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Thank you 
Silent Auction Donors!

100% of the auction proceeds benefited the
Washtenaw County Bar Association Law

& Justice Fund.

Auction Donors
Ann Arbor Symphony Orchestra

Best Way Carpet Cleaning
Chuck E. Cheese’s

Eagle Crest Golf Club
Edible Arrangements

Goodrich Theater ‐ Quality 16
Haab’s
Kilwins
Knight’s

Michigan Theater
MOVE Fitness & Wellness

Paesano’s
RelaxStation Massage

Sally Rutzky
Siri Gottlieb

The Ark
WCBA Board of Directors 

We hope you will patronize these 
businesses and thank individuals

for their support!
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Although	the	cultivation	and	distribution	of	mar-
ijuana	 is	 now	 legal	 under	 the	 laws	 of	 several	
states	(whether	for	medical	or	recreational	use),	
marijuana	is	considered	a	Schedule	I	drug	under	
federal	 law.	 Therefore,	 all	 marijuana	 producers	
and	 resellers	 are	 subject	 to	 Internal	 Revenue	
Code	(“IRC”)	§	280E,	which	disallows	deductions	
and credits incurred in the trade or business of 
trafficking	 controlled	 substances	 (which	 are	 the	
Schedule I and II drugs). 

However,	since	IRC	§	280E	does	not	affect	the	adjustment	
to	gross	receipts	due	to	cost	of	goods	sold	(“COGS”),	pro-
ducers and resellers can deduct the cost of growing or ac-
quiring	 marijuana.	 Consequently,	 many	 tax	 professionals	
have	suggested	that	marijuana	businesses	allocate	as	many	
expenses	as	possible	to	COGS	under	the	uniform	capitaliza-
tion	rules	of	§	263A,	which	requires	certain	 indirect	costs	
attributable	to	 inventory,	such	as	 labor,	storage,	and	rent,	
to	be	capitalized	rather	than	expensed.		

In	 early	 2015,	 the	 IRS	Office	 of	 Chief	 Counsel	 released	 a	
Memorandum1	which	stated	the	IRS’s	position	that	taxpay-
ers	 in	 the	marijuana	 business	 are	 required	 to	 determine	
COGS	 using	 the	 applicable	 inventory-costing	 regulations	
under	§	471	as	they	existed	at	the	time	§	280E	was	enacted.		
The	IRS’s	position	essentially	prevents	marijuana	business-
es	from	taking	advantage	of	the	uniform	capitalization	rules	
under	§	263A	to	capitalize	expenses	under	COGS,	because	
§	 263A	was	 enacted	 four	 years	 after	 the	 enactment	 of	 §	
280E.	 	Despite	the	Memorandum,	there	are	several	strat-
egies	that	may	be	considered	to	minimize	the	tax	 liability	
of	a	licensed	marijuana	business.	Additionally,	the	Memo-
randum	provides	only	the	IRS’s	position,	which	has	not	yet	
been challenged or addressed in U.S. Tax Court.  

Separate Line of Business

Any	 entity	 operating	 a	 separate	 business	 in	 addition	 to	
the	 business	 of	 producing	 or	 reselling	marijuana	may	 al-
locate	expenses	between	the	marijuana	business	and	the	
separate	business,	because	deductions	attributable	to	the	
separate	business	 are	not	 disallowed	by	 §	 280E.	 	Califor-
nia Helping to Alleviate Medical Problems, Inc. v. Commis-
sioner,	128	T.C.	173	(2007).		Therefore,	marijuana	resellers	
and producers may include a separate and complimentary 
line	of	business	operating	out	of	the	same	location	(e.g.	gift	
shop,	counseling	services,	relaxation	therapy).	This	allows	

the	 licensed	marijuana	 business	 to	 share	 expenses	
with a separate business that is not prohibited from 
claiming	deductions	under	§	280E.	 	 The	businesses	
would	be	organized	as	 separate	entities	and	would	
maintain	detailed	records	of	the	allocation	of	expens-
es	 for	each	entity.	Additionally,	 the	businesses	may	
consider	entering	into	a	joint	venture	agreement	that	
defines	the	scope	of	each	business	in	order	to	further	
segregate	 the	 separate	business	 and	 the	marijuana	
business.	 The	 joint	 venture	 agreement	would	 state	
that	 the	 entity	 operating	 the	 separate	 business	 is	

prohibited from receiving any revenue produced by mari-
juana	sales	subject	to	the	state	or	local	marijuana	laws.					

Another	benefit	of	setting	up	the	two	lines	of	business	as	
separate	entities	is	that	the	entities	can	have	different	tax	
status.	 	Many	marijuana	 businesses	 are	 established	 as	 C	
corporations.	 	However,	C	corporation	status	tends	to	pe-
nalize	small	businesses	due	to	double	taxation	(tax	at	both	
the	entity	and	shareholder	level).		The	separate	line	of	busi-
ness	can	choose	to	be	an	S	corporation,	partnership,	or	sole	
proprietorship	and	avoid	the	double	tax	it	would	be	subject	
to	if	it	were	operated	under	the	same	entity	as	the	marijua-
na business.   

Capitalizing Costs Under § 263A

Although	the	Memorandum	lays	out	a	logical	argument	for	
not	 allowing	marijuana	 businesses	 to	 utilize	 the	 uniform	
capitalization	rules	under	§	263A,	one	could	argue	that	the	
IRS’s	position	uses	the	timing	of	the	enactment	of	§	280E	
and	§	263A	as	a	pretext	to	penalize	marijuana	businesses	
operating	legally	under	state	law.	The	explanation	in	Senate	
Report	of	§	280E	specifically	states	that	adjustments	with	
respect	to	COGS	are	not	affected	by	§	280E.	S.	Rep.	No.	97-
494	(Vol.	I),	at	309	(1982).	

However,	 the	 uniform	 capitalization	 rules	 under	 §	 263A	
were	not	introduced	until	the	Tax	Reform	Act	of	1986,	four	
years	 after	 the	enactment	of	 §	 280E.	At	 the	time	§	280E	
was	enacted,	the	inventory-costing	regulations	used	to	cal-
culate	COGS	were	the	regulations	under	§	471.	Under	the	
regulations	under	§	471,	a	reseller	of	marijuana	is	required	
to	capitalize	the	invoice	price	of	the	marijuana	purchased,	
less	trade	or	other	discounts,	plus	transportation	and	oth-
er	necessary	charges	 incurred	 in	acquiring	the	marijuana.	
Treas.	Reg.	§	1.471-3(b).		

All other expenses are considered business expenses un-

Daniel C. 
Cramer

Federal Taxation of Marijuana Businesses



Res Ipsa September/October 2017     15 
March/April 2017 6

Thank you 
Silent Auction Donors!

100% of the auction proceeds benefited the
Washtenaw County Bar Association Law

& Justice Fund.

Auction Donors
Ann Arbor Symphony Orchestra

Best Way Carpet Cleaning
Chuck E. Cheese’s

Eagle Crest Golf Club
Edible Arrangements

Goodrich Theater ‐ Quality 16
Haab’s
Kilwins
Knight’s

Michigan Theater
MOVE Fitness & Wellness

Paesano’s
RelaxStation Massage

Sally Rutzky
Siri Gottlieb

The Ark
WCBA Board of Directors 

We hope you will patronize these 
businesses and thank individuals

for their support!

2ND ANNUAL TRIVIA NIGHT AND SILENT AUCTION

PHOTOS COURTESY OF THE WASHTENAW COUNTY LEGAL NEWS

der	§	162,	which	are	disallowed	by	§	280E.	 Section	263A	
increased inventoriable costs by requiring taxpayers to cap-
italize	 certain	 expenses	 that	 had	previously	 been	deduct-
ible	under	§	162.		Unlike	most	other	businesses,	marijuana	
businesses	would	prefer	 to	capitalize	costs	under	§	263A,	
rather	 than	deduct	 those	expenses	under	§	162,	because	
such	deductions	are	disallowed	by	§	280E.		

However,	 §	 263A(a)(2)	 provides	 that	 “[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	IRS	
argues	that	when	§	263A(a)(2)	is	read	with	§280E,	it	is	clear	
that	marijuana	businesses	cannot	take	advantage	of	the	uni-
form	capitalization	rules	under	§	263A	to	convert	non-de-
ductible	expenses	into	inventoriable	costs.	Additionally,	the	
IRS	argues	 that	§	263A	 is	 a	timing	provision	and	 that	 if	 a	
taxpayer	were	allowed	to	capitalize	“additional	263A	costs,”	
§	263A	would	no	longer	be	merely	a	timing	provision	and	
would	become	a	provision	that	transforms	non-deductible	
expenses	into	capitalizable	costs.	

It	may	be	argued,	however,	that	the	IRS’s	position	converts	
an	otherwise	inventoriable	cost	under	§	263A	into	a	deduct-
ible	expense	for	the	purpose	of	disallowing	it	under	§	280E.		
Section	 280E	 explicitly	 refers	 to	 a	 “deduction	 or	 credit.”	
Furthermore,	as	noted	above,	the	Senate	Report	specifical-
ly	states	that	IRC	§	263A	does	not	affect	adjustments	with	
respect	to	COGS.		The	IRS’s	position	forces	certain	taxpayers	
to	calculate	COGS	differently	from	all	other taxpayer’s due 
to	a	code	section	that	is	not	intended	to	affect	the	calcula-
tion	of	COGS.	Although this argument may seem somewhat 
circular, it appears that the IRS is going out of its way to 
disallow	deductions	and	penalize	marijuana	businesses	that	
are	operating	lawfully	under	state	law.	

Despite	the	Memorandum,	marijuana	businesses	may	feel	
inclined	to	continue	to	capitalize	costs	under	§	263A	while	the	
rule	remains	unresolved	by	the	courts.		Although	a	marijua-
na	business	reporting	substantial	expenses	under	“addition-
al	section	263A	costs”	on	their	Form	1125-S	may	be	audited	
and	the	IRS	may	disallow	the	additional	263A	costs	in	accor-
dance	with	the	Memorandum,	the	taxpayer	would	have	the	
option	of	contesting	some	or	all	of	the	disallowed	expenses.	
The	 taxpayer	 should	 not	 be	 subject	 to	 a	 penalty	 under	 §	
6662	if	the	position	is	adequately	disclosed	on	the	return,	
because the taxpayer may argue that it has a reasonable ba-
sis	for	taking	the	disclosed	position.	Furthermore,	a	return	
preparer	should	not	be	subject	to	a	penalty	under	§	6694	if	

the	position	is	adequately	disclosed.		Therefore,	until	the	Tax	
Court	addresses	this	issue,	a	marijuana	business	may	con-
sider	utilizing	the	uniform	capitalization	rules,	but	with	the	
expectation	that	the	position	may	be	challenged	by	the	IRS. 

1 Office	of	Chief	Counsel	Memorandum	No.	201504011		 	 	
(1/23/15)

 

Daniel C. Cramer is a partner at Cramer, Minock & Sweeney, 
P.L.C. in Ann Arbor, Michigan and the co-chair of the Tax Law 
Section of the WCBA.  He focuses his practice on taxation, 
estate planning, business formation, and commercial trans-
actions.  He received his JD, magna cum laude, from the 
University of Miami School of Law and his LLM in Taxation 
from New York University School of Law. He can be reached 
at dcramer2@cramerminock.com.   
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In May of 2016, the United States Supreme
Court decided the case of Husky Interna‐
tional Electronics, Inc. v. Ritz, 136 S.Ct.
1581; 194 L.Ed. 2nd 655 (2016).  This case
resolved a split in the Circuit Courts regard‐
ing whether a false representation is neces‐
sary for a debt to be determined
non‐dischargeable pursuant to 11 U.S.C.
§523(a)(2)(A).  The court held that a fraudu‐
lent conveyance scheme constitutes “actual
fraud” even where there is no false repre‐
sentation.

In Husky v. Ritz, the facts were fairly
simple.  The debtor, Ritz, was a primary
owner of a business, Chrysalis Manufactur‐

ing Corp., which incurred a debt of approximately $164,000.00
to Husky.  The debtor then transferred significant Chrysalis as‐
sets to other businesses he owned.  As a result, Husky was un‐
able to collect its debt from Chrysalis Manufacturing.  Under
Texas law, Ritz was personally liable for the debt.  The transfer
of the business assets to other businesses constituted fraudu‐
lent conveyances in Texas.

11 U.S.C. §523(a)(2)(A) provides that debts are not discharge‐
able where they are incurred by false pretenses, a false repre‐
sentation, or actual fraud.  In Husky, the transfers were made
after the obligation was incurred, therefore Chrysalis did not
make misrepresentations to Husky prior to incurring the obliga‐
tion.  The Supreme Court held that a fraudulent conveyance
scheme constituted fraud at common law. 1 The use of the
word “actual” in §523(a)(2)(A) describes acts which are done
with bad faith or wrongful intent.  This definition would permit
discharge of obligations based on “implied fraud” or “fraud at
law.”

For debtors this holding means that acts done after becoming
obligated to a creditor can become controlling in determining
whether a debt may be discharged in bankruptcy.  This problem
most likely will arise when a creditor obtains a judgment against
a debtor.  In that situation, the debtor must be conscious of
their actions after the judgment is granted.   Any effort to delay
or hinder the collection of the debt (other than the filing of a
bankruptcy case itself) could be used by the creditor to seek
nondischargeability of the obligation.  

For the debtor’s attorney, particular care must be taken re‐
garding any actions their client takes that may be deemed an in‐
tent to hinder or delay a creditor.  Situations where a client
transfers property to another, but retains it; transfers property
for little or no value (particularly to an insider); or secret trans‐
fers all pose a risk to the client’s ability to discharge an obliga‐
tion.  Certainly, these inquiries are always made in the
bankruptcy context.  The transferee may lose the item they re‐
ceived (or its value), and the debtor may continue to be obli‐
gated on an underlying debt.  Debtor’s counsel must inform
their client of this possibility.

The Husky decision also provides new avenues for creditors.
Creditor attorneys should look more closely at the debtor’s con‐
duct ‐ particularly where their client has a judgment against the

debtor.  This analysis is warranted even in normal credit trans‐
actions.  If the debtor has taken efforts to hide assets or other‐
wise hinder the creditor, the bankruptcy code may not afford
the debtor relief.  In these situations, an Adversary Proceeding2

may provide the creditor with a judgment of nondischargeabil‐
ity.  

Husky v. Ritz makes clear that a misrepresentation is not re‐
quired to have a debt determined to be nondischargeable pur‐
suant to 11 U.S.C. §523(a)(2)(A).  A fraudulent scheme done
with the intent to hinder or delay a creditor is non‐discharge‐
able under the bankruptcy code.  Care should be taken by both
debtor and creditor attorneys in their advice to their clients.   

1 Statute of 13 Elizabeth, enacted in 1571, covered fraudulent
conveyances where the intent was to delay or hinder creditors.
2 Adversary Proceedings are required in this circuit to determine
the dischargeability of obligations based on 11 U.S.C.
§523(2),(4) and (6).

Jeffrey Bennett primarily represents debtors in Chapter 7, 11,
and 13 cases.  He also practices in the areas of family law, pro‐
bate, estate planning, criminal defense, and civil litigation.  His
offices are located in Ann Arbor, and he can be reached at
jeff@jeffbennettlaw.com. 

NEW PITFALL FOR DEBTORS IN BANKRUPTCY:
ACTUAL FRAUD DOES NOT REQUIRE A FALSE REPRESENTATION
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Jeffrey G.
Bennett

In Memoriam
We were sad to learn of the deaths of several 

of our members’ loved ones:

Angie Martell’s mother, Iris Theresa Bleck, 83, passed
away on November 4, 2016.

Hon. Carol Kuhnke and Elizabeth Janovic’s son, John
Kuhnke, 16, passed away on November 28, 2016.

Our deepest sympathies 
are with their families.
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The	local	legal	community	suffered	the	loss	
of	two	of	its	beloved	attorneys	recently:

Fred Saul Steingold, 81, passed away on 
August	8,	2017.

J. Samuel Holtz,	60,	passed	away	on	 
September	3,	2017.
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