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Cannabis Tax and Transfer
Pricing

By James Mann and David Merrick”
Law Offices of James B. Mann and Riverbank Consulting
New York, NY

Transfer pricing isn’t just for multinationals. Can-
nabis enterprises doing business solely within the
United States must consider the IRS’s authority to re-
allocate transactions and the Treasury regulations
governing intercompany service rules.

WHY CANNABIS TAXPAYERS
SHOULD CARE ABOUT TRANSFER
PRICING

Section 482" gives the IRS the authority to reallo-
cate income and deductions among commonly-
controlled business in order to prevent evasion of
taxes or clearly reflect the income of the businesses.

Section 482 is one of most powerful weapons the
IRS has as its disposal. It has had a number of signifi-
cant victories recently in increasing tax liabilities for
large multinational corporations, in some cases by bil-
lions of dollars. The allocation of income between
controlled parties that are subject to a higher rate of
tax and those that are subject to a lower rate of tax is
a recurring issue in these cases, and a recurring gov-
ernment position is that the lower-taxed affiliate ben-
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efits from advantages that are not consistent with the
so-called ‘‘arm’s-length standard.” However, §482 ap-
plies to domestic corporations that are commonly con-
trolled as well.> For an affiliated group filing a con-
solidated return, there is little impact to transfer pric-
ing adjustments for intercompany transactions. But, in
the cannabis industry, consolidated returns are infre-
quently encountered for reasons discussed below.
Taxpayers in cannabis enterprises are subject to
§280E denying all deductions and credits with respect
to cannabis-touching trades or businesses. As more
and more states have legalized marijuana, corporate
structures in the industry have changed. Because
marijuana remains a controlled substance for federal
purposes, many aspects of operations have to be inte-
grated in each single state. The industry has evolved
into growing, manufacturing, and distribution/
retailing activities, which tend to be conducted in
separate legal entities. In this evolving landscape,
there are numerous intercompany transactions.
However, cost of goods sold is considered a reduc-
tion in gross income rather than a deduction, and
§280E taxpayers are allowed to reduce taxable in-
come by allocating certain inventory-related expenses
to cost of goods sold. Broadly speaking, cannabis tax-
payers thus have two tax goals: (1) separate activities
subject to §280E from non-§280E activities, and (2)
maximize allocation of expenses to cost of goods sold
calculations. Some believe that filing a consolidated
return puts pressure on the separation of activities into
§280E and non-§280E entities, and for this §280E is
cited as one reason cannabis companies generally do

% A leading case that demonstrates this point is Commissioner
v. First Securities Bank of Utah, N.A., 405 U.S. 394 (1972), in
which a domestic bank referred customers seeking “credit life in-
surance” to a commonly controlled domestic insurance company,
which was subject to a lower rate of tax. Under the applicable
banking laws, national banks were not authorized to act as insur-
ance agents, and the court concluded that §482 did not authorize
the allocation of income that could not have been legally earned
by the taxpayer at issue. For this reason, the allocation of income
to the higher-taxed unit was rejected. To the extent that the sale of
cannabis is legal under the applicable laws of a state, we do not
believe that the principle of First Securities Bank of Utah would
foreclose the application of §482 to two controlled parties en-
gaged in the cannabis industry.



not file consolidated returns. It is worth noting that it
is unclear that this strategy is effective against an IRS
challenge that the entities are economically interde-
pendent and the entire controlled group is subject to
§280E. Whether there has been a substantial effort to
track the financial results of the separate entities on an
arm’s length basis is another critical component in de-
fending the separation of activities. It is for this rea-
son that cannabis clients should develop and apply
transfer pricing principles to the various operating
units.

As the industry has evolved, the large number of
operating units within multiple states has driven a
need to centralize services in a single corporate entity.
The employees of this ‘“‘serviceco™ are typically re-
sponsible for important decisions on investments and
operations, and their services have significant impact
on the profitability of the various operating units. The
main focus of this discussion is on how the various
operating units compensate the serviceco for the ser-
vices that it renders. We expect that the IRS will use
its broad transfer pricing authority in ways that yield
the most onerous result under §280E.

As a final note, as cannabis companies are increas-
ingly engaged in foreign operations, traditional “‘inter-
national” transfer pricing considerations will become
relevant. To the extent that servicecos are rendering
services to foreign affiliates, the same transfer pricing
logic will also apply in this context.

TRANSACTIONS SUBJECT TO
TRANSFER PRICING REALLOCATION

The cost of goods sold of a cannabis taxpayer may
be determined in a related party sale, because the re-
tailer is supplied by the manufacturer, who is supplied
by the grower. The cost at which these goods are
transferred is subject to scrutiny under §482. Thus, the
intercompany transfer price becomes the cost of
goods sold to each successive purchaser. As noted
above, a part of the organization of cannabis compa-
nies is frequently one or more subsidiaries rendering
services (a ‘“‘serviceco’) to the operating subsidiaries.
Services are subject to a separate set of rules under
§482. This article will focus on the special rules for
pricing intercompany services. A related issue outside
the scope of this article is that transfer pricing also has
consequences for state and local tax regimes using
other methods to allocate income and expenses. It
should also be noted that a broader range of services
is subject to capitalization by cannabis-touching enti-
ties that are engaged in growing and manufacturing
activities as opposed to retail activities.

If services are rendered to a §280E entity at too low
a price, the IRS could employ a transfer pricing real-
location to increase the fees paid for the services. If

the service fees cannot be capitalized by the payor,
there will be an increased disallowed deduction
matched by increased taxable income to the recipient.

Conversely, if services are rendered to a §280E en-
tity at too high a price, the IRS could employ transfer
pricing analysis to assert that the service provider is
actually profiting from trafficking in cannabis and is
therefore subject to §280E disallowance of deduc-
tions.

INTERCOMPANY SERVICE RULES

Turning now to the regulations that govern inter-
company services, Reg. §1.482-9(1) is a good starting
point because it defines what constitutes a ““controlled
services transaction.” This term:

includes any activity . . . by one member of a group
of controlled taxpayers (the renderer) that results in
a benefit . . . to one of more members of the con-
trolled group (the recipient(s)).

An activity:

Includes the performance of functions, assumptions
of risks, or use by a renderer of tangible or intan-
gible property or other resources, capabilities, or
knowledge, such as knowledge of and ability to
take advantage of particularly advantageous situa-
tions or circumstances.

A benefit exists if:

The activity directly results in a reasonably identi-
fiable increment of economic or commercial value
that enhances the recipient’s commercial position,
or that may reasonably be anticipated to do so. An
activity is generally considered to confer a benefit
if, taking into account the facts and circumstances,
an uncontrolled taxpayer in circumstances compa-
rable to those of the recipient would be willing to
pay an uncontrolled party to perform the same ac-
tivity on either a fixed or contingent payment ba-
sis, or if the recipient would otherwise have per-
formed for itself the same activity or a similar ac-
tivity.

It is not a complex series of questions that needs to
be considered. Is there an intercompany activity? Is
the activity beneficial to the service recipient? How
much would a third-party have paid to get that ben-
efit? Stated differently, what exactly does the manage-
ment in the serviceco do, and does management pos-
sess knowledge that could be sold?

Happily, there are some straightforward answers to
these questions. The industry is one that involves very
significant and non-obvious risks, and these risks may

Tax Management Memorandum
2 © 2021 The Bureau of National Affairs, Inc.
ISSN 0148-8295



vary from state to state, each state being a separate
and unique market. Figuring out what to do and what
to not do in the face of a changing business environ-
ment is clearly beneficial to a service recipient, and
given the risk of a business failure, an arm’s-length
service provider with an established record could
command significant fees.

The drafters have also steered the discussion to
knowledge, particularly “knowledge of and ability to
take advantage of particularly advantageous situations
or circumstances’ under, Reg. §1.482-9(1)(1). The le-
galization of cannabis by a state is, it would be ar-
gued, a “particularly advantageous situation’ because
a legal market that never previously existed is created
at the stroke of a pen, and knowing how to take ad-
vantage of this opportunity fits squarely within the
definition of an activity.

TRANSFER PRICING METHODS

Following on from those basic definitional provi-
sions is the list of acceptable methods. Practice in the
area consists to a great extent of choosing the method
that yields the optimal result (which in the present
case is the one that optimizes capitalized costs) and
defending why it is the right choice, in the case of
preferred methods, or why it is the wrong choice, in
the case of the not-preferred. The list of possibilities
is as follows:>

(1) The services cost method, described in para-
graph (b) of this section;

(2) The comparable uncontrolled services price
method, described in paragraph (c) of this sec-
tion;

(3) The gross services margin method, described
in paragraph (d) of this section;

(4) The cost of services plus method, described in
paragraph (e) of this section;

(5) The comparable profits method, described in
Section §1.482-5 and in paragraph (f) of this sec-
tion;

(6) The profit split method, described in Section
§1.482-6 and in paragraph (g) of this section; and

(7) Unspecified methods, described in paragraph
(h) of this section.

Services Cost Method

From a “280E optimization” perspective, the re-
covery of costs of the service provider is directionally

3 Reg. §1.482-9(a)(1)-§1.482-9(a)(7).

positive to the extent that it converts potentially disal-
lowed deductions into capitalized costs that are be-
yond the scope of disallowance. But given the focus
on knowledge and advantageous circumstances, it
would be better to see that the capitalization was cap-
turing the premium value of the services rendered. In
this regard, the services cost method does not capture
any premium value.

Fortunately, Reg. §1.482-9(b) limits the availability
of services cost method to “‘covered services.” The
rule of Reg. §1.482-9(b)(5) makes it clear that a ser-
vice cannot constitute a ‘“‘covered service” if it in-
volves “key competitive advantages, core capabili-
ties, or fundamental risks of success or failure in one
of more trades or business of the controlled group.”

The notion that serviceco management possesses
special knowledge about an industry runs squarely
into this rule of exclusion, so it follows that this
method is not a correct method.

Comparable Uncontrolled Services
Price Method

Because the cannabis industry is not widely served
by established management consulting firms, there is
not a great deal to draw on in terms of comparable un-
controlled transactions. This may evolve as time goes
by, but at present the lack of data seems to present an
insurmountable challenge to the application of this
method.

In terms of §280E optimization, comparable market
transactions covering the same services are obviously
the best indicator of value. But until the market value
is more clearly established, this method is theoreti-
cally sound, but not really administrable in practice.

Gross Services Margin Method

As the drafters note at Reg. §1.482-9(d), ‘“‘this
method ordinarily is used in cases where a controlled
taxpayer performs services or functions in connection
with an uncontrolled transaction between a member of
the controlled group and an uncontrolled taxpayer.”
For a vertically integrated cannabis corporation, the
only uncontrolled sales are typically at the consumer
level. In the world of §280E, one would want to cre-
ate as much space as possible between the manage-
ment consultant and a specific retail sale as possible.
As the examples reveal, this method fits particularly
well in a commission agent context.

The serviceco in our fact pattern is emphatically
not involved in selling the products.

Cost of Services Plus Method

From a practical perspective, the cost plus method
rules the world. Adding a 10% to 20% premium to the
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cost of service is as simple a solution as one could
hope for. In many cases, a 10%—-20% mark-up on the
cost of services does capture significant value. But the
key question remains as to whether a greater rate of
return is warranted based on the value of the particu-
lar services in question.

Reg. §1.482-9(e)(1) provides that the method ‘is
ordinarily used in cases where the controlled service
renderer provides the same or similar services to both
controlled and uncontrolled parties.” This leads to the
question of which serviceco in the industry provides
services to any uncontrolled party, and in cannabis,
they are not great in number.

That regulation, Reg. §1.482-9(e)(1), continues to
note that the method *‘is ordinarily not used in cases
where the controlled services transaction involves a
contingent-payment arrangement.” For those who
think that cost plus is not capturing the true premium
value of the services rendered by the serviceco, hav-
ing some contingent consideration for the services
would seem like a prudent choice.

Comparable Profits Method

This is the first item on the list that takes the reader
out of the services regulations, back to the generally
applicable methods.* (This is probably where the can-
nabis industry wants to be because the method is
looking to ‘“‘objective measures of profitability (profit
level indicators) derived from uncontrolled taxpayers
that engage in similar business activities under similar
circumstances.” Although there are bound to be a
number of points to debate, high-end consulting firms
generate high rates of return, and choosing which
high-end consulting firm one is most like is the kind

“ Reg. §1.482-5.

of conversation that is likely to yield the optimal re-
sult.

Profit Split Method

Here again we are taken back to other generally ap-
plicable methods, in this case Reg. §1.482-6. This
method involves the allocation of income to “‘routine
contributions’ of the controlled parties and then allo-
cates the residual profits based on their respective
“nonroutine contributions.” While we do not rule out
the possibility that this method could apply in the can-
nabis industry, it depends on the value of the intan-
gible property provided, for example, brand licensing
and proprietary production methods. It therefore may
be that analogizing the serviceco to various high-end
consulting firms seems like a more productive path.

Unspecified Methods

These are not regularly encountered in practice.
Given the relative novelty of the cannabis industry in
the economy, it would probably not be wise to pursue
relatively novel methods of transfer pricing. Thus, we
think that the better choice would be stick to an anal-
ogy that is readily understood, like high end consult-
ing, and seek to breathe life into the analogy.

CONCLUSION

We believe that there is a strong case to be made
that the services rendered by the serviceco in the typi-
cal cannabis firm are analogous to the services ren-
dered by high-end consulting firms. Moreover, we be-
lieve that, in certain circumstances, a strong case can
be made that the cost of consulting services should be
a capitalized cost to the person bearing the expense. If
both of these things are true, there is a significant op-
portunity for controlled groups to mitigate the adverse
impact of §280E disallowance through a careful
analysis of the way in which intercompany services
are transfer priced.
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