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IRS attempts to help cannabis industry taxpayers understand their tax obligations likely signal
an increased interest in enforcement, according to practitioners.

The IRS recently created a short list of FAQs and a few days later launched a marijuana
industry informational webpage. The new resources contain basic information such as the
application of general taxpayer requirements to the cannabis industry and the deduction denial
of section 280E.

Jonathan Kalinski of Hochman Salkin Toscher Perez PC told Tax Notes that the information in
the FAQ is well known to the state-legal marijuana industry, but “the IRS doesn’t just pop up —
even though this is brief — a Q&A just for the heck of it.” He said he takes the agency's move as
a signal that it is going to increase its tax enforcement efforts on cannabis businesses.

Because the information in the new guidance is familiar to cannabis tax practitioners, and fly-by-
night operators might not find it without much professional help, there is the question of what
audience the IRS had in mind, according to Kalinski. That could be why the guidance seems to
be more about sending a signal of the IRS’s interest in these taxpayers, he said.

James D. Thorburn of Thorburn Law Group LLC links the IRS’s new guidance to a March 30
report from the Treasury Inspector General for Tax Administration calling on the IRS to provide
marijuana-industry taxpayers with more resources to help them comply with their tax
obligations. In the face of the TIGTA report’s call for more guidance — in particular the release
of an IRS Small Business/Self-Employed Division “Participant Guide” document — the new FAQ
and the industry webpage are akin to putting a Band-Aid on a huge gash, he said.

Kalinski said another effect of the new guidance is to normalize or legitimize those businesses.
In other words, they’re subject to the same filing requirements and potential penalties as every
other taxpayer, he said.

Travis W. Thompson of Sideman & Bancroft LLP agreed with the connection between the new 
IRS guidance as an attempt to boost compliance and marijuana taxpayers’ interest in
legitimizing their businesses. Following the agency's guidance allows companies to create
circumstantial evidence that they take compliance seriously, he said.
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All Rolled Up

Thompson said the FAQ does a good job of laying out the IRS’s position on things like the
basics of compliance and the effect of section 280E. The IRS framed the discussion in an easy-
to-read format, he said.

However, the FAQ wasn't complete because some section 280E issues are still being litigated
and that fact wasn't mentioned, Thompson said.

Section 280E denies all normal business expense deductions to taxpayers whose trade is
trafficking in controlled substances where prohibited by federal law. For state-legal marijuana
businesses, this means they can only offset their gross receipts with whatever the 16th
Amendment requires in the calculation of gross income. Primarily, this means they can only take
cost offsets for cost of goods sold.

For the definition of cost of goods sold, the FAQ points to the section 471 inventory accounting
rules. But that oversimplifies the issue and ignores some legitimate legal dispute, according to 
Thorburn.

Thorburn offered the shallow treatment of most issues as a general criticism of the new IRS
guidance. Practitioners will gain little new insight from the latest releases, he said.

Collection Potential

The FAQ on collection tells taxpayers about two alternatives they may have when it comes time
to pay their taxes: There’s a link on payment plans that includes information about installment
agreements, and there's another about collection delays that discusses currently not collectible
status. There is no explicit mention of offers in compromise, which differ from installment
agreements in that OICs more easily allow taxpayers to settle their tax debts for less than the
full amount.

Kalinski said that while the IRS didn’t explicitly state that section 280E prevents a taxpayer from
qualifying for an OIC, it can be difficult to make that happen because the Internal Revenue
Manual applies that provision’s deduction denial to the calculation of reasonable collection
potential.

For many forms of collection relief, the IRS wants to know about taxpayers’ income and assets
and has created collection information statement forms for taxpayers to relay that information.
On those forms, taxpayers compare their income and assets with their expenses and liabilities
to calculate a reasonable collection potential.

Section 280E's restriction of those expenses to cost of goods sold can make collection
alternatives difficult for cannabis taxpayers, Kalinski said.

Thorburn said the IRS isn’t consistent about the application of section 280E to the calculation of
reasonable collection potential because some internal training documents conflict with the
Internal Revenue Manual on that point. That means the revenue officer reviewing a collection
information statement can affect whether the taxpayer makes a deal, he said. However, 
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Thorburn noted that while he has seen an OIC processed, he has never seen one granted.

Thompson said the new guidance may just be the IRS’s first edition, intended to remind
taxpayers about their compliance requirements, and that future revisions may address OICs, he
said.

Worse Problems

The FAQ explicitly reminds marijuana businesses of the potential for the section 6662
negligence penalty and the section 6663 civil fraud penalty.

Thorburn said he has only seen the negligence penalty — not the fraud penalty — applied to a
cannabis business.

Kalinski noted that state-legal marijuana businesses should see that they aren't at risk of IRS
Criminal Investigation division scrutiny simply because of their industry. However, if CI does
become interested in a cannabis taxpayer's activities, the situation can become quite risky for
that taxpayer, he said.

Taxpayers may have more than the tax authorities to fear, according to Thorburn. The IRS can
share data on taxpayers’ cannabis businesses with the Justice Department, he said.

The difference between state and federal marijuana laws could leave state-legal businesses
with only a provision in the Justice Department’s budget standing in the way of federal drug
charges, Thorburn said. An invocation of the Fifth Amendment to protect data that could be
used in such a prosecution could prevent a taxpayer from proving allowable costs of goods
sold, he said.
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