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Introduction 
The current dichotomy between Federal 
and State law with regard to the legal sale 
of cannabis products has created an un-
even playing field for entrepreneurial 
firms that seek to operate cannabis-re-
lated businesses. The cultivation and sale 
of cannabis is legal in some form in a 
majority of U.S. states, yet cannabis re-
mains a prohibited and controlled sub-
stance at the Federal level. As a result, 
firms are unable to engage in traditional 
banking relationships; have difficulty 
obtaining financing, insurance, and other 
professional advisory services; and are 
unable to avail themselves of common 
tax accounting strategies that are available 
to other businesses that produce agri-

cultural products or sell consumer goods. 
Several states have introduced bills to 
“decouple” from Federal law, thereby al-
lowing cannabis businesses to benefit 
from these common tax accounting 
strategies. At the Federal level, however, 
entities that produce or sell cannabis 
products are at a competitive disadvan-
tage to non-cannabis businesses.  

This paper first describes the scope of 
the U.S. market for cannabis products and 
describes the specific legal issues that pre-
clude firms in this sector from using com-
mon tax accounting strategies to minimize 
tax liability. We then discuss two typical 
scenarios for a cannabis startup, a produc-
tion operation and a retail sales operation. 
We describe the typical guidance provided 
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by accounting and tax firms who seek to 
advise clients in this industry, and present 
two hypothetical business structures for 
an entrepreneurial firm in this space. We 
assess how federal courts have evaluated 
these types of arrangements and offer some 
guidance on how typical pitfalls in these 
arrangements might be avoided. Finally, 
we close with some observations about 
how regulation and entrepreneurial strategy 
interrelate, consider the public policy im-
plications of cognitive dissonance at the 
federal and state levels, and offer a com-
parative perspective on regulating this in-
dustry in an international context.  

Statement of the Problem 
Thirty-seven states have legalized the 
sale of medical cannabis, and twenty-
one have also legalized the sale of 
cannabis products in an adult-use recre-
ational market.

1
 Cannabis is big business. 

2022 industry revenues are estimated to 
be $22.6 billion for cannabis producers, 
and that revenue is estimated to grow at 
an annualized 14.6% by 2027.2 On the 
retail side, 2022 revenues were reportedly 
$31 billion, estimated to annually grow 
14.9% by 2027.3 

However, while the cannabis industry 
is rapidly growing at the state level, cannabis 
remains illegal at the Federal level. Cannabis 
is a Schedule I controlled substance under 
the Controlled Substances Act (CSA), and 
the production, distribution, and posses-
sion of cannabis is illegal.4 Internal Revenue 
Code (IRC) § 280E disallows deductions 
or credits for any amount paid or incurred 
in carrying on any trade or business that 
consists of illegally trafficking in a Schedule 
I or II controlled substance within the 
meaning of the CSA.5 Because trafficking 
cannabis remains illegal under the CSA, 
§ 280E applies to businesses that sell 
cannabis, even if they operate in states 
that have legalized cannabis.6 As a result, 
§ 280E prohibits these businesses from 
claiming most deductions or credits for 
expenses related to the sale or trafficking 
of cannabis.7 The only exception to § 280E’s 
prohibition on expense deduction is the 
ability of firms to reduce their gross receipts 
by properly calculating the costs of goods 
sold (COGS) under IRC § 471.8 

Reportedly, there is wide noncom-
pliance with the provisions of § 280E, 

in large part due to a lack of guidance 
from the Internal Revenue Service.9 A 
2020 Treasury Inspector General for Tax 
Administration (TIGTA) report con-
cluded that 59% of returns sampled from 
three states that had legalized cannabis 
likely had § 280E adjustments, and rec-
ommended that the IRS develop a com-
prehensive compliance approach for the 
cannabis industry.10 To date, that has not 
occurred.  

In the absence of adequate IRS guid-
ance regarding the structure and oper-
ations of firms engaged in cannabis 
production or sales, a number of ac-
counting and law firms, as well as some 
industry associations, have recom-
mended various approaches to organizing 
the activities of businesses in this industry. 
This has created some significant poten-
tial for risk, as federal law is largely un-
settled with respect to many of these 
arrangements. The national taxpayer ad-
vocate has estimated that cannabis busi-
nesses may face tax liabilities that are 
five times greater than businesses not 
subject to § 280E.11 

The Current Landscape 
Overview of the industry, and two typical 
entrepreneur/startup scenarios. The value 
chain for cannabis products in the United 
States has three major components: pro-
ducers, retailers, and ancillary services. 
Within the cannabis sector, producers 
(growers) and retailers (dispensaries) are 
major players in the value chain that directly 
deal with cannabis, and thus are vulnerable 
to excessive tax burdens given the restric-
tions of § 280E. Understanding the oper-
ating, investing, and financing cash flows 
typical to each type of enterprise can help 
identify and segregate costs, and allow for 
the development of tax strategies. We ac-
knowledge that there are other businesses 
within the value chain that may be vulner-
able to high tax burdens, such as seed stock 
producers and wholesalers, but discussing 
the producers and retailers will suffice for 
illuminating typical challenges faced by 
cannabis businesses.  

Cannabis production is a capital and 
labor intensive business. Producers typ-
ically grow cannabis in highly controlled, 
indoor environments, or on large outdoor 
farms in areas where climate is relatively 

stable during the growing season.12 A typ-
ical seed-to-harvest cycle is 20-24 weeks.13 
Producers invest in lighting systems, ven-
tilation, filters, watering, and other systems, 
often with automated control systems. 
One of the challenges of growing cannabis 
is that the plant is vulnerable to mold and 
infestations, and the risk of loss of a crop 
for producers can be quite high. To deal 
with these challenges, producers invest 
in sophisticated systems, have learned to 
build compartmentalized grow rooms to 
limit crop damage, and employ sophis-
ticated monitoring equipment.14 The con-
struction costs and energy usage of these 
facilities are considerable.15 The exact 
growing process and staff needs depend 
on the producers’ operations strategy, but 
regardless of the degree of automation, 
considerable expertise and direct human 
oversight are needed to ensure healthy 
plants with good harvests.16 At harvest, 
staff collect and process the buds, deal 
with the plant waste, dry and cure, package, 
and store the product. Depending on the 
company, the packaging could be bulk or 
individual use packaging. Some producers 
also extract cannabis oils, which is a sep-
arate process. In addition, producers have 
quality control processes, marketing and 
sales, and other functional roles. A critical 
aspect of the whole operation is the need 
for extensive security for the premises, 
operations and staff, as strong black-mar-
ket demand for cannabis is an incentive 
for criminal activity.  

As the description of producers’ op-
erations makes clear, production requires 
significant capital to invest in the con-
struction of the production building and 
equipment. An investment in a new op-
eration requires considerable front-end 
capital. In addition, working capital is 
needed to fund operations, as the growing 
cycle takes 3-5 months. The expenses of 
the staff and utilities in the growing fa-
cilities may be counted as cost of goods 
sold, but marketing and security, for ex-
ample, would not be included in COGS.17 
With equity investments, ROI on the in-
vestments are considerably diminished 
if costs cannot be deducted. Fewer ex-
pense deductions plus higher tax pay-
ments would result in lower profits, and 
thus lower returns and slower growth of 
book value of the company. Using debt 
financing is equally challenging. First, 
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producers do not have access to banking 
institutions and other normal sources 
of debt financing and thus risk higher 
interest rates in nonconventional markets, 
and second, the interest payments are 
not deductible.  

An alternative producer model is out-
door cultivation, which is generally lim-
ited to certain regions. One advantage of 
outdoor cultivation is that it generally 
entails significantly lower capital costs – 
buildings and equipment are needed only 
for processing and storing the cannabis 
buds. Outdoor fields generally do not 
need expensive systems for lighting, ven-
tilation, and security. In fact, the most 
extreme security needs are largely limited 
to harvest and processing, when the risk 
of criminal activity are highest. Studies 
indicate that the cost of production in 
outside facilities is considerably cheaper.18 
In addition, most of the expenses are 
variable and can be classified as COGS. 
These producers have less of a tax burden, 
although they may have more risk of theft 
and adverse weather conditions.  

For retailers, the tax challenges are 
markedly different. Access to capital can 
be critical for retailers, not just to fund store 
operations and purchase saleable products, 
but they may also need a cash float to handle 
transactions, as credit arrangements may 
not be feasible due to Federal law.19 Similar 
to producers, tax deductions available to 

retail shops are limited, and as a result the 
tax burden for a retail cannabis shop is 
higher than it would be for other retail 
sector businesses. The amount of deductible 
COGS is limited to the price paid to pro-
ducers or wholesalers for the cannabis prod-
ucts.20 A retail store, however, entails renting 
retail space, building out the interior, in-
stalling fixtures, signage, utilities, point of 
sale systems, sales assistants, and all the 
other details that are part of any retail op-
eration. These expenses are not deductible 
for a cannabis retail entity.21 Further, unlike 
most retail stores, a cannabis dispensary 
requires additional security and secure stor-
age, including a place to store the cannabis 
stock and to store the cash. In some cases, 
the concerns for securing cash can be a 
major issue, because Federal law effectively 
restricts access to the banking system, lim-
iting options for cannabis retail businesses 
to safeguard cash.22 

Given these challenges, it can be diffi-
cult for an entrepreneur looking to open 
a cannabis retail entity to attract suitable 
startup capital, or to establish cashflow 
sufficient to cover operating expenses. 
The challenge for a retailer is to generate 
a good enough ROI to attract equity in-
vestments, or retain large enough earn-
ings after tax to cover interest expenses. 
The current legal and regulatory land-
scape precludes the use of tax-advantaged 
strategies typically employed by a non-

cannabis retailer. Accordingly, profes-
sional advisors have developed guidance 
and strategies for entity structure, with 
mixed results.  

Typical Guidance proposed by CPA, 
law, and other advisory firms. While there 
are risks to firms associated with this in-
dustry due to a broad application of § 280E, 
there is also great potential reward given 
the growth within this sector. CPA firms, 
law firms, and industry associations often 
provide guidance to entrepreneurial 
cannabis start-ups on how to organize their 
activities in a tax-efficient manner. Typically, 
these firms cite a number of hurdles faced 
by cannabis businesses and provide a gen-
eral discussion of options that these busi-
nesses might use to reduce their federal 
tax burden. As noted above, the investment 
in starting up a cannabis business requires 
considerable capital, both initially for the 
acquisition of assets, construction and 
other capital costs as well as working capital 
to pay operating costs before the business 
is fully operational. In the United States, 
cannabis businesses are considered illegal 
activities, so these costs are disallowable 
expenses under the tax code. The combi-
nation of significant capital and operating 
costs, and the relatively high tax burden 
resulting from the disallowance of many 
startup and operating costs for a cannabis 
business, create a narrow path for an en-
trepreneur to tread when attempting to 

EXHIBIT 1 
Single Entity Comparison with Non-Cannabis Business 

Tomato Farm (non-
cannabis business) 

Cannabis Facility 
(cannabis business)

Revenue $4,000,000 $4,000,000

Cost of Goods Sold $1,150,000 $1,150,000

Gross Income $2,850,000 $2,850,000

Deductible Business Expenses (including annual debt service) $1,350,000 (disallowed)

§179 Deductible Expenses $900,000 (disallowed)

Net Operating Income Before Taxes $600,000 $600,000

Net Taxable Income $600,000 $2,850,000

Combined Federal (21%) and State (8%) Tax Rates 29% 29%

Tax Owed $174,000 $826,500

Post-Tax Net Cash Flow $461,500 ($226,500)
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make their business financially viable while 
remaining compliant with a number of 
statutory tax provisions. This section sum-
marizes the Federal tax landscape regarding 
the issues that cannabis businesses face to 
remain in compliance with the Internal 
Revenue Code.  

Federal tax law does not differentiate 
between income derived from legal and 
illegal sources, a business’s gross income 
includes all income from whatever source 
derived, including income derived from 
business.23 The code provides that term 
“taxable income” means gross income 
minus the deductions allowed by [26 
USC § 63].24 Thus, all income from this 
business activity needs to be included in 
the entity’s Federal tax return as income. 
It is long-settled that income from busi-
nesses that are deemed illegal under fed-
eral law is still subject to taxation.25 
Generally, businesses are permitted to 
adjust their income by deducting expenses 
which are “ordinary and necessary” under 
§ 162(a), state and local taxes under § 164, 
business losses under § 165, and depre-
ciation under § 167.26 However, as a result 
of § 280E, cannabis businesses are unable 
to avail themselves of these deductions.  

§ 280E disallows the deduction of 
most operating and capital expenses as-
sociated with illegal activities that would 
normally be allowed under § § 162(a), 
164, 165, and 167.27 The IRS has consis-
tently applied § 280E to cannabis busi-

nesses, and courts have consistently 
found the IRS position to be proper.28 

While cannabis businesses are unable 
to deduct most of their operating and 
capital expenses, an exception to the dis-
allowance of expenses is the cost of goods 
sold. Cost of goods sold includes “expen-
ditures necessary to acquire, construct or 
extract a physical product which is to be 
sold.”29 Cost of goods sold is considered 
an exclusion from gross income and not 
a deduction.30 Businesses are allowed to 
deduct the cost of goods sold under § 471.  

The extent to which cannabis busi-
nesses can deduct expenses related to 
their cost of goods sold varies between 
producers and retailers. Producers are 
in a more advantageous position because 
they may be able to qualify more oper-
ating costs under the umbrella of cost of 
goods sold. Producers are allowed to in-
clude indirect production costs, including 
wages, rents, repairs, utilities, and main-
tenance expenses as inventoriable costs 
that are transferred to the cost of goods 
sold when sales are made.31 In addition, 
advice from the IRS Office of Chief Coun-
sel stated that book depreciation deduc-
tions and state taxes under § 164, among 
others, may be deducted if GAAP finan-
cial statements were issued by the entity.32 
Retailers must use the inventory valuation 
rules of Reg §  1.471-3(b). This means 
that a retailer can only include the invoice 
price of goods purchased, less trade or 

other discounts, plus transportation of 
the goods to the site of the business and 
“other necessary charges incurred in ac-
quiring possession of the goods.”33 

This single entity approach still leaves 
many costs non-deductible for federal 
tax purposes under § 280E. For example, 
acquisition, construction, and capital 
costs related to the investment in these 
businesses are disallowable expenses. 
Typically, a business would be able to 
deduct these types of costs under § 1245 
for expenses related to the acquisition 
of personal property, § 1250 for ex-
penses related to the acquisition of real 
property, and use § 1231 to achieve 
more favorable tax treatment on the 
disposition of property used in their 
business. § 1231 allows businesses to 
deduct losses from the disposition of 
property held for more than one year 
as ordinary losses that can be deducted 
from ordinary income rather than cap-
ital losses. The inability to deduct initial 
investment costs such as buildout costs 
for tangible property under § 1245 and 
real property under § 1250 to maximize 
the ability to front-load deductions 
when beginning the business can be 
substantial, thus raising the financial 
hurdles to profitability compared to 
non-cannabis businesses. Therefore, 
strategically organizing a new venture 
to maximize opportunities under the 
tax code is very important.  
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EXHIBIT 2 
Multiple Entity Comparison Cannabis Business

Rental LLC (non-cannabis business) Operating Entity (cannabis business)

Revenue $1,000,000 $4,000,000

Cost of Goods Sold 0 $1,150,000

COGS (Production Related Rent Expense) 0 850,000

Gross Income $1,000,000 $2,000,000

Deductible Business Expenses 
 (including annual debt service) $1,000,000 $0

§179 Deductible Expenses $900,000 $0

Net Taxable Income (Loss) ($900,000) $2,000,000

Combined Federal (21%)  
and State (8%) Tax Rates 29% 29%

Tax Owed (Sheltered) ($261,000) $580,000

Post-Tax Net Income (Loss) ($246,500) $1,420,000
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A Hypothetical Scenario. Consider 
a single-entity example that shows the 
impact of § 280E on a cannabis business 
compared to a tomato framing business. 
Jerry and Phil want to open a cannabis 
production business. They have elected 
to organize their business as a C corpo-
ration, since they have other income 
streams that put them in a higher tax 
bracket. In addition, they want to limit 
their liability and to make the business 
attractive to investors.  

The business will grow, harvest, and 
refine cannabis products. Typically, the 
seed to harvest production cycle for a 
cannabis plant is 19-24 weeks. They plan 
to grow product in an indoor facility, 
both so that they can maximize the pro-
duction capacity of each harvest and 
control all aspects of the growing cycle, 
and so that they can have staggered pro-
duction cycles.  

They have a commitment from a pri-
vate investor to loan them $7,000,000 
to finance site acquisition, construction, 
and equipment-related costs. The loan 
has a 10-year term at a rate of 12.5%. In 
order to hedge against risk, the private 
lender stipulates that the loan will be a 
recourse liability, and that interest-only 
payments will be made during the first 
five years of the loan. Annual debt service 
on the loan will be $875,000.  

They anticipate that their gross annual 
revenues will be $4 million per year, and 

that their cost of goods sold will be 
$1,150,000 per year. They estimate de-
ductible business expenses (including 
the debt service costs to acquire and ren-
ovate an existing warehouse building for 
production of cannabis products) to be 
$1,350,000 per year. They further estimate 
that the venture’s equipment costs in year 
one (that would normally be eligible for 
§ 179 expense deduction) will total 
$900,000.  

Jerry has some experience running an 
indoor hydroponic tomato farm and was 
surprised to learn that the tax treatment 
of his proposed cannabis business would 
result in higher tax costs due to § 280E 
and, as a result, lower net income. Their 
accountant, Bob, developed a simple com-
parative chart to explain § 280E’s impact 
on taxes and profits. See Exhibit 1.  

In an attempt to maximize the de-
ductibility of capital and operating ex-
penses related to operating a cannabis 
venture, professional firms and industry 
associations often advise their clients to 
structure the business as two separate 
legal entities, one that operates the 
cannabis business, and another that owns 
and manages the real estate, or (in some 
instances) performs non-cannabis related 
operations. If structured properly through 
the use of two distinct legal entities that 
arrange contracts in an arms-length 
transaction, a cannabis entrepreneur 
might be able to deduct a significant 

amount of capital and operating expenses. 
In this type of arrangement, the non-
cannabis business would assume all costs 
related to acquisition, construction, and 
management of the real estate, and the 
cannabis business would then rent the 
real estate, most likely using a gross lease 
arrangement.  

Generally, commercial leases are 
structured as either triple-net leases or 
as gross leases.34 In a triple-net agreement, 
the costs for maintenance, taxes, and in-
surance are passed on to the tenant 
(lessee) as an additional cost. In a gross 
lease, the tenant pays rent for the use 
and occupancy of the space, and the 
landlord assumes the cost for all other 
expenses, including maintenance, taxes, 
and insurance. The structure of the rental 
agreement provides additional tax savings 
opportunities. If the lease arrangement 
is a gross lease in which the lessor retains 
responsibility for the expense for capital 
and operating costs, the real estate entity 
is able to take accelerated depreciation 
deductions.35 While the operating entity 
would still not be able to deduct its rent 
under § 280E, the real estate entity would 
be able to take advantage of depreciation 
deductions related to capital improve-
ments, and might also shift some oper-
ating expenses that could be properly 
attributed to the real estate entity.  

This guidance is often offered by a num-
ber of firms to highlight the value they 
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might provide their clients by conducting 
a cost-segregation study, a necessary step 
to maximizing the arrangement. A cost 
segregation study begins with the process 
of identifying personal property assets 
that are grouped with real property assets 
and then reallocating those personal prop-
erty assets for federal tax reporting pur-
poses. The study treats the purchase of 
real estate as more than the acquisition of 
land and a building. The primary goal of 
a cost segregation study is to help a client 
maximize their depreciation deduction 
by examining all assets purchased and as-
suring they are classified so that they can 
be depreciated over the shortest useful life 
allowed by the IRS, as established in either 
the general depreciation system36 or in the 
alternate depreciation system.37 

As a general rule, a building is depre-
ciated over a 39-year life and classified 
as real property by the IRS.38 However, 
a cost segregation study allows many 
parts of the building and its fixtures to 
be classified as personal property, which 
has a shorter useful life, and thus can be 
depreciated over shorter periods of time. 
As a result, the costs for assets in the 
building classified in this way can result 
in much larger depreciation deductions. 
For example, carpeting, vinyl wall and 
floor coverings, accordion doors and 
partitions, kitchen hoods and exhaust 
systems, among many other assets that 
might be in the building, qualify as 5- 

or 7-year personal property. Further, 
they can classify certain land improve-
ments as part of the real property as 15-
year property.39 For a cannabis 
entrepreneur, eligible property might 
include irrigation and hydroponic sys-
tems, lighting and electrical components, 
or security equipment. The study begins 
with an engineering report of all of the 
components of the building and then an 
accountant can segregate the various as-
sets between the real property and the 
personal property, and allocate the pur-
chase price accordingly, resulting in a 
much higher annual depreciation de-
duction and significant tax savings.  

As applied in practice for an entre-
preneur seeking to create a dual-entity 
structure for a cannabis-related business, 
if the entrepreneur can legitimately al-
locate expenses to the non-cannabis 
business, and then classify those capital 
expenditures as “tangible personal prop-
erty” under § 1245 rather than “tangible 
real property” under § 1250, they would 
be able to accelerate the depreciation re-
covery on as short as a 5-year, rather 
than a 39-year, schedule.40 It is important 
for the entrepreneur to accumulate de-
tailed documentation on all of the asset 
acquisitions. An accounting firm can 
take this documentation and perform a 
cost-segregation study to examine all 
property transactions in detail and max-
imize accelerated depreciation deductions 

for the real estate entity. An additional 
benefit of this type of study is that it 
allows for the maximum use of the § 179 
deduction. Essentially, by providing a 
substantial current-year deduction, § 179 
allows a taxpayer to treat the total cost 
of assets classified as personal property 
as an expense rather than capitalize it in 
the taxable year in which the property 
is placed in service. This can add up to 
$1.08 million in depreciation deductions 
in a given year depending on the amount 
of eligible § 179 property placed in service 
and the entity’s taxable income before 
the § 179 deduction.41 

This type of dual-entity structure allows 
entrepreneurs to maximize the deductibil-
ity of costs and reduce their financial hur-
dles at the start-up of their businesses. 
Both entities must take care to maintain 
detailed records of these costs in order to 
have appropriate substantiation in the 
event that their tax return deductions are 
challenged by the IRS. Under this structure, 
the real estate entity must charge market-
rate rents to avoid running afoul of § 482, 
which requires transactions to be arms-
length in nature.42 Additionally, they should 
avoid commingling assets, staff, or other 
components of the businesses.  

In addition, if there is interlocking 
ownership of the two entities they must 
match income and deductions as required 
by § 267, which covers related-party trans-
actions. This applies if one of the entities 
is an accrual basis taxpayer and the other 
is a cash basis taxpayer. Assume the real 
estate entity is using the accrual basis and 
the operating entity is using the cash 
basis. In this scenario, the operating entity 
cannot take a deduction it paid to the 
real estate entity until the real estate entity 
takes that payment into income.43 To 
comply with § 168, the depreciation de-
ductions must be claimed by the real 
estate entity. There may be other deduc-
tions that the real estate entity can take 
that would not be deductible to the op-
erating entity, such as charitable contri-
butions under § 170.  

Returning to Jerry and Phil, recall 
under the single-entity approach above 
that their cannabis business has a net 
profit of $2,023,500 in the first year. So, 
their accountant Bob recommended that 
they consider structuring the business 
as two separate entities – a real estate 

22 Colleen M. Baker, “Entrepreneurial Regulatory 
Legal Strategy: The Case of Cannabis,” 57 Am. 
Bus. L.J. 4 (2020).  

23 26 U.S.C. § 61(a)(2).  
24 26 U.S.C. § 63(a).  
25 United States v. Sullivan, 274 U.S. 259 (1927); 

James v. United States, 366 U.S. 213, 218 (1961).  
26 Welch v. Helvering, 290 U.S. 111 (1933).  
27 26 U.S.C. § § 162(a), 164, 165, & 167.  
28 See, for illustration, Olive v. Commissioner, 792 

F.3d 1146 (9th Cir. 2015); Feinberg v. Commis-
sioner, 916 F.3d 1330 (10th Cir. 2019); Beck v. 
Commissioner, T.C. Memo. 2015-149.  

29 Reading v. Commissioner, 70 T.C. 730, 733 (1978, 
aff’d, 614 F.2d 159 (8th Cir. 1980).  

30 Commissioner v. Glenshaw Glass Co., 348 U.S. 
426 (1955).  

31 Reg. § 1.471-3(c).  
32 C.C.A. 2015-04011, (Dec. 10, 2014).  
33 Reg. § 1.471-3(b).  
34 For a good overview of these approaches, see 

Joseph D. Quinn, & Kenneth J. Smith, “The 
Ridgely house venture: Triple net commercial 
lease/purchase case,” 15 Issues in Accounting 
Educ. 3 (2000).  

35 Soled, Jay A., & Charles E. Falk, “Cost Segrega-
tion Applied,” 198 Journal of Accountancy 28 
(2004). See also Peter Smith, “Tax Depreciation,” 
in Strategic Management of Built Facilities, 159-
170 (Routledge, 2013).  

36 26 U.S.C. § 168(a).  
37 26 U.S.C. § 168(g). Notably, cannabis producers 

engaged in farming operations might have to 
use the alternate depreciation system.  

38 26 U.S.C. § 168(c).  
39 Rev. Proc. 87-56.  
40 26 U.S.C. § 168(e)(3)(b).  
41 26 U.S.C. § 179.  
42 26 U.S.C. § 482.  
43 26 U.S.C. § 267.  
44 26 U.S.C. §  162(a).  
45 26 U.S.C. §  280E “No deduction or credit shall 

be allowed for any amount paid or incurred dur-
ing the taxable year in carrying on any trade or 
business if such trade or business (or the activi-
ties which comprise such trade or business) con-
sists of trafficking in controlled substances 
(within the meaning of Schedule I and II of the 
Controlled Substances Act) that are prohibited 
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holding company that would acquire, 
renovate, and manage the facility; and a 
separate business that would be respon-
sible for all aspects of cannabis produc-
tion. Doing so, Bob reasoned, would 
allow the partners to shift much of the 
currently nondeductible expenses of the 
single-entity cannabis business under 
Exhibit 1, including the § 179 expenses, 
to the real estate holding company.  

Exhibit 2 shows the tax impact on the 
business using this multi-entity approach. 
Recall from Exhibit 1 that they have a 
commitment from a private investor to 
loan them $7,000,000 to finance site ac-
quisition, construction, and equipment-
related costs. The loan has a 10-year term 
at a rate of 12.5%. In order to hedge 
against risk, the private lender stipulates 
that the loan will be a recourse liability, 
and that interest-only payments will be 
made during the first five years of the 
loan. Annual debt service on the loan 
will be $875,000.  

They anticipate that their gross annual 
revenues will be $4 million per year, and 
that their cost of goods sold will be 
$1,150,000 per year. They estimate de-
ductible business expenses (including 
the debt service costs to acquire and ren-
ovate an existing warehouse building for 
production of cannabis products) to be 
$1,350,000 per year. They further estimate 
that the venture’s equipment costs in year 
one (that would normally be eligible for 
§ 179 expense deduction) will total 
$900,000.  

In Exhibit 2, Jerry and Phil create an 
LLC in which they put the real estate as-
sets. They deduct the loan to finance the 
real estate and charge the operating entity 
a $1 million annual facility and equip-
ment triple net lease payment, of which 
85% is directly attributable to production 
and therefore falls under COGS. Further, 
let’s assume the operating entity makes 
a timely S election so that the income 
passes through to the individual stock-
holders of the corporation that operates 
the cannabis business. The $6,000,000 
loan, intended for site acquisition and 
construction costs, will be assumed by 
the real estate LLC in order to maximize 
tax savings.  

Using a single-entity approach (Ex-
hibit 1), the tax bill for the cannabis entity 
was $826,500, resulting in a negative 
cash flow of $226,500. Using a dual-entity 
approach allows the venture to maximize 
tax savings, which allows the venture to 
realize positive cash flow, freeing that 
cash for investment, distribution, and 
expansion. Additionally, the real estate 
holding company, an LLC, is able to har-
vest a $246,500 tax loss which can be 
passed through to the owners to offset 
profits distributed to them by the 
cannabis entity, an S corporation.  

The $900,000 of Section 179 expense 
of the Rental LLC is a result of the ability 
in the cost segregation study to classify 
components of the facility as 5- and 7-
year personal property and thus these 
costs are eligible for immediate expensing 

under this section of the tax code. Further, 
note that this amount was paid out of 
the $6,000,000 loan used to buy the site 
and build the facility.  

What the courts have said about these 
types of arrangements 

For most businesses, the tax code al-
lows businesses to deduct all ordinary 
and necessary expenses paid or incurred 
during the taxable year in carrying on 
any trade or business.44 However, for 
cannabis businesses, § 280E disallows 
ordinary and necessary expense deduc-
tions, providing that only those expenses 
related to the cost of goods sold may be 
deducted.45 Generally, federal courts 
have not looked favorably on attempts 
by cannabis businesses to deduct non-
COGS expenses. As a result, advisory 
firms have increasingly provided guid-
ance for firms in this industry to perform 
cost segregation studies and establish a 
dual entity structure.  

It has long been settled that more than 
one business can operate in the same phys-
ical space, and even by the same ownership 
and management team.46 For entities en-
gaged in the production or sale of cannabis 
products, the degree to which the firms 
are separated, and the robustness and le-
gitimacy of the income-generating activity 
of the non-cannabis business, seem to be 
the decisive factor in how courts view these 
arrangements.47 A series of recent court 
cases provide context. Californians Helping 
to Alleviate Medical Problems “CHAMP” 
(taxpayer had two businesses, one that dis-

by federal law or the law of any state in which 
such trade or business is conducted.”  

46 Alverson v. Commissioner, 35 B.T.A. 482, 488 
(1937). “The statute is not so restricted as to con-
fine deductions to a single business or principal 
business of the taxpayer. A taxpayer may carry 
on more than one trade or business at the same 
time.”  

47 Lisa Sacco, Cong. Research Serv. R44782, “The 
Evolution of Marijuana as a Controlled Substance 
and the Federal-State Policy Gap” (2022).  

48 Californians Helping to Alleviate Med. Problems, 
Inc. v. Commissioner, 128 T.C. 173 (2007).  

49 Olive v. Commissioner, 792 F.3d 1146 (9th Cir. 2015).  
50 Alternative Health Care Advocates v. Commis-

sioner, 151 TC 225, 236–40 (2018).  
51 Patients Mutual Assistance Collective Corporation 

d.b.a. Harborside Health Center v. Commissioner, 
151 T.C. 176 (2018).  

52 Alpenglow Botanicals, LLC v. United States, 894 
F.3d 1187, 1199 (10th Cir. 2018), cert. denied, 139 
S. Ct. 2745 (2019).  

53 New Jersey has the highest corporate income tax 
rate at 11.5%. See Janelle Fritts, “State Corporate 
income Tax Rates and Brackets for 2023,” Tax 
Foundation (2023) https://taxfoundation.org/ 
publications/state-corporate-income-tax-rates-
and-brackets/ 

54 Ruth Mason, “Federalism and the taxing power,” 
99 Cal. L. Rev. 975 (2011): 975-1035. See also Eric 
Zolt, “Deterrence Via Taxation: A Critical Analysis 
of Tax Penalty Provisions,” 37 UCLA L. Rev. 343 
(1989).  

55 J. Comm. on Taxation, JCX-37-08, A Reconsider-
ation of Tax Expenditure Analysis 45 (2008).  

56 Safe Banking Act of 2021, H.R. 1996/S 910 117th 
Cong. (2021).  

57 MORE Act, H.R. 3617, 117th Cong. (2021); 
Cannabis Administration and Opportunity Act, S 
4591, 117th Cong. (2022).  

58 Marijuana 1-to-3 Act of 2021, H.R. 365, 117th 
Cong. (2021).  

59 The Small and Homestead Independent Produc-
ers Act of 2022, H.R. 8825, 117th Cong. (2022).  

60 For an excellent overview of proposed legislation 
in the 117th Congress, see Joanna Lampe Cong. 
Research Serv. R45948, “The Controlled Sub-
stances Act (CSA): A Legal Overview for the 118th 
Congress” (2023).  

61 Californians Helping to Alleviate Med. Problems, 
Inc. v. Commissioner, 128 T.C. 173 (2007), at 183, 
citing Collins v. Commissioner, T.C. Memo 1990-57.  

62 Reg §  1.183-1(d)(1).  
63 Alternative Health Care Advocates v. Commis-

sioner, 151 T.C. 225, 236–40 (2018).  
64 Id., at 237.  
65 Id., at 238-239.  
66 Alverson v. Commissioner, 35 B.T.A. 482, 488 

(1937).  
67 Wayne Hall, Daniel Stjepanovi[cacute], Jonathan 

Caulkins, Michael Lynskey, Janni Leung, 
Gabrielle Campbell, & Louisa Degenhardt, “Pub-
lic health implications of legalising the produc-
tion and sale of cannabis for medicinal and 
recreational use,” The Lancet 394, no. 10208 
(2019): 1580-1590.  
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pensed medical marijuana, and one that 
provided caregiving services);48 Canna 
Care (activity incident to sale of medical 
marijuana)49; Olive (non-cannabis services 
were provided at no cost and therefore not 
income generating, precluding deduction 
of those expenses); Alternative Health Care 
Advocates (deductions were disallowed 
because non-cannabis business was only 
ancillary to the main operation)50; Har-
borside (held that § 280E denies business 
expense deductions to any trade or business 
that involves trafficking in controlled sub-
stances, even if that trade or business also 
engages in other activities)51; Alpenglow 
(IRS has authority to investigate activity 
and determine if a business regularly bought 
and sold illegal substances).52 

A growing Federal-state schism. 
Several states have proposed and en-
acted legislation to allow cannabis-
related businesses to deduct their 
ordinary and necessary business ex-
penses on their state tax returns. This 
approach to explaining the scope of 
allowable tax deductions for cannabis-
related firms, known as “decoupling” 
from existing federal law, is quite con-
troversial. On the one hand, a state’s 
decision to decouple from § 280E can 
expand the range of possible tax sav-
ings for a firm operating within the 
industry. In a tax environment where 
state taxes can be as high as 11.5% per-
cent, this can be substantial.53 On the 
other hand, a federal court may inval-
idate this strategy as an encroachment 
of the federal government’s exercise 
of its powers, perhaps arguing it is a 
violation of  the C ommerce or Su-

premacy Clauses. Congress routinely 
uses the federal tax code as a method 
of achieving non-budgetar y policy 
goals, such as protecting public health, 
safety, and welfare. These provisions, 
sometimes called “tax penalties”54 or 
“negative tax subsidies,”55 are designed 
as a form of indirect federal regulation.  

Likelihood of action in the 118th 
United States Congress. While there have 
been proposals in the most recent 117th 
Congress to allow cannabis-related firms 
to have access to the federal banking sys-
tem,56 remove cannabis from the Con-
trolled Substances Act,57 move it to a less 
restrictive schedule,58 or allow interstate 
shipment of cannabis between states that 
have legalized its sale,59 none of those 
proposals were enacted prior to the ex-
piration of the 117th Congress.60 Given 
that the House of Representatives has 
shifted to the right, it is unlikely that the 
current landscape of federal regulations 
in this area will change in the short term. 
As such, a dual entity structure is an at-
tractive option for many entrepreneurs.  

Pitfalls and  
Possible Solutions 
If executed poorly, the typical guidance 
proposed by advisory firms may leave 
entrepreneurs and firms exposed to sig-
nificant tax liability. This section presents 
five common pitfalls identified in the 
case law and offers some possible solu-
tions to avoid falling into them.  

Structure is key. In order for a dual-
entity approach to withstand scrutiny 
from the IRS, care must be taken to es-

tablish two clearly distinct entities. Tax-
payers may be involved in more than 
one trade or business, and “whether the 
entities are separate is a question of fact 
that depends on the degree of economic 
interrelationship between the two un-
dertakings.”61 The IRS generally accepts 
a taxpayer’s characterization of two or 
more undertakings as separate activities 
unless the characterization is artificial 
or unreasonable.62 An example of how 
the IRS views these arrangements with 
skepticism can be found in a 2008 case, 
Alternative Health Care Advocates.63 In 
that case, an entrepreneur created two 
businesses, a cannabis retail store and 
an operations management company. 
The entrepreneur then attempted to shift 
expenses to the management company 
to maximize deductions. The arrange-
ment was deemed to be improper, as the 
non-cannabis business was only ancillary 
to the main operation.64 

Clear firewalls are essential: A dual-
entity approach must ensure that there 
are not interlocking owners, shared office 
or retail space, or other shared resources 
between the two entities. In Alternative 
Health Care Associates, the entities op-
erated out of the same retail space, and 
the entrepreneur attempted to segregate 
costs between employee activity related 
to the cannabis business, and employee 
time and retail floor space related to the 
non-cannabis operations. This overly nar-
row read of § 280E was not persuasive.65 

Sustainability of the non-cannabis 
entity is required: Another consideration 
is to ensure that the real estate business 
is a sustainable venture on its own, so 
that it can reasonably be distinguished 
from the cannabis entity. One way to do 
this is to ensure that the rent received 
by the real estate operation is reasonable 
and market rate, and the entity’s income 
must equal or exceed the real estate en-
tity’s operating expenses.  

Contracting with more than one tenant 
reduces risk: Typically, this type of arrange-
ment is more likely to be successful if the 
real estate entity has more than one tenant. 
The case law is clear that more than one 
business can operate in the same physical 
space, and even have the same ownership 
and management team.66 If the real estate 
entity employs a gross lease approach for 
the tenants, the likelihood of the deductions 
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68 William C. Bunting & James M. Lammendola, 
“Why Localism is Bad for Business: Land Use 
Regulation of the Cannabis Industry,” 17 N.Y.U. 
J.L. & Bus. 267 (2021).  

69 Alice de Koning & John McArdle, “Implementing 
regulation in an emerging industry: multi-
province perspective,” 55 J. of Canadian Studies 
2, 362-394 (2021)  

70 Data Table, Statistics Canada. (2022). Table 36-
10-0124-01 Detailed household final consump-
tion expenditure, Canada, quarterly (x 1,000, 
000) https://doi.org/10.25318/3610012401 -eng. 
See also John F. McArdle & Alice de Koning, 
“Barriers to scale: The effect of regulations on 
entrepreneurial strategies in a nascent industry,” 
Working Paper.  

71 Cannabis Act. SC 2018, C16.  
72 Deloitte, “An industry makes its mark: The eco-

nomic and social impact of Canada’s cannabis 
sector” (2021), https://www2.deloitte.com/con-
tent/dam/Deloitte/ca/Documents/consumer-

business/ca-en-consumer-business-cannabis-
annual-report-2021-AODA.pdf.  

73 Adolf Lande, “The Single Convention on Narcotic 
Drugs,” 776 (1962). See also Kevin J. Fandl “Up in 
Smoke: International Treaty Obligations and Mari-
juana Reform in the United States.” 58 Am. Bus. L.J. 
1 (2021): 163-220. https://doi.org/10.1111 /ablj.12181.  

74 Press Release, United Nations, Office on Drugs and 
Crime, CND Votes on Recommendations for 
Cannabis and Cannabis-Related Substances. 
https://www.unodc.org/documents/commissions/C
ND/CND_Sessions/CND_63Reconvened/Press_state
ment_CND_2_December.pdf (Dec. 2, 2020).  

75 Note: We used a hypothetical 8% state income/gross 
receipts tax rate for this exhibit. 48 States impose ei-
ther an income tax or a gross receipts tax on corpo-
rations, with rates ranging from 2.5% to 11.5%. See 
Jared Walszak & Janelle Fritts (2023). 2023 STATE 
BUSINESS TAX CLIMATE INDEX. Tax Foundation. 
https://taxfoundation.org/2023-state-business-tax-
climate-index/
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being disallowed will be much lower if 
there are multiple tenants in the space. 
Discuss gross lease strategy to shift costs 
to the real estate entity/landlord; rent to 
more than one entity reduces the possibility 
that it is considered a sham.  

Performing a cost segregation study 
is a necessary step: A cost segregation 
study will provide a reasonable basis and 
justification for whatever tax positions 
the entities might take. This needs to be 
done by a disinterested third party (e.g., 
accounting firm) that can substantiate 
the segregating of the costs.  

Strategy Implications,  
Public Policy, and an  
International Perspective 
Entrepreneurs considering investment 
in a new entity have many competing 
concerns, among them risk, the likeli-
hood of overcoming an investment hur-
dle rate, opportunities for asset growth, 
and other strategic dimensions. In the 
case of cannabis, the regulations that af-
fect tax obligations raise the bar for all 
of these elements, requiring an entre-
preneur to seek out more sophisticated 
advice and to design more complex legal 
arrangements than a typical startup farm 
or retail operation requires. Such entre-
preneurs must work closely with pro-
fessional advisors to ensure they 
understand their options for structuring 
the business and their limitations in how 
they operate to avoid complications due 
to commingling assets, operations, or 
ownership.  

Typical new entrepreneurial ventures 
focus the startup strategy on creating 
and building operations, and issues of 
real estate do not arise until much later. 
In the case of cannabis businesses, 
whether producers or retailers, this fo-
cused approach may not be a wise choice. 
In a startup that includes acquiring real 
estate, the benefits of reducing tax obli-
gations likely outweigh the costs of fi-
nancing the property.  

Looking further ahead, of course, if 
there is reform at the federal level with 
regard to the deductibility of cannabis-
related business expenses, then these 
types of arrangements may become a 
moot point from a tax perspective. How-
ever, they may still be appropriate from 

a liability perspective, as segregating the 
cannabis and non-cannabis elements of 
the enterprise may reduce the risk of 
legal exposure, and may additionally 
allow for nuanced insurance contracts.  

Accountants, lawyers, insurance 
agents, financial planners, and other pro-
fessionals who advise clients in this in-
dustry might benefit from developing a 
coordinated approach among a team of 
professionals. Doing so will provide op-
portunities to better serve the needs of 
shared clients, and leverage their expertise 
to acquire additional clients in a rapidly 
expanding industry.  

The current black market for cannabis 
products in the United States is a significant 
societal problem that contributes to an 
overburdened criminal justice system and 
expands racial and ethnic inequalities. Il-
legal cannabis is not only a public safety 
threat from a crime perspective, it is also 
a public health issue as these products are 
currently unregulated.67And large amounts 
of tax revenues are foregone due to tax 
evasion or underreporting by individuals 
participating in this industry.68 

In the Canadian context, keeping 
profits out of the hands of criminals 
was a foundational principle for the le-
galization of recreational cannabis, as 
was providing a mechanism for quality 
control with a focus on public health 
and safety. Recreational cannabis prod-
ucts sold on the legal Canadian market 
are tracked in a seed-to-sale database, 
produced by licensed and controlled 
business entities, sold in government 
regulated retail shops.69 The amount of 
cannabis sold in legal Canadian markets 
has overtaken the illegal market.70 

The United States has yet to adequately 
address these issues. It is particularly ap-
propriate to do so at the federal level, by 
establishing regulations and safeguards 
to reduce illicit activity and harmonize 
the various regulatory approaches used 
by individual states. Doing so would re-
duce administrative costs and burdens 
on a criminal justice system, while pro-
viding opportunities for increased tax 
revenue.  

Reforming the legal status of cannabis 
products would allow for the achieve-
ment of public policy goals such as pro-
tecting the health and welfare of the 
general public and limiting the amount 

of money flowing to criminal enterprises. 
But reform in this area requires smart 
legislation and regulation that under-
stands and reflects market realities.  

While cannabis remains a sched-
uled narcotic on international treaties, 
recreational use of cannabis is now 
legal in some form in seven countries: 
Canada, Georgia, Malta, Mexico, South 
Africa,  Thai land,  and Uruguay. 
Cannabis is legal at both the federal 
and provincial level in Canada,71 ac-
cordingly, there are no concerns about 
entity structure in order to recapture 
investment costs for capitalizing a 
cannabis business. Under the Canadian 
tax code, they are treated like any other 
business. Canadian tax revenues from 
cannabis businesses are significant, 
estimates suggest that the cannabis 
industr y contributed $15.1 bil lion 
CAD in federal/provincial tax revenue 
between 2018-2021.72 

Cannabis was added to Schedule I of 
the Controlled Substances Act largely as 
a means of complying with the require-
ments of the 1961 Single Convention on 
Narcotic Drugs.73 Yet in December 2020, 
the UN Commission for Narcotic Drugs 
voted to remove cannabis and cannabis-
derived products from Schedule IV of the 
Single Convention, largely seen as a move 
toward moving these substances into a 
less restrictive class of regulated sub-
stances.74 While cannabis remains pro-
hibited on Schedule I of the Single 
Convention, increased pressure by the 
World Health Organization and several 
national governments to further declassify 
it may result in changes to federal legislation 
in the U.S.  

Perhaps the Canadian regulatory 
model can be imported to the U.S. and 
adopted in the context of cannabis-related 
firms. Doing so would recognize the re-
ality of a system where states are rapidly 
moving to allow firms to operate legiti-
mately in a highly-regulated and moni-
tored industry, which both improves 
community and public safety concerns 
and also provides opportunities for cap-
turing tax on their operations. If the pur-
pose of § 280E was to reduce criminal 
activity and make the world a safer place, 
perhaps we should recognize the reality 
that the world is changing and reform 
our regulatory framework. l
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