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Introduction

Over the past several years, the landscape of cannabis legalization in the
United States has undergone a profound transformation. What was once
considered a societal taboo has now emerged to mainstream acceptance.
According to the current jurisprudence, 24 states, two territories, and the
District of Columbia have legalized small amounts of cannabis for recreational
use, marking a significant societal shift. For a comprehensive list, please see
Table 1 and the accompanying citations. This represents a shifting tide where
states have embraced the legalization of recreational cannabis, recognizing its
potential economic, social, and medicinal benefits. However, with this new-
found freedom comes a responsibility to enact sound social and tax policies.
The taxation of recreational cannabis is a multifaceted issue that intertwines
economic considerations, public health objectives, and governmental revenue
generation.

This article aims to provide an overview of the taxation of recreational cannabis
in states where it has been legalized for recreational purposes. By delving into
the various approaches taken by different jurisdictions, analyzing the economic
impacts, and examining the challenges and opportunities inherent in cannabis
taxation, we seek to shed light on a topic that is rapidly shaping the future of the
cannabis industry and the broader economy. From excise taxes to sales taxes and
licensing fees to revenue allocation, the taxation framework surrounding recre-
ational cannabis is a dynamic and evolving landscape. Potential federal excise taxes
could further complicate the matter if cannabis were to undergo modifications
of legality at the federal level.
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As states grapple with issues of equity, sustainability,
and public health, the tax policies they implement can
have far-reaching implications for businesses, consumers,
and communities. By fostering a deeper understanding of
this complex issue, we can contribute to more informed
decision-making and ultimately shape a future where the
cannabis industry thrives responsibly and equitably.

Some states allocate a portion of
the revenue to support veterans’
services, recognizing the potential
benefits of medical cannabis for
veterans with certain medical
conditions. In some cases, a portion
of the revenue is placed in a rainy-
day fund, which can be used for
emergencies or unforeseen budget
shortfalls.

The Federal Landscape—Legality,
Banking, Decoupling

Our examination of cannabis would not be complete with-
out pointing out a few issues at the outset to keep in mind
as we explore how states have chosen to tax the product.
First, cannabis is still illegal at the federal level.! According
to the Drug Enforcement Agency (DEA), which has the
authority to schedule drugs, cannabis is a Schedule 1 sub-
stance, which means it is categorized as having no medical
use and a high potential for abuse.? This categorization has
been criticized, and President Biden, at the behest of the
Department of Health and Human Resources, has asked
the DEA to reconsider its current scheduling of cannabis.’
At the time of the writing of this article, the DEA has
agreed to reexamine the classification of cannabis but has
not yet issued any report or findings or taken any actions
publicly.* Because federal law preempts state law on this
issue, many lawyers, accountants, banks, and other service
providers have hesitated to provide advice or services.’
However, because there is such a market demand, others
do provide services.® In particular, banks have issues with
serving the cannabis industry because of the inherent risks

associated with becoming involved in illegal activity and
the associated regulatory uncertainty.” Due to the federal
illegality of cannabis, the product must be taken from
seed to sale and ultimately used all within one state.® If a
participant in that chain were to move across state lines,
they risk violating the commerce clause because cannabis
still remains illegal at the federal level.”

Pursuant to Code Sec. 280E, “[n]o deduction or credit
shall be allowed for any amount paid or incurred during
the taxable year in carrying on any trade or business if
such trade or business (or the activities which comprise
such trade or business) consists of trathcking in controlled
substances (within the meaning of schedule I and II 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.”!® As a result, at the federal level,
there is no deduction for anything besides the cost of
goods sold."" In this article, we will not examine the scope
of the cost of goods sold but recognize there are varying
definitions of the many different types of expenses that
might be allocated to the cost of goods sold. The Internal
Revenue Service (IRS) and Tax Court have both provided
guidance on determining the cost of goods sold under
Code Sec. 280E."* Various states have responded to the
cannabis industry by either fully or partially decoupling
from Code Sec. 280E." Decoupling enables the taxpayer
to deduct the cost of various expenses that are disallowed
on the federal return due to Code Sec. 280E.

The State Landscape—Typical Taxes
Imposed

The most common tax imposed on cannabis is the excise
tax. Nearly 24 states, one district, and two territories
impose some sort of excise tax. See Table 1 for a compre-
hensive list of the taxing schemes each state employs. The
excise tax is usually applied at the point of sale, either as
a percentage of the retail price or based on the product’s
weight. The taxes are typically earmarked for specific
purposes, such as funding regulatory agencies, drug abuse
prevention programs, or other public health initiatives.
Some of those initiatives will be covered later on in this
article. At the local level, some states allow a locality or
municipality also to levy and collect an excise tax on the
sale of cannabis.'* For example, in Oregon, a locality
can collect up to a 3% excise tax on cannabis sales.” In
addition to excise taxes, recreational cannabis sales are
also subject to state and local sales taxes. These taxes are
calculated as a percentage of the purchase price and vary
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depending on the jurisdiction. Like excise taxes, localities
and municipalities may also impose sales taxes.'®

One of the primary distinguishing features of California’s
taxing system was that it imposed taxes on both cultivators
and consumers.'” Now, it has moved its taxing structure
to just impose an excise tax.'® However, some states levy
a cultivation tax on cannabis growers based on the weight
or volume of the harvested plants.'” Cultivation taxes are
typically imposed at the wholesale level, with growers
responsible for paying the tax when they sell their products
to retailers or distributors.”’ This tax helps generate revenue
for the state while regulating the cultivation process.”!

One of the biggest perceived health implications of
cannabis sales is the potency level of the cannabis prod-
uct being consumed.?”” Some states have used this idea to
charge a tax based on the potency level. This helps regulate
and minimize the number of products that have a relatively
high level of delta-9-tetrahydrocannabinol (THC).* In
addition to taxes, there are also licensing fees. Cannabis
businesses, including growers, processors, distributors, and
retailers, are often required to obtain licenses to operate
legally.* These licenses typically come with associated fees,
which serve as a form of taxation on the industry. License
fees can vary widely depending on the type of license and
the size of the operation. Some fees are nominal and do not
represent a significant barrier to entry.”> However, some
states, like Delaware, charge a $10,000 biennial fee, which
is more significant.”® Please see Table 1 for each state’s taxes
on recreational use.

Common Themes Among Taxing
Jurisdictions

State legislators are concerned with correctly structur-
ing taxes in design and amount to reach their desired
outcomes. The primary outcomes that become apparent
when examining the literature are having tax laws that
are easy to administer but complex enough to accom-
modate growing markets. The taxing structure should
also have a reasonable enough rate to quash illicit
markets but enough revenue to address the negative
externalities. After the revenue is collected, it should
be allocated thoughtfully to the programs and needs of
the state, coordinated well with other regulations, and
nimble enough to be modified in the face of ineffective-
ness. Many of these variables are often in tension with
one another. The best way is to find an optimal balance
between competing alternatives.

First, cannabis is a relatively new market. From its
inception, we have seen dispensaries selling plant matter

SUMMER 2024

all the way up to infusing beverages, baked goods,
lotions and balms, pre-rolled, and more concentrated
oils, and many other permutations. There is no doubt
there will be further innovation in the products dis-
pensaries will offer. The tax structure should be flex-
ible enough that whatever is dreamed up will likely
be easily added to the tax regime without legislative
intervention. However, the taxation scheme should
be simple enough that consumers and business own-
ers should be well apprised of how the laws will apply
to them so they can adequately anticipate, plan, and
comply. In markets where cannabis is allowed for adult
recreational and medical use, there also needs to be a
thoughtful consideration of the discrepancies in the tax-
ing rate. On one hand, it makes logical sense to have a
lower rate of taxation for people who use cannabis as a
therapeutic. However, a state that has a much heavier
tax on recreational cannabis, as opposed to medical use,
could see users seek out medical cards when they are not
medically required. For example, obtaining a medical
card for recreational use would make a lot of economic
sense in a state that taxes recreational use much higher
than medicinal use because it could significantly lower
a user’s product cost. This could undercut or cannibal-
ize the recreational market, making it more difficult to
predict and properly allocate revenue. To complicate
matters further, not only is that an issue, but the taxing
structure of the states surrounding the one in question is
also a problem. If taxes significantly differ in a bordering
state, a state might lose tax revenue from users traveling
out of state for a cheaper product.

The specific use of cannabis tax
revenue should be outlined in the
relevant legislation or regulations for
each jurisdiction where recreational
marijuana is legal.

The next issue is the tension between imposing enough
tax to defer or stop any externalities and having taxes low
enough to stay competitive with the illicit market. Taxes
need to be high enough that you can use the funds to
defray the social costs of permitting the use while also
providing other revenue that can be used for social good.
However, the taxes must be low enough that suppliers and
retailers can sell the product below the illicit market rate.””
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This issue is also frustrated by the cost of complying with
licensing, monitoring, testing, and other regulations. In
addition, while both industries are technically required to
pay income taxes, the legal industry is likely the only party
paying federal and state taxes. As mentioned earlier, under
the federal taxing regime, operations that are legal by state
law are not able to deduct the typical ordinary and neces-
sary business expenses under Code Sec. 280E. Operations
that are legal under state law are at a disadvantage when
it comes to these costs, so it makes sense to keep the taxes
low enough to allow them to be competitive to dislodge
the illicit market and hopefully improve budget and public
health outcomes.

It is important to note that the
allocation of recreational cannabis
tax revenue can vary significantly
from one jurisdiction to another,
depending on local laws and
priorities. Additionally, over time,
revenue distribution may change
as the industry matures and states
reassess their goals and needs.

Next, we will examine the issues that each taxation
scheme presents. While excise taxes seem the most popu-
lar, they have advantages and disadvantages. One of the
primary advantages is that they can be based on sales
price, so they are relatively easy to administer, explain,
and account for. However, a trend we have seen in the
states with an excise tax is that the revenues are now very
closely correlated with the sales price. This is not that big
of an issue until we consider the typical trend in a state
that has legalized recreational use. In states that have
legalized recreational use, the price of the product tends
to start high and then lower considerably. For instance,
in Colorado, the price was close to $2,000 per pound
in 2015 but has dropped to close to $500 per pound in
2023.%® Sometimes, when this occurs, the anticipated
and collected revenue can be much lower than expected
or hard to predict.

Weight-based taxes help alleviate the rapidly chang-
ing cost of the product; however, they are also subject

to disadvantages as well.”” Weight-based taxes do not
take into consideration the potency of the products
sold, which will work to incentivize the production of
very high-potency cannabis.’*® Very high-potency can-
nabis has been shown in the literature to increase the
rate of emergency room visits, mental health problems,
structural abnormalities of the brain, and the risk of
psychosis or having a psychotic break.’" Weight-based
systems are more of an administrative burden because
you must accurately weigh the yield at some point in
the cultivation process. The plant is much heavier before
being dried out for recreational use. This creates even
more administrative difficulty.

Total Collections

As you can see in Table 2 below, the 2022 total revenue
from cannabis taxation among all states sits at around
three billion. Analysts expect that number to increase year
over year; however, when examining the total revenue of
a state that has legalized cannabis, the monies collected
from cannabis only account for at most 1.6% of the total
tax collections in the state.? As a result, many may over-
estimate the revenue collection from cannabis; however,
the figures above do not take into account the sales and
use, property, and income tax that a cannabis business
would also create. In the context of states that must bal-
ance their budget, any source of revenue can help. Below,
we will examine the types of things we have identified that
cannabis collections fund.

Where Is the Revenue Allocated?

Governments typically impose taxes on recreational
cannabis at the state or local level in regions where rec-
reational marijuana use is legal. The revenue generated
from these taxes serves several purposes. One primary
use of recreational cannabis tax revenue is to bolster
state and local budgets. This additional revenue can help
fund various public services and infrastructure projects.
It can also cover administrative and regulatory costs
for overseeing the legal cannabis industry. For every $1
billion in cannabis sales tax revenue, nearly $600 mil-
lion goes into public health initiatives, including health
insurance for low-income families.?> From 2015 to 2023,
Washington state and local agencies utilized $3.3 bil-
lion from their collections. Roughly 54% of these funds
were directed toward healthcare for children enrolled in
Medicaid, including $156 million allocated explicitly for
Community Health Centers.*
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TABLE 2. CANNABIS TAX REVENUE & NATIONWIDE CANNABIS TAX POLICY BLUEPRINT

Alaska 29,949,000
Arizona 151,427,000
Arkansas 15,757,000
California 712,405,000
Colorado 313,242,000
Illinois 284,731,000
Louisiana 616,000
Maine 27,350,000
Massachusetts 248,436,000
Michigan 190,606,000
Missouri 14,787,000
Montana 35,781,000
Nevada 117,908,000
New Jersey 23,853,000
New Mexico 21,814,000
New York 11,774,000
Oklahoma 54,696,000
Oregon 174,071,000
Pennsylvania 34,061,000
Rhode Island 2,000
Vermont 862,000
Washington 484,009,000
Total 2,948,137,000

1.3%
0.9%
01%

0.2%
1.6%
0.5%
0.0%
0.4%
0.6%
0.7%
0.2%
11%

1.2%
01%

0.3%
0.0%
0.4%
0.9%
01%

0.1%

0.3%
1.2%

Courtesy of: taxfoundation.org/research/all/state/cannabis-tax-revenue-reform/#:~:text=Marijuana%20revenues%20generated%20more%20than,all%20

revenue%20collected%20in%20Colorado.

In many states, a portion of the tax revenue is allocated
to education. This can include school funding, scholar-
ships, and educational programs promoting responsible
cannabis use and awareness. When it comes to educa-
tion, some states use revenue generated from cannabis
taxes to fund various programs related to education. For
instance, starting from July 1, 2018, in Colorado, the
excise tax collected for education was greater than 90% of
the revenue annually or the first $40 million collected.®
However, it is vital to note that almost no money from
marijuana taxes goes into schools’ operating budgets.
Instead, the revenue funds maintenance and construc-
tion projects and, to a lesser degree, programs related to
anti-bullying, literacy, dropout prevention, and school
health professionals.®

A portion of the tax revenue is used to regulate and
oversee the legal cannabis industry. This includes funding
for regulatory agencies, law enforcement, and licensing

and compliance programs to ensure that businesses in the
industry adhere to relevant laws and regulations. In some
cases, cannabis tax revenue is directed towards criminal
justice reform efforts, particularly with a focus on expung-
ing or reducing the sentences of individuals with prior
non-violent cannabis-related convictions.

Some states allocate a percentage of the revenue
to community development projects. These projects
can include infrastructure improvements, job train-
ing programs, and initiatives aimed at addressing
disparities in communities affected by the War on
Drugs. Certain states, like California and New Jersey,
allocate funds to assist communities that have been
disproportionately affected by cannabis-related law
enforcement. Although not explicitly targeting men-
tal health, these investments are seen as potentially
improving the underlying factors that contribute to
mental health issues.’”
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Funding for cannabis-related research is another poten-
tial use of tax revenue. This research can focus on the
health effects, efficacy of medical applications, and social
implications of cannabis use. The Department of Cannabis
Control in California is offering $20 million in research
grants to support the study of cannabis and its effects.
The grants aim to enhance academic understanding of
cannabis, explore the impact of government policies, and
facilitate evidence-based policy development.?®

In April 2021, only Illinois, Oregon, and Washington
explicitly mentioned mental health in the statutory
language for excise tax revenue from recreational can-
nabis. However, in all three states, mental health is only
mentioned in combination with substance use services.
Connecticut is the only additional state with statutory
language earmarking excise tax revenue for mental health

or addiction services and epidemiologic surveillance of
recreational cannabis on youth mental health.*

Some states allocate a portion of the revenue to support
veterans services, recognizing the potential benefits of
medical cannabis for veterans with certain medical con-
ditions. In some cases, a portion of the revenue is placed
in a rainy-day fund, which can be used for emergencies
or unforeseen budget shortfalls. It is important to note
that the allocation of recreational cannabis tax revenue
can vary significantly from one jurisdiction to another,
depending on local laws and priorities. Additionally, over
time, revenue distribution may change as the industry
matures and states reassess their goals and needs. The
specific use of cannabis tax revenue should be outlined in
the relevant legislation or regulations for each jurisdiction
where recreational marijuana is legal.
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