocusedonin CHAMPto
find the other services that were truly something members were paying for rather than mere
window dressing.

The Court noted:

Petitioner'sexecutivedirectortestified crediblyand withoutcontradictionthat
petitioner's primary purpose was to provide caregiving services for terminally
ill patients. Hestated: “Rightfromthe startwe considered our primary
functionas being a community center for seriously ill patients in San
Francisco. And only secondarilyasaplace wheretheycouldaccesstheir
medicine.” Theevidencesuggests that petitioner’s operations were conducted
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with that primary function in mind, not with the principal purpose of
providing marijuanato members.

...the record leads us to make the contrary finding that petitioner’s
caregiving services generated income attributable to those services. In making
thisfinding, we rely on the testimony of petitioner's executive director,
whom we had an opportunityto hearandviewattrial. We found histestimony
tobecoherentand credible, aswell as supported by the record. He testified that
petitioner's members paid their membershipfeesasconsiderationfor both
caregivingservicesand medical marijuana, and respondent opted not to
challenge the substance of that testimony. While a member may have
acquired, in return for his or her payment of a membershipfee,accesstoall
ofpetitioner'sgoodsandserviceswithoutfurther charge and without explicit
differentiation as to the portion of the fee that was paid for goods versus
services, we do not believe that such a fact establishes that petitioner's
operationswere simply one trade or business. As the record reveals, and as we
find as a fact, petitioner's management set the total amount of the
membershipfeesastheamountthatmanagementconsciouslyandreasonably
judged equaled petitioner'scostsofthe caregiving servicesand the costsof the
medical marijuana.

Some key factors to note from the analysis of the Court:

The director made agood impression in his testimony before the Court—most importantly,
the directorwasbelievableand appeared to have areasonablebasisfor the statementhe was

The Courtfoundthattheenterpriseactuallyearnedfeesforthosecareservicesrather
thanmerely receiving paymentinexchange for providing the controlled substance. Thisis
actuallysomewhat surprising giventhat CHAMP did notactually charge separate fees for
those services.

Ofcourse, thefactthatthe chargesweren’tseparated doesleadtoanother problem—isittruly
possible to separate outincome and expense of the non-trafficking trade or business and the separate
traffickingtrade or business? The IRSargued thattherewasno basis provided todivide up the
businesses even if there might be a non-trafficking business somewhere in the operation.

Inahighly fact-dependent finding the Tax Court found that there was a reasonable basis in this
case to divide up the income and expenses:

Respondent concedes that many of petitioner’s activities are legal and unrelated
to petitioner’s provision of medical marijuana. The evidence at hand
permits an allocation of expenses to those activities. Although the record may not
lend itself to a perfectallocationwith pinpointaccuracy, the record permitsus
with sufficient confidence to allocate petitioner’s expenses between its two trades
or businesses on the basis of the number of petitioner’'semployeesand the
portionofitsfacilities devoted toeach business. Accordingly,inamanner that
ismostconsistentwith petitioner’s breakdown of the disputed expenses, we
allocate to petitioner’s caregivingservices18/25ofthe expensesfor salaries,
wages, payrolltaxes,employee benefits,employee developmenttraining, meals
andentertainment, and parkingand tolls (18 of petitioner’s 25 employees did not
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work directly in petitioner’s provision of medical marijuana), all expenses
incurred in renting facilities at the church (petitionerdidnotusethechurch
toanyextenttoprovide medical marijuana),all

expenses incurred for "truck and auto” and "laundry and cleaning" (those
expenses did not relate to any extent to petitioner’s provision of medical
marijuana), and 9/10 ofthe remaining expenses (90 percentof the square
footage of petitioner’'smain facility was not used in petitioner’s provision of
medical marijuana). We disagree with respondent that petitioner must further
justify the allocation of its expenses, reluctant to substitute our judgment for the
judgment of petitioner’s managementas to its understanding of the expenses that
petitioner incurred as to each of its trades or businesses. Cf. Boyd Gaming Corp.
v.Commissioner, 177 F.3d 1096 (9th Cir.

1999), revg. T.C. Memo. 1997-445.

The case suggests that ataxpayer looking to establish the existence of aseparate trade or business
should look at establishing the following factors:

B Establishthatthe businessprovidesothergoodsorservicesnotrelated tothe provision of
marijuana that have avalue of their own which customers would be willing to pay for even if
no marijuanawasavailable. Actually having more thanminimal sales of those servicesto
customers that are not paying for access to marijuana would be helpful as well. While
CHAMP prevailed withouthaving any such customers, later cases have shown this result is
very dependent onthe exact facts of CHAMP, facts other taxpayers have had trouble
duplicating.

B Resisttheurgetoresortto“windowdressing”additional services. Aswill be noted, later
cases tried to use the provision of limited additional goods and services that appeared to be
clearly ancillary to the provision of the controlledsubstance.

B Keepseparate booksand recordsfor the separate businesses. Again, CHAMP prevailed
without this being the case, but again this appears related to unique facts. The IRS is likely to
push hard for the standard to establish a separate trade or business found in Reg. §1.446-
1(d), especially after relying heavilyonthatregulationindefiningwhat representsaseparate
tradeorbusinessin the final regulations under IRC §199A.

OLIVE - DID NOT HAVE A SEPARATE TRADE OR BUSINESS

Inthiscase, the taxpayer attempted to argue that other amenitiesit provided established the
second tradeorbusiness—butthoseamenitieswere foundtosimply be providingotherservices
onlyto people that were buying the controlled substance. And the courts also found that the very
name the organization operated under (the Vapor Room) served to indicate it had asingle
business—the sale of a controlled substance.

The taxation of medical marijuanaclinics came back into the Tax Court in the case of Olive v.
Commissioner, 139 TCNo. 2, later appealed to the Ninth Circuitwho affirmed the lower court.
In thiscase,inadditiontoremindingusofthe Tax Court’s previousholdingthat IRC§280E
holdsto prevent the deduction of expenses other than costs of sales related to the operation of such
aclinic (a positionthe Court putforward in the 2007 case of Californians Helping to Alleviate
Med. Problems, Inc., 128 TC 173), the Court dealt with some additional items.
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Firstamongthese wasthe taxpayer'sassertionthat he should be allowedto retain lessformal
documentation than other businessesbecause the industry tends to operate in cash and shuns
formal documentation. Thus, he should be allowed to use his rather informal ledgers to
support his deductions.

Asyou mightexpect, the Tax Courtwasn’tterribly impressed with thatview. Asthe Courtnoted:

Neither Congress nor the Commissioner has prescribed a rule stating thata
medical marijuana dispensary may meet that substantiation requirement
merely by maintainingaself-prepared ledger listing the amountsand general
categories of its expenditures. It is not this Court's role to prescribe the special
substantiation rule that petitioner desires for medical marijuanadispensaries
and we decline to do so.

The Court did decide that it had sufficient information to compute an estimated cost of sales
pursuant to the Cohan rule. The taxpayer’s expert had testified, based on his experience, to a
percentage of salesthat generally represented the cost of salesin the medical marijuanaindustry. The
Court used that as its starting point to estimate a cost of sales.

However, the Court found thatall of the other expenses would be disallowed under the provisions of
IRC 8280E. IRC 8280E provides:

No deduction or credit shall be allowed for any amount paid or incurred during
the taxableyearincarryingonanytradeorbusinessifsuchtradeorbusiness (or
the activitieswhich comprisesuch trade or business) consists of trafficking in
controlled substances (within the meaning of Schedule I and 11 of the
Controlled Substances Act) which is prohibited by Federal law or the law of any
State in which such trade or business is conducted.

Although the sale of medical marijuanawas legal under the state law in question (California),
federal lawstill prohibitsthe sale of marijuana. In Californians Helping to Alleviate Med.
Problems, Inc.,the Tax Courthadfoundthatthe factthe business mightbe consideredlegal
understate lawdid not impact the application of 8280E in determining the federal tax
status.

Inthe CaliforniansHelpingtoAlleviate Med. Problems, Inc. case, the Courthad foundthat
taxpayer had other business operations in addition to its medical marijuana dispensing
operation and thus only disallowed a portion of the general expenses. However, in this case, the
Courtfound that the other real business being operated was the medical marijuana operation
and thus no deduction should be allowed.

Specifically, the fact that the taxpayer operated alounge of sortsand had asocial areawas deemed
primarily to support the marijuana operation. The Court specifically noted that the name of the
business (the Vapor Room) certainly indicated a primary emphasis on the medical marijuana
operation, as well the source of revenue for the operation.

The Court did find that only a portion of the tax would be subject to the accuracy-related penalty
under 86662. The portions of the assessmentswhere adjustmentswere made due tosloppy
documentation were found to be items of a type where a penalty was justified.

However, the IRShadagreed thetaxpayer had documentationfor someofthe claimedbusiness
expensesthatthe Courtdisallowed under §280E. The Court noted that the tax yearsin question
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were before 2007 when the Court had first ruled on the question of the deductibility of such
expenses formedical marijuanaoperations. Asthatwasanunsettledareaofthe lawwhenthe
returnswere filed, the Court found it was not appropriate to impose an accuracy-related penalty
onthe portion of the tax due that related to substantiated general business expenses.

The taxpayer, not happy with the decision appealed to the Ninth Circuit Court of Appeals (Case
No. 13-70510, 2015 TNT 132-13), argued the Tax Court had erred in not looking at whether
the entity’s entire business consisted of trafficking in controlled substances. He argued that
since the organization provided other services, 8280E could not apply at all to him.

And, the taxpayer pointed out, in the interim, Congress had spoken on the issue and, in any event,
his business wasn't what Congress was looking to control.

The Ninth Circuitdidn'tacceptany of this. First, the Court pointed out that the phrasing of the
statute properlyallowsforanentitytohavemorethanonetradeorbusiness. But,the Court
noted, the Vapor Room provided other services at no cost to the individuals there. The Court
likened this to a bookstore that allowed individuals to sit in a relaxing area and provided coffee at
no cost—in that case, thesoletradeorbusinessoftheentitywouldbesellingbooksandthe
provisionofcoffeeand seating served solely to support the booksales.

Itwould be different, the Court noted, if the bookstore also contained a full service coffee shop where
coffee and pastries were consumed in a café-like setting and the items were not provided at cost, that
bookstore would have more than one trade or business. But that was not the case here.

Thepanelalsorejected the taxpayer’sview thatsince state legal marijuanadispensaries did notexist
when Congress passed §280E, thatitshould only apply to street dealers. The opinion notes:

That Congress might not have imagined what some states would do in future years
has no bearing on our analysis. Itis common for statutes to apply to new
situations. And here, applicationofthestatuteisclear. See Chamber of
CommerceofU.S.v. Whiting, 131 S. Ct. 1968, 1980 (2011) (stating that
“Congress’s authoritative statement is the statutory text” (internal quotation
marks omitted)). Application of the statute does not depend on the illegality of
marijuana sales under state law; the only question Congress allows us to ask is
whether marijuana is a controlled substance “prohibited by Federal law.”
I.R.C. 8280E. If Congress now thinks that the policyembodiedin§280Eis
unwiseasapplied to medical marijuanasoldin conformance with state law, it
can change the statute. We may not.

But, the taxpayer argued, Congress had prohibited the use of funds to prevent states from
implementing such laws. Clearly that indicated that Congress did not intend for the law to apply to
him and, in fact, the government was prohibited from doing so.

The Court disagreed, noting:

Finally, for three reasons, we are not persuaded by Petitioner'sargument that
section 538 of the Consolidated and Further Continuing Appropriations Act,
2015, Pub. L. No.113-235, 128 Stat. 2130, precludesthe government from
continuingtodefend Petitioner’s appeal. First, statements by a later Congress do
notinform us about the intentofaprevious Congress. See Mackeyv. Lanier
CollectionAgency &Serv., Inc., 486 U.S. 825, 840 (1988) (“The views of a
subsequent Congress form a hazardous basis for inferring the intent of an
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earlier one.” (internal quotation marks and brackets omitted)). Second, a
decision not to expend funds to enforce a particular statute says nothing
about the meaning of that statute. “What one house of Congressthinks, inthe
2010s, aboutenforcement prioritiesfor the agency is entirely uninformative
about the intent of Congress when it enacted a statute in [an earlier year].”
Navarro v. Encino Motorcars, LLC, 780 F.3d 1267, 1277 n.5 (9th Cir. 2015).
Third, section 538 does notapply. It provides that certain funds may notbe
usedtopreventstates, suchasCalifornia, “fromimplementing theirown State
laws that authorize the use, distribution, possession, or cultivation of medical
marijuana.”Pub.L.No.113-235,8538 (emphasisadded). Here, the
governmentis enforcing only a tax, which does not prevent people from
using, distributing, possessing, or cultivating marijuanain California. Enforcing
these laws might make it more costly to run adispensary, but it does not change
whether these activitiesare authorized in the state.

ALTERMAN - TAXPAYER AGAIN FAILS TO MEET THE CHAMP
STANDARD

Inthe nextcase, the taxpayer actually did charge separately for certain non-marijuanamerchandise.
Butthe Courtnotedthatthemerchandiseitsold thatwasn'titself marijuanawasdirectlytiedto
marijuana (such as pipes), creating a single unitary trafficking business.

Asmarijuanahasbecome,atthestatelevelincertainstates, legal tosellinsome form (medical
or recreational), those looking to enter that market find that federal law does not condone this
business. Inadditiontostill beingtreated asanillegal substance underfederal law, the Internal
Codehasa nastytreatmentforany suchbusinessfound at IRC§280E. Thetaxpayerinthecase
of Altermanv. Commissioner, TC Memo 2018-83, discovered just how harsh the federal tax
lawisinthisarea.

IRC §280E provides:

No deduction or credit shall be allowed for any amount paid or incurred during
the taxableyearincarryingonanytradeorbusinessifsuchtradeorbusiness (or
the activitieswhich comprise such trade or business) consists of trafficking in
controlled substances (within the meaning of Schedule I and 11 of the
Controlled Substances Act) which is prohibited by Federal law or the law of any
State in which such trade or business is conducted.

The provision bans adeduction for any business expenses aside from the cost of the product (that
is, the marijuana) for such abusiness.

Thetaxpayer in this case operated Altermeds, LLC, adisregarded entity. That entity sold marijuana-
based products and, after initially buying the marijuana fromathird party, began growing its own
marijuana for sale.

The Tax Court described the following income and deductions reported by the taxpayer for the
years at issue on the Altermeds Schedule C:
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For2010,the Schedule Creportedgrossreceiptsof $894,922. The
Schedule C reducedgrossreceiptsbycostofgoodssold of$464,119. The
ScheduleCalso reported business-expense deductions of $385,489.

For2011,the Schedule Creported grossreceiptsof $657,126. The
Schedule C reducedgrossreceiptsbycostofgoodssold of$253,089. The
Schedule Calso reported business-expense deductions of $384,817.

Obviously, all the expenses aside from the cost of sales were at risk once IRC 8280E is considered.
Faced with that prospect, the taxpayers presented the following argument:

Although Altermanand Gibson concedethat Altermeds, LLC, trafficked in
controlled substances, they contend that it had a separate business of selling non-
marijuanamerchandiseandthatthebusiness-expensedeductionsofthisseparate
business are not disallowed by section 280E.

The “other line of business defense” is an acceptable one, but taxpayers must be able to show
that there is a separate business and account for those expenses that are tied to each
business being conducted (the marijuana businesses and the others). As the Court notes:

Whether selling non-marijuanamerchandise wasa separate business fromselling
marijuana merchandise isanissue of fact that depends on, among other things,
the degree of economic interrelationship between the two activities. See
Californians Helpingto Alleviate Med. Problems, Inc.v. Commissioner
(CHAMP),128T.C. 173, 183 (2007). ...

If, however, selling non-marijuana merchandise was considered a separate
business, thentheexpensesofthatbusinesswouldbedeductible. See CHAMP,
128 T.C. at 183-185 (stating that caregiving services were a business separate
from provision of marijuana; expenses of providing caregiving services
weredeductible).

The Court, however, did notfindthatthe taxpayershad multiple businessesinthiscontext,
noting:

Under the circumstances, we hold that selling non-marijuana merchandise was
not separate fromthe business of selling marijuanamerchandise. First,
Altermeds, LLC, derived almost all of its revenue from marijuana merchandise.
Second, the types of non-marijuana products that it sold (pipes and other
marijuana paraphernalia) complemented its efforts to sell marijuana.
Altermeds, LLC, had only one unitary business, selling marijuana. See Canna
Care, Inc. v. Commissioner, T.C. Memo. 2015-206, at *12, aff'd, 694 F.
App'x 570 (9th Cir. 2017).

TheCourtspecifically dealtwith the taxpayer’samountof claimed “non-marijuana” business-
related expenses:

Alterman and Gibson argue that these deductible expenses are $54,707.03 in
2010 and $57,517.93in 2011. These amounts are equal to 40% of a list of
subtotalsina tableinthe brieffiled by Altermanand Gibsonafter trial. Each
subtotal bearsa vague description, for example “Non-COGS Utilities”.
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However, the brieffails to adequately explainwhy any portion of those subtotalsis
deductible. In particular, the brief fails to:

identify any specific payments that make up these subtotals;
provide record citations to support these subtotals; and
propose findings of facts regarding thesesubtotals.

Altermanand Gibson'sargumentregardingtheamountsofbusiness-expense
deductionsattributable to a putative second business was not briefed properly.
See Rule 151(e)(3) (brief must include proposed findings of fact with references
to the record); Rule151(e)(5) (briefmustincludeargumentsregardingany
disputed questions of fact). Even if we thought that the sale of non-marijuana
merchandise wasaseparate business, Altermanand Gibson'sfailure to properly
brieftheamount of deductions that would be attributable to this business would
preclude us from allowing any deductions for the separatebusiness.

Thus, the TaxCourtlimited deductionstothecostofgoodssoldamountsthatthe IRShad
conceded inthe case. Eventhere, the taxpayer’s poor and inconsistent records resulted in the allowed
deductions being less than the amounts the taxpayer had originally claimed.

BUSINESSES RELATED TO CANNABIS BUSINESSES

A business does not have to have title to marijuana to be engaged in trafficking in
controlled substances, triggering the denial of deductions under IRC §280E, the Tax Court
ruled in Alternative Health Care Advocates, et al., v. Commissioner, 151 TC No. 13.

IRC §280E bars deductions, other than those for the cost of sales, to businesses that traffic in
items considered controlled substances by federal law. The fact that certain states have legalized
thesale of marijuana in some situations does not change that federal tax result.

Inthis case, there were two entities that were formed to handle the sale of marijuana under California
law. Alternative Health Care Advocates (Advanced) was formed as a dispensary which grew and
provided medical marijuana for patients. Advanced was a C corporation.

The taxpayers also formed Wellness Management Group, Inc. (Wellness), which taxed as
an Scorporation. The reason for the formation was described by the Court as follows:

In 2008, Mr. Duncan also organized a second entity, Wellness —a
California corporation that elected S corporation status for Federal tax
purposes —to handle daily operationsfor Alternative. At the time Alternative
wasorganized, Mr. Duncan was uncertain what dispensaries could do legally
under California State law aside from growing and providing medical
marijuana to patients. So Wellness was organizedto performfunctionsfor the
medical marijuanadispensarysuch as hiring employeesand paying expenses,
including advertising, wages, and rent. While Mr. Duncananticipated that
Wellness might offerits managementandoperations services to other medical
marijuana dispensaries, Wellness performed services solely for Alternative
during the tax years atissue.
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...Duringthetaxableyearsatissue, Alternative intended todistribute medical
marijuanatoits patient-membersinaccordance with Californialaw. The
dispensary employed (through Wellness) administrators, security
personnel, marijuana processors, salespersons, and receptionists.

The taxpayers argued that Wellness was notinvolved in such trafficking as it never held title to the
controlled substance. As the Court noted:

Specifically, petitioners argue that because Wellness is a management company
that does notengage in the sale and purchase of marijuana, section 280E does not
apply. Petitioners cite Davis v. Commissioner, 29 T.C. 878 (1958), and
Rosellev.

Commissioner, T.C. Memo. 1981-394, to support their argument
that a managementservicescompany canengage inaseparate line of
businessfromthe entity it manages.

The IRS claimed that, despite not having title to the controlled substance, Wellness was
nevertheless still trafficking in a controlled substance.

The Tax Court agreed with the IRS that what Wellness was doing still constituted trafficking ina
controlled substance, and thus 8280E applied. The Courtcametoitsconclusion asfollows:

Because Alternative and Wellness are legally separate entities, we must analyze
whether Wellness' own businessactivitiesalso constituted “trafficking in
controlled substances” as contemplated by section 280E. Petitioners argue
that, as a managementservices company, Wellness did notitself engage in the
purchase and sale of marijuana. But the only difference between what
Alternative did and what Wellnessdid (since Alternative acted only through
Wellness) isthat Alternative had title to the marijuanaand Wellnessdid not.
Wellnessemployeesweredirectly involved in the provision of medical
marijuana to the patient-members of Alternative's dispensary. While
Wellness and Alternative were legally separate, Wellnessemployees were
engaged inthe purchase and sale of marijuana (albeit on behalf of Alternative);
that was Wellness' primary business. We do not read the term “trafficking”to
require Wellnessto have hadtitletothe marijuanaitsemployees

were purchasingand selling. Neither that section nor the nontax statute on
trafficking limits application to sales on one's own behalf rather than on behalf of
another. Withoutclearauthority, wewill not read suchalimitationintothese
provisions.

Since the deductionsfor these payments had been disallowed on Alternative’sreturnwhenithad paid
Wellness, the taxpayers argued it would be unfair to deny them again on Wellness's return. The Tax
Court basically responded by saying “tough luck.” Specifically, the Court said:

Petitioners also argue that applying section 280E to both Alternative and Wellnessiis
inequitable because deductions for the same activities would be disallowed twice.

These tax consequencesare adirectresult of the organizational structure
petitioners employed, and petitioners have identified no legal basis for
remedy.
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So, effectively, the taxpayers had created taxable income by having Alternative pay Wellness for
managing the clinic (creating taxable income for Wellness, but no deduction for Alternative).
Since Wellnessrecognized thatincome butreceived nodeductionfor paying expenses, the structure
ended upwithanevenlessfavorabletax resultthannormally takes placeforamarijuana
dispensary.

Thiscase opensthe doorto treating abusiness that facilitates a trafficking businessas beinga
trafficking business itself. While this case involved businesses under common control, the logic of the
decision could be expanded to cover businesses not under common control. Advisers will need to
watchtoseeifthe IRSdecidestotryandusethiscasetopursuebusinessesthatmightspringupto
primarily serve marijuana dispensaries, arguing they are trafficking businesses since they actively
support the businesses that actually sell the controlled substances.

IMPACT OF STATE LEVEL TAXES ON FEDERAL TAXABLE INCOME

While advisers tend to concentrate on what is in cost of sales to obtain reductions in taxable
income forthose subjectto 8280E,an IRS Chief Counsel Advice remindsusthatcertainother
optionsexist to reduce income—including looking to see if some of the proceeds collected
from the sale of productare properly viewed as funds collected for another entity—in this case, the
state thatimposed ataxonthesale. Aswell,anothertax imposed by the state wasfound to be part
ofthecostofsales.

With the increasing number of states enacting statutes thatauthorize legal marijuanasalesin
various circumstances, the provisionsof IRC§280E are becominganincreasingly frequent
topicinboth court cases and IRS guidance. Chief Counsel Advice 201531016 looks at the impact
of an excise tax imposed by the state of Washington on sales of marijuana on federal taxes.

Under IRC8280E, nodeductionsor credits (asidefromcostof sales) areallowed totaxpayers
trafficking infederally-controlled substances, of which marijuanaisone. Thatistrue regardless of
whether the sale of such a substance is deemed legal in the state in question.

The voters of the State of Washington passed an initiative in 2012 that removed authorized sales of
marijuana in the state from the list of illegal drugs subject to criminal or civil penalties. The state, not
wishing towaste a revenue source, enacted a 25% excise tax on the sale of marijuana, whether
wholesale or retail, in addition to all otherwise applicable sales or use taxes.

The question this memorandum looks at is how (if at all) the seller is to report this tax on a federal
income tax return.

The memorandum concludes that IRC §164(a) (which deals with deductions for taxes) controls
this situation. The final sentence of that provision provides “...any tax (not described in the first
sentence of thissubsection) whichis paid oraccrued by the taxpayer inconnectionwithan
acquisitionor disposition of property shall be treated as part of the cost of the acquired property
or, in the case of a disposition, as a reduction in the amount realized on the disposition.”

Thatsentencewasaddedto §164(a) by the TaxReform Actof 1986 toclarify thatsuch taxes paid
for the acquisition or disposition of property are to be capitalized. Thus, the memorandum
concludes that the amount paid by the taxpayer in this case is treated as a reduction of the sales
price.
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Asthe reduction in sales price is neither, for federal tax purposes, adeduction nor acredit, thereisno
impactof §280E onthisamount—ratherthe taxpayer simply reportsthe netsales priceonthe tax
return.

RISKS IN USING THE SPECIAL INVENTORY RULES UNDER §471(C)

An interesting article appeared in Tax Notes Today on February 1, 2019%%that raised a
question regarding whether a business that is deemed to be trafficking in a federally-controlled
substance might significantly increase its federal tax if it makes the election added by the Tax Cuts
and Jobs Act to escape the provisions of IRC §471(a) and account for its inventory either:

B Byaccountingforsuchinventoryasnon-incidental materialsand supplies pursuantto Reg.

81.162-3, or

B Conformstosuch taxpayer’'smethod of accounting reflected inanapplicable financial
statement of the taxpayer with respect to such taxable year or, if the taxpayer does not have
any applicable financial statementwith respecttosuchtaxableyear, the booksandrecords
ofthetaxpayer prepared in accordance with the taxpayer’s accounting procedures.”™

Thiselection isopento businesses that have average annual gross receipts of $25 million or less for
thepriorthreeyears (adjusted for inflation)*and which is notataxshelter asdefined by IRC

§448(a)(3).72

The mostsignificant of such controlled substance trafficking businessesthatare arisingin tax
controversiesare those selling marijuanain stateswhere such salesare now legal (either for medical or
recreational use, depending on the state).

IRC 8280E strictly limits deductions for such businesses, providing:

No deduction or credit shall be allowed for any amount paid or incurred during
the taxableyearincarryingonanytradeorbusinessifsuchtradeorbusiness (or
the activitieswhich comprisesuchtrade or business) consists of trafficking in
controlled substances (within the meaning of Schedule I and 11 of the
Controlled Substances Act) which is prohibited by Federal law or the law of any
State in which such trade or business is conducted.

The bar on deduction of expenses does not extend to cost of goods sold.

Inthe case of Patients Mutual Assistance Collective Corp., etal.,v. Commissioner, 151 TC No.
11,the Tax Court pointed out that:

®Nathan J. Richman, “Small Business Inventory Accounting Exception May Not Fit Pot,” Tax Notes Today, February 1, 2019, 2019 TNT
22-5

0 |RC §471(c)
71 IRC §448(c)(4)

2 IRC §471(c)
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Alltaxpayers—evendrugtraffickers—paytaxonlyongrossincome, whichis
grossreceiptsminusthecostofgoodssold (COGS). See, e.g.,NewColonial lce
Co. v.Helvering, 292 U.S.435,440(1934); CHAMP, 128 T.C.at178 n.4;
secs.1.61-

3(a), 1.162-1(a), Income Tax Regs. Congress understood that when it
enacted section280E. SeeS.Rept.No0.97-494,supraat309,1982
U.S.C.C.A.N.at1050. We've understood it ourselves. See Olive, 139 T.C.
at 32-36.

But that same opinion continues on to determine that such deductions are determined under the
provisions of IRC 8471 without regard to the uniform capitalization rules of §263A. As the Court
notes:

The section 263A capitalization rules don't apply to drug traffickers. Unlike most
businesses, drug traffickers can't capitalize indirect expenses beyond what's listed in
thesection471regulations. Section 263A expressly prohibits capitalizing
expenses thatwouldn't otherwise be deductible, and drug traffickers don't get
deductions.

Because federal law labels Harborside adrug trafficker, it must calculate its COGS
according to section 471.

The guestion that is poised in the article regards the impact of making the election to avoid the use
of the provisionsof8471(a) added by the Tax Cutsand Jobs Actonsuch enterprises. Inthe
Patients Mutual Assistance Collective Corp. case, the Court specifically applied the provisions of
Reg. §1.471-3 to determine the type of costs that were included in the cost of sales of the
taxpayer.

But such rules would not appear to be applicable to a taxpayer that elects under IRC §471(c) to
avoid IRC 8§471(a). So the question then arises regarding what expenditures, if any, would now be
part of cost of goods sold for purposes of §280E?

The article cited above quotes Scott H. Rabinowitz of Skadden, Arps, Slate, Meagher & Flom,
LLP, that making this small business inventory simplification election could significantly
increase the amount of taxable income for a seller subject to 8280E. As the article notes
from the author’s conversation with Mr. Rabinowitz:

Losingthe potential argument thatinventoryaccounting proves cost of goods
sold would probably override any other relief from the exception, he said.

However, evenwithoutthe inventory accounting rules, whichallow indirect costs
forsomebusinesses, therewouldstillbeaquestionwhetherasmall marijuana
business would be allowed to account for direct costs as cost of goods sold offsets,
Rabinowitz said. Without the section 471 rules, indirect costs would clearly not
be deductible, but the constitutional mandate to pare gross receipts down to
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gross income would leave treatment of particular direct cost items uncertain, he
said.™

Thearticle goes onto cite other advisers who conclude that this level of uncertainty regarding what
wouldhappentocostofsalesunder §280E suggeststhatsuchsellersshould avoid makingthis
simplifying election’—at least until such time as either the IRS or the courts clarify the impact of
switchingaway fromthe rulesunder §471(a) onwhatisconsidered costofsalesunder 8280E.

Althoughthiselectiontoavoid§471(a)’s provisionswouldarguably simplify accounting for
inventories (that was the reason Congress put it into the law), most likely at least some of the costs
currently rolled into inventory by the rules developed by the IRSunder §471(a) would notbe
captured under the simplified inventory methods allowed by 8471(c). Any client that wants to push
forward regardless should be warned in writing about the potential risks of making this election.

" Nathan J. Richman, “Small Business Inventory Accounting Exception May Not Fit Pot,” Tax Notes Today, February 1,2019, 2019 TNT
22-5

" Nathan J. Richman, “Small Business Inventory Accounting Exception May Not Fit Pot,” Tax Notes Today, February 1,2019,2019 TNT
22-5
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Section

State and Local Tax Issues for

Cannabis Businesses

LEARNING OBJECTIVES

After completing this section, participants should be able to:

[[J Understand state and local tax issues that arise for cannabis businesses

INTRODUCTION

The National Council for State Legislatures (NCSL) notes that in 1996 California voters passed
the first law that legalized the use of marijuana for medical purposes.75 In 2012, the states of

Colorado and Washingtonwere thefirstto provide for retail/adult use outside the medical
context.’®

States that have fully legalized marijuana as of November 202077 are:

m  Alaska

B Arizona

B California

75State Medical Marijuana Laws, National Conference of State Legislatures, http://www.ncsl.org/research/health/statemedical-
marijuana-laws.aspx,

76 Deep Dive Marijuana, National Conference of State Legislatures, http://www.ncsl.org/bookstore/state-legislatures-
magazine/marijuana-deep-dive.aspx,

Twww.disa.com/map-of-marijuana-legality-by-state
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® Colorado

B District of Columbia
®  [llinois

B Maine

B Massachusetts
B Michigan

B Montana

B Nevada

B New Jersey

B Oregon

B South Dakota’®
H Vermont

B  Washington

Thefollowing states, while notfully legalizing marijuana, have legalized at least some medical uses
of the product:™

B Arkansas

B Connecticut
B Delaware

B Florida

B Georgia

B Hawaii

B Indiana

B lowa

8 Effective July 1, 2021, but the South Dakota Department of Revenue has until April 1, 2022 to get regulations in place.
https://staticl.squarespace.com/static/5d7188a29079ce0001c4dd3b/t/5t6b780919c0a62208e00e10/1600878601199/Amendment+A
+with+AG+Explanation.pdf

9 www.disa.com/map-of-marijuana-legality-by-state
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B Kentucky

B Louisiana

B Maryland

B  Minnesota

m  Missouri

B  New Hampshire
B New Mexico

B New York
B North Dakota
B Ohio

® Oklahoma

B Pennsylvania
B Rhode Island
B Texas

B Utah

B Virginia

B West Virginia

B  Wisconsin

STATE TAXATION IN GENERAL

Inaddition to other regulations these statesimpose on cannabis businesses, the states impose
various taxesonthe marijuanabusinesses. These taxesinclude general taxes, such asgeneral
income, sales, use andgross receiptstaxes, aswellasspecialized excise taxeson marijuanaofthe
typecommonlyreferred to as “sin taxes.”

Theadditional revenuethatstateshaveexpectedtogainfromcreatinglegal outletstoobtain
marijuana has been touted by advocates of legalization. This means those beginning acannabis
businessshould expectadditional tax obligations more in line with liquor and tobacco businesses
(otherareaswheresintaxesareoftenimposed) thanthetaxissuesfaced by otherbusinesses.

We will concentrate in this chapter on the states with full legalization. This unit is not meant to be

a comprehensive reference tothe taxation of cannabisbusinessesat the state level, butrather
an overview of the areaat a particular point in time. Those looking to work with such businessesin
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the taxarenawill needtododetailed researchinto the particular issuesof the statesand
localities involved as well as keep updated on changes that occur in this area.

SALES AND USE TAX ISSUES

Arizona

Marijuana will be subject to the normal sales tax rate of 5.6% in addition to a 16% excise
tax.80

Alaska

Alaskadoesnotimposeastatewide salesor use tax, thoughindividual localitiesare allowed toimpose
such a tax.

California

California treats the sale of cannabis products as a sale of tangible personal property, subject to
the applicablestate andlocal salesor use tax. Certain sales of medicinal cannabinoids are exempt
from sales and use taxes in California.8!

Colorado

Colorado imposesits regular state sales tax at 2.9% on the sale of medical marijuanaand marijuana
products, along with a 15% state sales tax on retail sales of marijuana.82

District of Columbia
The District of Columbia imposes a 6% sales tax on the sale of medical marijuana.83
IUinois®*

The State of Illinois imposes a 6.25% general sales tax on cannabis sales referred to as State
Retailers’ Occupation Tax on adult-use and a 1% State Retailers’ Occupation Tax on medical
cannabis sales.

80 http://tax.alaska.gov/programs/programs/help/faq/faq.aspx?60000, visited December 2020

8 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Getting Started Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Started, website visited December 2020

82 Colorado Department of Revenue, Marijuana Tax Data, https://www.colorado.gov/pacific/revenue/colorado-marijuana- tax-data,
website visited December 2020

8 State Sales Tax Handbook, District of Columbia, https://www.salestaxhandbook.com/district-of-columbia, website visited
December 2020

& https://www2.illinois.gov/rev/research/taxinformation/other/Pages/Cannabis-Tax-Frequently-Asked-Questions.aspxigst1,
website visited December 2020
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Maine
The State of Maine imposes a 10% sales tax on recreation marijuana retail sales.8®
Massachusetts
The State of Massachusetts treats sales of recreational marijuanaas subject to the state’'s general
sales tax, which is 6.25%. The state excise tax on consumer (which functions similarly to a sales

tax) in 2017 was increased t010.75%, with state and localities canimpose an excise tax of up to
3%, for atotal tax onthe sale of recreational marijuana of 20%.86

Michigan
The state’s standard 6% sales tax applies.8’
Nevada

The State of Nevada imposes sales taxes at the local rates on the sale of recreational
marijuana. 88

Oregon
The State of Oregon does not impose a general sales tax.
South Dakota

A 15% tax on marijuana sales is proposed?8?, but the South Dakota Department of
Revenue has until April 1, 2022 to have regulations in place.®°

Vermont

State sales tax on retail sales of cannabis is 6%.9!

STATE INCOME TAXATION OF CANNABIS BUSINESSES

States may or may not enact legislation that overrides IRC §280E when they legalize
marijuana.

S5MRSA §1811

®https://www.mass.gov/regulations/830-CMR-64n11-marijuana-retail-taxes, website visited December 2020

& https://www.mpp.org/states/michigan/michigans-adult-use-marijuana-regulation-law/, website visited December 2020
8 https://tax.nv.gov/FAQs/Retail_Marijuana/, website visited December 2020

®https://staticl.squarespace.com/static/5d7188a29079ce0001c4dd3b/t/5f6b780919c0a62208e00e10/1600878601199/Amendment+
At+with+AG+Explanation.pdf, website visited December 2020

“https://dor.sd.gov/businesses/marijuana/, website visited December 2020

“Thttps://www.mpp.org/states/vermont/summary-of-s-54-the-bill-to-regulate-and-tax-cannabis-in-vermont/, website visited
December 2020.
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Maine does allow registered caregivers and registered dispensaries to claim a state income deduction
equal to the amount disallowed under IRC §280E. But the largest state that has legalized
marijuana (California) still follows federal 8280E when computing state income taxes other
thanfor C corporations.

STATE AND LOCAL EXCISE TAXES SPECIFIC TO CANNABIS
BUSINESSES

Excisetaxeshave beenimposed by the statesthathave legalized recreational use of marijuana.
Initially, such taxes were imposed at extremely high rates. The Tax Foundation reported that the four
statesthathad legalized recreational marijuanaby 2016 had the following excise taxesin place
initially:

B Alaska—25%
B Colorado —29%
B Oregon—25%

B  Washington —37%

All of those states except Washington have reduced their rates in subsequent years.%?
Asismostoften the case, the state rules for taxing cannabis vary widely from state to state. As well,
states are still experimenting to find the proper rates of taxes that achieve the hoped-for goals of

raising revenue fromcapturing sales now inthe illegal market rather than raising the price on legal
product so high that users continue to shop primarily in the illegal market.

Alaska

Effective January 1, 2019, the state of Alaska revised its excise tax on marijuana. Prior to this
date, the tax was imposed at $50 per ounce of marijuana sold or transferred to a retail store.%
The tax is imposed on the marijuana cultivationfacility.94

New rates apply effective January 1, 2019, replacing the prior per ounce tax. The new rates
are:

®  Mature bud/flower — $50 perounce;

2 Jared Walczak, “Tax Trends Heading Into 2019,” Tax Foundation, https://taxfoundation.org/state-tax-trends-2019/, publication
date December 19, 2018, website visited December 2020

% “Marijuana Tax News,” Alaska Department of Revenue - Tax Division, http://tax.alaska.gov/programs/programs/index.aspx?60000,
website visited December 2020

 Marijuana Tax Frequently Asked Questions, Alaska Department of Revenue - Tax Division,
http://tax.alaska.gov/programs/programs/help/fag/fag.aspx?60000, website visited December 2020

149


https://taxfoundation.org/state-tax-trends-2019/
http://tax.alaska.gov/programs/programs/index.aspx?60000
http://tax.alaska.gov/programs/programs/index.aspx?60000
http://tax.alaska.gov/programs/programs/help/faq/faq.aspx?60000

Immature or abnormal bud — $25 perounce;

B Trim — $15 per ounce; and

Clones — $1 per clone.%

The tax is due whenever the marijuanais sold or transferred to aretail sales or product
manufacturing facility byacultivator. Thus, ifanentity hasacultivationfacility butalsohasa
retail salesand/or product manufacturing facility, the tax is due as soon as itis recorded in the
inventory of the sales or manufacturingfacility. However, product transferred between cultivation
facilitiesare notsubjectto the tax.9%

Returns must be filed electronically on Form 450 — Marijuana Tax Return at
https://online- tax.alaska.gov/ by the end of the month following the month in which the
sale or transfer of marijuana took place.®” The following information is required to
file the return:

The date of each sale;

For each buyer or transferee:

—  Name;
— Marijuana Control Board license number; and

— Address.

The number of ounces of bud and flower and ounces of the remainder of the plant that were
sold or transferred.%

Payments of the tax can be made by:

Wire transfer;
Cashier’s check;
Money order;

Bank check; or

° Marijuana Tax Frequently Asked Questions, Alaska Department of Revenue - Tax Division,

http://tax.alaska.gov/programs/programs/help/fag/fag.aspx?60000, website visited December 2020

% Marijuana Tax Frequently Asked Questions, Alaska Department of Revenue - Tax Division,
http://tax.alaska.gov/programs/programs/help/fag/faq.aspx?60000, website visited December 2020

9" Marijuana Tax Frequently Asked Questions, Alaska Department of Revenue - Tax Division,
http://tax.alaska.gov/programs/programs/help/fag/fag.aspx?60000, website visited December 2020

° Marijuana Tax Frequently Asked Questions, Alaska Department of Revenue - Tax Division,
http://tax.alaska.gov/programs/programs/help/fag/faq.aspx?60000, website visited December 2020
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B Cash%

Cash payment of taxes is accepted only at adrop box in Anchorage and must be made inan approved
deposit bag. Details of the cash payment procedures can be found in the “Cash Payment
Instructions” published by the Department of Revenue.100

The Department’s FAQ has the following information regarding the failure to file such
returns:

Failuretofileareturnorsubmitapaymentbytheduedatecanresultina5%
civil penaltybeingassessedforevery 30-day period, or portionofaperiod,
untilthe returnisfiledand the paymentismade. The penalty cannotexceed
25%. Other civil penalties may apply. In addition, the Tax Division may notify
the Marijuana Control Board to initiate license suspension or revocation
proceedings.

Fromtheinceptionofthetaxin October 2016 through December 2018, the state of
Alaska Department of Revenue reports receiving $22,010,290 in revenue from the
marijuana tax. 0!

The Alaska Department of Revenue maintains a page on the marijuana tax at:

http://tax.alaska.gov/programs/programs/index.aspx?60000

Arizona

The State of Arizona will charge a 16% excise tax in addition to the normal sales tax of
5.6%.102

California

The largest state in the nation moved from allowing medical marijuana use to legalizing recreational
marijuanausage onJanuary1,2018.19% The state, like most others, imposed special taxeson the
industry, looking toraise additional moneyfor the state fromanewsource of sintax revenue.

% Marijuana Tax Frequently Asked Questions, Alaska Department of Revenue - Tax Division,
http://tax.alaska.gov/programs/programs/help/fag/fag.aspx?60000, website visited December 2020

100 Cash Payment Instructions, http://tax.alaska.gov/programs/documentviewer/viewer.aspx?97n, site visited December 2020

101 Alaska Department of Revenue, Marijuana Tax Information,
http://tax.alaska.gov/programs/programs/reports/monthly/Marijuana.aspx?ReportDate=12/2018, website visited December 2020

02 https://www.mpp.org/states/arizona/summary-of-arizona-2020-adult-use-initiative/, website visited on December 2020

1% Thomas Fuller, “Recreational Pot is Officially Legal in California,” New York Times, January 1, 2018,
https://www.nytimes.com/2018/01/01/us/legal-pot-california.html,
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The California Department of Tax and Fee Administration (CDTFA) maintains the Tax
Guide for Cannabis Businesses online at
http://www.cdtfa.ca.gov/industry/cannabis.htm.

The Californiatax system generally imposed requirementsto collectand remit taxes on parties other
than the party on which the tax is assessed.

Excise Tax on Purchasers

A 15% excise tax on the average price of sale isimposed on retail purchasers of cannabis and
cannabis products.14 This excise tax is in addition to the general sales tax due on such
transactions. Cannabis productsonwhichthetaxisimposed include, butare notlimited to,
balms, budsandflowers, capsules, edibles (cookies, butters, honey, chocolates, candies, sodas,
bars), extracts, gum, hash, infused feminine hygiene products, lotions, oils, plants and clones,
pre-rolls, teas, tinctures, tonics, topicals,andwaxes. However, cannabisaccessoriessuchas
pipes, rollingmachines,vapepens (without cannabis), rolling papers, shirts, hats, books, and
magazinesare subject only tothe salestax, but not the 15% excise tax.105

The average price of sale depends on whether the sale is determined to be an arm’s-length
sale or a nonarm’s-length sale.

Anarm’s-length saleisdefinedas “asale that reflects the fairmarket price inthe open market
between two informed and willing parties, neither required to participate in the transaction.”1%6 The
CDTFA’swebsite for retailers describes the tax on an “arm’s-length” sale as follows:

Inan arm’s-length transaction, the average market price means the average retail
price determined by the wholesale cost of the cannabis or cannabis products sold
or transferred to acannabis retailer, plus amark-up. The wholesale costis the
amount you, the retailer, paid for the cannabis or cannabis products,
including transportationcharges. Prior to January 1, 2020, the wholesale
cost was the amount you, the retailer paid including transportation costs
addingbackinanydiscountsortradeallowances.

The mark-up will be determined by the CDTFA on a biannual basis in six month
intervals. Aspecial notice will be mailed to cannabis businessesinforming them of
the mark-up rate. The mark-up rate will also be posted on the Special Taxes and
Fees Rate Page, under Cannabis Taxes.

The mark-up rate that is determined by CDTFA is not intended to be used to
determine the amount for which each party sells their products, only to calculate the
amountofexcisetaxdueinanarm’s-lengthtransaction. Each partyinthesupply

1%4California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Getting Started Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020

105California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Retailers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020

106 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Retailers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020

152


http://www.cdtfa.ca.gov/industry/cannabis.htm
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers,%20
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers

chaincanuseany mark-uptheywouldliketoestablishtheirselling price. Your
actual selling price may be different than the average market price.

In an arm’s-length transaction, you are not required to reconcile the average
market price the distributor calculates for determining the excise tax with your
retail selling price of cannabis or cannabis products. 197

The markup rate for the six months beginning January 1, 2020 is set at 80%.108
For nonarm’s-length sales, the CDTFA provides the following detailed explanation:

A*nonarm’s-lengthtransaction”isasale thatdoes not meetthedefinition of
an “arm’s-lengthtransaction.” The saledoesnotreflectthe fairmarketprice
inthe open marketor is not between two informed and willing parties, neither
requiredto participate in the transaction. An example of anonarm’s-length
transactionwould beabusinessthatisbothadistributorand retaileroftheir
cannabisproductora microbusiness engaging in those activities. In a
nonarm’s-length transaction, the average market price means the cannabis
retailer'sgross receiptsfromthe retail sale of the cannabis or cannabis
products.

The cannabisexcise taxshould be reported and paid based on 15 percent of the
cannabis retailer’s gross receipts. Gross receipts include all charges related to
your sales, such as labor, service, and certain transportation charges. For
example, ifyou, as the retailer, deliver cannabis or cannabis products to your
customers with your ownvehiclesand thereis noexplicitwritten agreement
executed prior to the delivery thattitle passestothe purchaser before delivery,
thechargeforthatdeliveryis included in the gross receipts subject to the
cannabis excise tax. Additionally, if you add a separate amount to your
customers’ invoices or receipts to cover a cannabis businesstaxrequired by
yourcity, thatamountisincludedinthegross receipts subject to the cannabis
excise tax. For more information on gross receipts, see Revenue and
Taxation Code section 6012.109

The CDTFA provides the following example of calculating the tax due in nonarm’s-length
transactions:

W07 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Retailers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020

108 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Overview Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Overview, page visited December 2020

109 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Retailers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020
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EXAMPLE

(From CDTFA Tax Guide for Cannabis Businesses)

A microbusiness (which is licensed to be a cultivator, distributor, manufacturer, and retailer) grows cannabis
flowers and sells the flowers at retail to their customers for $35.00 per eighth of an ounce. The microbusiness
also charges $5.00 for delivery. This example assumes an 8.5% sales tax rate and a 10% business tax, but your
actual rates may differ. You must use the rates in effect at the time of sale. Current sales tax rates can be found
on our website.

The average market price is determined by the type of transaction (either arm's length or nonarm's length)
that occurred when the seller (cultivator, manufacturer or distributor) sold the product to the retailer.

Since the microbusiness is both the cultivator and the retailer, there is no sale between two parties that
reflects the fair market price in the open market. As such, this is a nonarm’s-length transaction and the
average market price is the retailer's gross receipts from the retail sale of the cannabis flowers.

Excise tax calculation:

Selling price of cannabis § 35.00
Cannabis business tax 3.50
Delivery 5.00
Subtotal ($35.00 + $3.50 + $5.00) 43.50
Excise tax ($43.50 x 15%) 6.53

Sales tax calculation:

Subtotal ($43.50 + $6.53) $ 5003
Sales tax: ($50.03 x 8.5%) 4.25
Total due (§50.03 + §4.25) S 54.28

The microbusiness is responsible for reporting and paying the cannabis excise tax of $6.53 ($43.50 x 15%) to
the CDTFA on their cannabis tax return along with the cultivation tax that is due on the cannabis flowers that
entered the commercial market. The microbusiness is also responsible for reporting and paying the sales tax
of $4.25 ($50.03 x 8.5%) to the CDTFA on their sales and use tax return. 't

Cultivation Tax on Cultivators

Californiaalsoimposesataxoncultivationofmarijuana. Thattaxispaid by the cultivatortothe
distributor. The CDTFA is required to adjust the cultivation tax rates for inflation
beginning January 1, 2020. The rates for each cultivation tax category shown below will
reflect on the monthly and quarterly cannabis tax returns beginning on January 1 of
each year. Thetaxisimposedonall harvested marijuanathatenters the commercial market at the
following rates, as of January 1, 2020 to December 31, 2021:

110 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Retailers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020
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$9.65 per dry-weight ounce of cannabis flowers,
$2.87 per dry-weight ounce of cannabis leaves, and

$1.35 per ounce of fresh cannabis plant (the unprocessed cannabis must be weighed within
two hours of harvesting to qualify for this rate).!t

Due to recent legislation (Assembly Bill 1872), the cultivation tax rates for the 2020
calendar year remain unchanged for the 2021 calendar year. The CDTFA will adjust the
cultivation tax rates annually for inflation beginning with the 2022 calendar year.112

Distributor Tax Summary

The CDTFA lists the following requirements for distributors of cannabis under California
law:

Register with the CDTFA for a seller's permit, if you make sales of cannabis, cannabis
products, or tangible personal property inCalifornia.

Registerwiththe CDTFA foracannabistax permit (thisis separate fromyour seller's permit).

Collectthe cannabis cultivation tax from cultivatorsand manufacturersfromwhichyou
receive cannabis and/or cannabis products.

Collectthe cannabisexcise taxfrom cannabisretailersyousupply (selland/or transfer)
with cannabis and/or cannabis products.

Provide an invoice or receipt to the businesses from which you collect the cultivation tax and
the cannabis excise tax.

Electronicallyfile both your salesand use tax and cannabis tax returns and pay the amounts
due to the CDTFA.13

The definition of a distributor found on the CDTFA’s webpage is:

Acannabisdistributorisapersonwhoprocures, sells,and/ortransports
cannabis between licensed cannabis businesses, such as a cultivator,
manufacturer, or retailer.114

11 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Getting Started Tab,

http://www.cdtfa.ca.gov/taxes-and-fees/tax-rates-stfd.htm page visited December 2020

H2https://www.cdtfa.ca.gov/taxes-and-fees/tax-rates-stfd.htm, website visited December 2020

113 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Distributors Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Distributors, page visited December 2020

14 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Distributors Tab,

http://www.cdtfa.ca.gov/industry/cannabis.htm#Distributors, page visited December 2020
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Retailers Tax Summary
The CDTFA’s rules for a cannabis retailer are summarized on the agency’s website as follows:
B Register with the CDTFA for a seller's permit.

B Chargeandcollectsalestaxonyour taxable retail sales of cannabisand/or cannabis products,
and other products.

B Electronicallyfileyoursalesand use tax returnsand paythesalesand/orusetaxtothe CDTFA.

B Chargeandcollectthe cannabisexcise taxfromyour customerswho purchase cannabis
and/or cannabis products.

B Pay the cannabis excise tax that is due to your distributor. DO NOT remit cannabis excise tax
on your sales and use tax return.

B Provide your customer with an invoice, receipt, or other document which includes the
statement: "The cannabis excise taxes are included in the total amount of this invoice.” (Your
customersare liable for the cannabis excise tax until it has been paid to the state or you provide
themwith such an invoice or receipt.)15

The definition of a cannabis retailer found on the CDTFA website is:

Acannabisretailerisapersonwhosellscannabisand/orcannabisproducts
directly to a consumer.116

Cultivators Tax Summary
The CDTFA’s rules for cultivators are summarized on the agency’s website as follows:

B Register with the CDTFA for a seller's permit.

B Pay the cultivation tax to your distributor or manufacturer.

B Electronically file your sales and use tax returns and pay the tax due, if any, to the CDTFA.
Even if you do not make taxable sales of cannabis, you are still required tofile areturn
indicating your total sales with your claimed nontaxable or exempt sales during that
particular reporting period.t’

115 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Retailers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020

116 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Retailers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Retailers, page visited December 2020

W7 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Cultivators Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Cultivators, page visited on December 2020
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The definition of a cannabis cultivator found on the CDTFA website is:
Acannabis cultivator isa person whoisengaged in the business of

planting, growing, harvesting, drying, curing,gradingortrimming
cannabis.8

Manufacturers Tax Summary
The CDTFA'’s rules for manufacturers are summarized on the agency’s website as follows:
B Register with the CDTFA for a seller’s permit.

B Collectthe cannabiscultivationtax fromcultivatorsfromwhichyoureceive
unprocessed cannabis and provide the cultivator with areceipt.

B Pay the cultivation tax collected from cultivators to your distributor.

B Electronically file your sales and use tax returns and pay any sales and/or use tax owed to the
CDTFA. Even if you do not make taxable sales of cannabis, you are still required tofile a
return indicating your total sales with your claimed nontaxable or exempt sales during that
particular reporting period.19

The definition of a cannabis cultivator found on the CDTFA website is:

Acannabismanufacturerisapersonwho producesor preparescannabisor
cannabis productsatafixed location, that packagesor repackages cannabisor
cannabis products, or labels or relabels its container.

118 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Cultivators Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Cultivators, page visited on December 2020

119 California Department of Tax and Fee Administration, Tax Guide for Cannabis Businesses, Manufacturers Tab,
http://www.cdtfa.ca.gov/industry/cannabis.htm#Manufacturers, page visited on December 2020
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Colorado

Inaddition to aspecial sales tax imposed on the sale of marijuana, Colorado also imposes excise
taxes on marijuana. The Colorado Department of Revenue describes the excise taxes as
follows:

Excise tax isimposed on the first sale or transfer from a retail marijuana cultivation
facilitytoaretail marijuanastore or retail marijuana product manufacturing facility.

Medical marijuanaisnotsubject to the 15% state retail marijuanaexcise tax.
Beginning August9, 2017, sales or transfers between licensed cultivation facilities
are exempt from state excisetax.

StateRetail MarijuanaExcise Tax Rate: Retail marijuanaissubjecttoal5%
excise taxonthe Average Market Rate (AMR)or contract price of retail
marijuana. The excisetaxisbasedontheaverage marketrateforBud, Trim,
ImmaturePlant, Wet Whole Plant, Seed, Bud Allocated for Extraction and Trim
Allocated for Extraction. Onemarijuanaexcisetaxreturnisrequiredforeach
retail marijuanacultivation facility.

Affiliated retail marijuanabusinessesand unaffiliated retail marijuanabusinesseswhodo not
havea contractpriceatthetimeofthesalecalculatetheirexcisetaxat15%ofthe AMR.
Unaffiliated retail marijuana businesses with a contract price at the time of sale calculate their
excise tax at 15% of the contract price.120

Theexcisetaxisduebythe 20" day ofthe monthfollowingthe monthwhenthetransferor
saleis made to retail customers. The return is filed electronically.t2!

District of Columbia

While the District of Columbiahaslegalized marijuana, disputes with Congress have prevented the
District from imposing taxes on marijuanasales.

120 colorado Department of Revenue, Marijuana Taxes, https://www.tax.colorado.gov/marijuana-excise-tax, website
visited December 2020

121 https://www.tax.colorado.gove/sites/tax/files/Excise23.pdf, website visited December 2020
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IWinois

The State of Illinois imposes a Cannabis Cultivation Privilege Tax at a rate of 7% of
gross receipts from the first sale of adult use cannabis by a cultivator or craft grower ;
a Cannabis Purchaser Excise Tax of 10% of taxable receipts from adult use cannabis
sold with 35% THC or less, 25% of taxable receipts from adult use cannabis sold with
greater than 35% THC, or 20% of taxable receipts from adult use cannabis infused
products sold. It also imposes a Medical Cannabis Cultivation Privilege Tax upon the
privilege of cultivating medical cannabis at a rate of 7% of the sales price per ounce.?2

Although Maine’svoters legalized marijuanain an extremely close vote, it took time before laws
regulating and taxing the industry were enacted in the state when the state legislature overrode
the Governor’s veto on May 2, 2018.

The tax imposed by 28-B MRSA 81001 imposes taxes based on weight as noted:

1. Excisetax on marijuana flower and mature marijuanaplants. A cultivation
facility licensee shall pay an excise taxof $335 per pound of marijuanaflower
ormature marijuana plants sold to other licensees in the State.

2. Excise taxon marijuanatrim. A cultivation facility licensee shall pay an excise
tax of $94 per pound of marijuanatrim sold to other licensees in the
State.

3. Excise taxon immature marijuanaplants and seedlings. A cultivation
facility licensee shall pay an excise tax of $1.50 per immature marijuanaplant
or seedling sold to other licensees in the State.

4. Excise taxonmarijuanaseeds. A cultivationfacility licensee shall pay an excise
tax of $0.30 per marijuana seed sold to other licensees in the State.

Massachusetts
The Massachusetts excise tax was discussed earlier in the discussion of state sales taxes.
Michigan

Michigan has determined a 10% excise tax will be charged on all sales of marijuana products by
retailers and microbusinesses, in addition to the state’s standard 6% sales tax. It expectsto
collectthetaxinthestate’sfiscal year 2020, whichbegins October 1, 2020.123

122 state of Illinois, “Excise Tax Rates and Fees,” https://www?2.illinois.gov/rev/research/tax
information/other/Pages/Cannabis-Tax-Frequently-Asked-Questions.aspx#qstl webpage visited on December 2020

12 https://www.mpp.org/states/michigan/michigans-adult-use-marijuana-regulation-law/, website visited December 2020

159


https://www2.illinois.gov/rev/research/tax
https://www.mpp.org/states/michigan/michigans-adult-use-marijuana-regulation-law/

Montana

The state will impose a 20% tax on all non-medical marijuana sales.!24

Nevada

The excise taxes imposed by the state of Nevada on the sale of marijuana are:
B 15% excise tax on the wholesale sale; paid by the cultivator

B 10% excise tax on the retail sale; paid by the retail storel2

The state’s website explained the tax as follows:

Duringthe 2017 legislative session, thetax structurefor medical marijuana
was changed from 2 percent excise tax on each sale to 15 percent excise tax
on the wholesale sale, paid by the cultivator. Thischange means marijuana
establishments thathold both medical registration certificatesandretail
licensesdonothaveto designate which portion of their inventory ismedical and
whichisretail. Marijuana inventory can be kept as a single stream until the
pointitis sold to the consumer. If itissold to aretail customer, the additional
10 percentretail excise tax will be applied. Ifitissold toamedical cardholder,
the 10 percentwill notbeappliedto

the sale. Regular sales tax at the local rate will be charged to both medical and retail
customers.126

New Jersey

New Jersey will impose a 12% excise tax on cannabis products. Local governments may
impose an additional tax of 2% on the sale or transfer within the local entity.12

Oregon

The State of Oregon imposes a 17% tax on recreational marijuana sold. The tax is paid monthly but
reports are filed quarterly.128

124 https://www.mpp.org/states/montana/overview-of-ci-118-and-i-190/, website visited December 2020

125 https://tax.nv.gov/FAQs/Retail_Marijuana/web page visited on December 2020
126 State of Nevada, “Marijuana in Nevada,” http://marijuana.nv.gov/Businesses/Taxes/, web page visited on March 3, 2019

2T https://www.insidernj.com/wp-content/uploads/2018/11/NEW-JERSEY-CANNABIS-REGULATORY-ACT.pdf, website visited
December 2020

128 Oregon Department of Revenue, “Marijuana Tax Program,”
https://www.oregon.gov/DOR/programs/businesses/Pages/marijuana.aspx, web page visited on December 2020
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Localities in Oregon can also impose their own taxes, up to 3%, some of which are filed with the
locality and some with the Oregon Department of Revenue. Information on such filings can be found
online at:

https:/mww.oregon.gov/DOR/programs/businesses/Pages/marijuana-local-tax.aspx

South Dakota

It is proposed that the State of South Dakota will charge a 15% tax on marijuana sales,
however, the Department of Revenue has until April 1, 2022 to have all regulations in
place.129

Vermont

The State of Vermont’s legislature has determined 20% retail sales tax comprised of a
14% cannabis excise tax plus the 6% Vermont state sales tax, with no local option tax.
Medical cannabis is not to be taxed.130

Washington

The State of Washington has the nation’s highest excise tax on marijuana at 37% that is imposed on
marijuana, marijuanaconcentrates, useable marijuana, and marijuana-infused products. 3

The excise tax report and payment are due monthly on the 20" day following the month the
product issold. Ifataxpayer fails to pay the tax when due, apenalty isimposed at 2% per month
onthe unpaid balance. If a taxpayer fails tofile the report entirely, that could be grounds for
revocation of the marijuana license.132

FUTURE STATE DEVELOPMENTS

As this chapter makes clear, the states also are not consistent in how they tax such operations.
Small entitiesinallindustries oftenfail to understand howwildly different state level rules can be,
andthere islittlereasontobelieveclientsinthisindustrywillbe betterat recognizingthatissue
thanthosein other industries. Thus, the CPA will need to remind such entities that entering
or selling into additional states should only be undertaken after consultation with tax and legal
counsel regarding operating in those other states.

2https:

staticl.squarespace.com/static/5d7188a29079ce0001c4dd3b/t/5f6b780919c0a62208e00e10/1600878601199/Amendment

+A+with+AG+Explanation.pdf, website visited December 2020

0 https://www.mpp.org/states/vermont/summary-of-s-54-the-bill-to-regulate-and-tax-cannabis-in-vermont/, website visited
December 2020

B! https://www.gleamlaw.com/wa-state-mj-tax/ web page visited on December 2020

132 Washington State Liquor and Cannabis Board, “FAQs on Taxes,” https://Icb.wa.gov/mj2015/fags-on-taxes, web page visited on
December 2020
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https://static1.squarespace.com/static/5d7188a29079ce0001c4dd3b/t/5f6b780919c0a62208e00e10/1600878601199/Amendment+A+with+AG+Explanation.pdf
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https://www.mpp.org/states/vermont/summary-of-s-54-the-bill-to-regulate-and-tax-cannabis-in-vermont/
https://lcb.wa.gov/mj2015/faqs-on-taxes

NOTES

162



	EXAMPLE
	Modified Box 1 Method
	Tracking Wages Method
	Short Tax Years
	Additional Computations May Be Needed
	What About §280E?
	Qualified Small Business Stock
	Tax Cuts and Jobs Act’s Impact
	Exclusion of Gain Rules
	Definition of Qualified Small Business Stock
	Anti-Evasion Rules
	Active Business Requirement
	Qualified Small Business


	C Corporation vs. Pass-through for Cannabis Business
	EXAMPLE 3:
	EXAMPLE 4:
	EXAMPLE 5

	Arizona
	Alaska
	California
	Colorado
	District of Columbia
	Illinois83F
	Maine
	Massachusetts
	Michigan
	Nevada
	Oregon
	South Dakota
	Vermont
	Alaska
	Arizona
	California
	Excise Tax on Purchasers
	Selling price of cannabis $  35.00
	Cannabis business tax 3.50
	Delivery 5.00
	Subtotal ($35.00 + $3.50 + $5.00) 43.50
	Excise tax ($43.50 x 15%) 6.53

	Cultivation Tax on Cultivators
	Distributor Tax Summary
	Retailers Tax Summary
	Cultivators Tax Summary
	Manufacturers Tax Summary

	Colorado
	District of Columbia
	Maine

	Massachusetts
	Michigan
	Montana
	Nevada
	New Jersey
	Oregon
	South Dakota
	Vermont
	Washington

