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Who’s Afraid of Code Sec. 280E?
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Introduction

Marijuana—technically, any product that contains more than 0.3% tetrahydrocan-
nabinol (“THC”) (a “THC Product”)—is now legal in one form or another in 
most U.S. states, and states that have legalized THC Products have been collecting 
substantial tax revenues. For example, in 2020, California exceeded $1 billion in 
THC Product-related tax revenues, and Illinois collected over $200 million in 
THC Product-related tax.1 Yet, because THC Products remain illegal at the U.S. 
federal level, THC Product businesses operate under a severe handicap, regardless 
of the extent to which they comply with state law. Specifically, Code Sec. 280E 
denies deductions for expenditures a company makes “in carrying on any trade or 
business” that “consists of trafficking 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.” 
In other words, Code Sec. 280E taxes THC Product companies that violate U.S. 
federal or state criminal law on gross, as opposed to net, income. The application 
of Code Sec. 280E can be devastating, as it can leave these companies with a tax 
bill that exceeds their operating cash flow.

Judge Gustafson illustrated the predicament of a company that is subject to Code 
Sec. 280E in a partial dissent from the Tax Court’s opinion in Northern California 
Small Business Assistants Inc.2 Judge Gustafson hypothesized a widget seller that 
purchases 100 widgets at a cost of $6 per widget, yielding COGS of $600. The 
widget seller leases a retail space for $200 and pays wages of $200 to employees, 
yielding additional expenses of $400, so that the widget seller’s total out-of-pocket 
expenditures for COGS ($600) and additional expenses ($400) equal $1,000. 
Judge Gustafson observed that if the widget seller sells the 100 widgets at a price 
of $9 each, it has gross receipts of $900, which, after being reduced by its total 
costs of $1,000 (the sum of COGS and total expenses), yield a loss of $100. In 
Judge Gustafson’s words, “No one would propose that this seller had any gain.”

Yet, if the widget seller were to sell THC Products costing the same amount, 
the seller would still have a loss of $100, but Code Sec. 280E would disallow 
any deduction for rent and wage expenses totaling $400. Thus, the seller would 
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recognize gross receipts of $900, less COGS of $600, 
and would be forced to pay tax on “a supposed taxable 
‘income’ of $300—despite having incurred not gain but 
loss.” Judge Gustafson concluded that Code Sec. 280E 
“would fabricate gain where there was none and would 
impose a tax based on artificial income.”

Therefore, determining whether or not Code Sec. 
280E applies is a critical exercise for companies that 
commercialize THC Products. In this column, using 
a hypothetical (yet common) scenario, we analyze the 
U.S. international tax implications of Code Sec. 280E. 
As we discuss in detail below, we conclude that Code 
Sec. 280E should not disallow deductions for expenses 
U.S. persons incur in connection with (i) maintain-
ing THC Product intellectual property (“IP”) in, and 
licensing that IP from, the United States, (ii) engaging 
in THC Product research and development (“R&D”) in 
the United States, and (iii) assisting with and oversee-
ing from the United States non-U.S. operations that 
manufacture, market, distribute, dispense, and sell 
THC Products outside the United States, where it is 
legal to do so. We further conclude that Code Sec. 280E 
should not disallow deductions against tested or subpart 
F income for expenses CFCs incur in connection with 
manufacturing, marketing, distributing, dispensing, and 
selling THC Products outside the United States, where 
it is legal to do so.

multinational operations Involving 
tHC products: a Hypothetical 
structure

The growth of the THC Product industry on the state 
level, together with the fact that the United States is home 
to a wealth of talent in the food and beverage, cosmetic, 
and pharmaceutical sectors, means that non-U.S. THC 
Product companies are just as likely, if not more likely, to 
find high-value employees in the United States as they are 
to find them abroad. In light of these facts, a non-U.S. 
THC Product company might develop/acquire and hold 
in the United States portfolios of THC Product IP to 
deploy in the U.S. recreational market in the future, or to 
license to non-U.S. persons until U.S. legalization occurs. 
A non-U.S. THC Product company might also employ 
individuals in the United States, either directly or through 
a U.S. subsidiary, who use their expertise to (i) conduct 
R&D with respect to THC Products in the United States 
and oversee and direct contract R&D with respect to THC 
Products outside the United States, and (ii) assist with and 
oversee from the United States non-U.S. operations that 

manufacture, market, distribute, dispense, and sell THC 
Products outside the United States.

For purposes of this column, we assume a hypothetical 
non-U.S. THC Product company (“ForeignCo”) with 
a U.S. subsidiary (“USSub”) and a non-U.S. subsidiary 
(“ForeignSub”). The commercialization of THC Products 
is fully legal in the ForeignCo and ForeignSub jurisdictions 
and in the states in which USSub and its employees are 
located and operate.

USSub holds IP rights associated with THC Products 
and licenses these rights to ForeignCo in exchange for 
royalties. USSub also has employees in the United States 
who perform THC Product-related R&D in the United 
States. In addition, USSub engages ForeignSub to perform 
R&D on USSub’s behalf and pays ForeignSub a service 
fee in consideration for its activities.

The USSub employees assist with and oversee THC 
Product manufacturing, marketing, distribution, dis-
pensation, and sales of THC Products in the ForeignCo 
jurisdiction. ForeignCo pays USCo a service fee for these 
activities.

ForeignCo, ForeignSub, and USCo do not import, 
manufacture, distribute, dispense, or sell THC Products 
in the United States, and do not possess THC Products 
with the intent to import, distribute, dispense, or sell these 
products in the United States.

Diagram 1 below depicts the relevant structure.
As a result of the repeal of Code Sec. 958(b)(4), 

ForeignSub should be a CFC. If a U.S. person indirectly 
owns 10% of the ForeignSub vote or value, ForeignSub’s 
tested and subpart F income could be relevant to this 
U.S. shareholder.

The royalties and service fees that USSub derives from 
ForeignCo could qualify for FDII, at least under current 
law. The service fees that USSub pays to ForeignSub could 
run afoul of the BEAT, but it is highly unlikely that USSub 
has crossed the BEAT’s gross receipts threshold.

Practically speaking, in this structure, assuming that 
the group is still in the growth phase, what likely matters 
most from a U.S. tax perspective is that the group pays 
U.S. tax, if any, on net, and not gross, income. For the 
reasons we discuss below, Code Sec. 280E should not 
prevent USSub from deducting expenses associated with 
(i) maintaining THC Product IP in, and licensing THC 
Product IP from, the United States, (ii) engaging in THC 
Product R&D in the United States, and (iii) assisting with 
and overseeing from the United States ForeignSub R&D 
and a ForeignCo operation that manufactures, markets, 
distributes, dispenses, and sells THC Products.

As the operation of Code Sec. 280E turns on the 
Controlled Substances Act (“CSA”) specifically and U.S. 
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federal criminal law generally, we begin with the appli-
cation of the CSA and U.S. federal criminal law to the 
ForeignCo group’s activities.

the Csa/U.s. federal Criminal law
The CSA regulates substances listed in five schedules 
based upon a substance’s medical use, potential for abuse, 
safety, or dependence liability. Marijuana is a Schedule I 
controlled substance. THC Products contain more than 
0.3% THC and should therefore constitute marijuana for 
purposes of Schedule I.3

The CSA’s implementing criminal statute, 21 USC 
§841, makes it a crime “to manufacture,4 distribute,5 dis-
pense,6 or possess with intent to manufacture, distribute, 
or dispense, a controlled substance.” In addition, 21 USC 
§846 criminalizes any attempt or conspiracy to commit 
an offense defined under the CSA. In our hypothetical 
structure, ForeignCo, ForeignSub, and USSub should 
not be engaged in any activity in the United States that 
would violate 21 USC §841 or 846. Nevertheless, par-
ticularly because USSub is licensing IP to ForeignCo 
that ForeignCo uses to commercialize THC Products, a 
controlled substance, in the ForeignCo jurisdiction, and 
USSub is also assisting ForeignCo with commercializing 
THC Products in that jurisdiction, the structure raises 
the question of whether activities outside of the United 
States may be subject to the CSA. If that were the case, 
USSub (along with ForeignCo and ForeignSub) could be 
in violation of the CSA because 18 USC §2 makes it a 
crime to aid or abet the commission of any federal crime, 
including crimes under the CSA.7

In this respect, there is a strong presumption against the 
extraterritorial application of U.S. criminal laws. As the 
Supreme Court has held, “[a]bsent clearly expressed con-
gressional intent to the contrary, [U.S.] federal laws [are] 
construed to have only domestic application.”8 Courts 
have applied the presumption against extraterritoriality to 
the CSA and have held that those provisions of the CSA 
that do not explicitly apply to conduct outside the United 
States do not apply extraterritorially in the absence of a 
jurisdictional nexus.9

Neither 21 USC §841 nor 21 USC §846 contains any 
statement about extraterritorial application. By contrast, 
two provisions of the CSA do contain explicit extrater-
ritoriality provisions. Specifically, 21 USC §959, which 
relates to the foreign manufacture of drugs for U.S. 
importation, states: “This section is intended to reach acts 
of manufacture or distribution committed outside the 
territorial jurisdiction of the United States.”10 Similarly, 
21 USC §960a, which criminalizes “narco-terrorism,” or 
the support of terrorist groups with the proceeds of illegal 
drug trafficking, contains a statement that, subject to other 
conditions, it shall apply to acts committed “in whole or in 
part outside of the United States.”11 Conspiracies to com-
mit these specific offenses also apply extraterritorially.12 In 
short, when Congress intended provisions of the CSA to 
apply extraterritorially, it expressed this intent clearly, as it 
did in 21 USC §§959 and 960a. The absence of any such 
statements in other provisions of the CSA demonstrates 
that Congress did not intend these other provisions to 
have extraterritorial application.

Simply put, in our hypothetical structure, ForeignCo, 
ForeignSub, and USCo are not engaging in activities that 

DIAGRAM 1.
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relate to the importation of THC Products into the United 
States or in narco-terrorism. Therefore, to the extent the 
activities of ForeignCo, ForeignSub, and USCo involve 
manufacturing, distributing, dispensing, or selling, or 
possessing with the intent to manufacture, distribute, 
dispense, or sell, outside the United States, the CSA should 
not apply to criminalize these activities.

While the legality of conduct outside the United States 
is generally irrelevant to the CSA itself, the application 
of other criminal statutes can turn on the treatment of 
the relevant conduct under foreign law. For example, the 
activities of USSub could in theory rise to the level of 
a conspiracy to distribute narcotics. However, 21 USC 
§846 only criminalizes conspiracies to commit an “offense 
defined in this subchapter.” Because the distribution of 
THC Products in foreign countries where distribution is 
legal is not an offense under Title 21, or any other U.S. 
statute, conspiring to distribute THC Products in those 
foreign countries while in the United States should not 
violate 21 USC §846.13

Equally important, financial transactions, in the United 
States or elsewhere, involving proceeds from lawful, non-
U.S. transactions involving THC Products, should not 
violate U.S. money laundering laws. The relevant crimi-
nal statute, 18 USC §1956, defines “specified unlawful 
activity” (the proceeds of which constitute criminal pro-
ceeds for purposes of a money laundering prosecution) 
as “an offense against a foreign nation involving— … (i) 
the manufacture, importation, sale, or distribution of a 

controlled substance (as such term is defined for the pur-
poses of the Controlled Substances Act)….”14 Therefore, 
if a THC Product business is legal in the relevant foreign 
country, the business should not represent an “offense 
against a foreign nation” and the proceeds from that busi-
ness should not constitute criminal proceeds for purposes 
of U.S. money laundering laws.

For this reason, it is critical for the commercialization of 
THC Products outside the United States to be legal under 
the applicable foreign law. In our hypothetical, the fact that 
commercializing THC Products is legal in the ForeignCo 
jurisdiction means that USSub and its employees should 
not be engaged in an unlawful conspiracy to distribute 
narcotics. It also means that the royalties and service fees 
that USSub receives from ForeignCo should not violate 
U.S. money laundering laws.

In summary, the ForeignCo structure described above 
should not violate U.S. federal criminal law. The struc-
ture also should not violate U.S. state criminal law based 
on the assumption that commercializing THC Products 
is fully legal in the state(s) where USSub has employees 
and operates.

Code sec. 280e
As we noted in the introduction to this column, Code Sec. 
280E prohibits taxpayers from taking U.S. federal income 
tax deductions (or tax credits) for expenditures they make 
“in carrying on any trade or business” that “consists of 
trafficking 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.” Congress 
enacted Code Sec. 280E in 1982 in direct response to 
Edmondson,15 in which the Tax Court allowed a taxpayer 
to take certain deductions in connection with his business 
in the illegal drug trade. Congress did not believe that 
enterprises engaged in the illegal drug trade should be 
entitled to business-expense deductions on public policy 
grounds, for the same reason that Congress denied deduc-
tions for, e.g., illegal bribes.16

In our hypothetical, each member of the ForeignCo 
group is engaging in activities that involve THC Products, 
a Schedule I controlled substance. Code Sec. 280E should 
nevertheless not apply to any member of the group because 
none of the members is engaging in unlawful activity—a 
conclusion that is consistent with the policy behind Code 
Sec. 280E.

Neither Code Sec. 280E nor the CSA defines “traffick-
ing.” In the seminal case of Californians Helping to Alleviate 

Even under a broad construction of 
the term, engaging in THC Product 
R&D and licensing THC Product IP 
should not constitute trafficking 
because performing R&D and 
licensing IP does not involve buying, 
selling, or distributing. The analysis 
should be similar with respect to 
manufacturing THC Products since 
manufacturing is also not equivalent 
to buying, selling, or distributing.
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Med. Problems, Inc. (“C.H.A.M.P”), the Tax Court held 
that “trafficking” under Code Sec. 280E means to “engage 
in commercial activity: [to] buy and sell regularly.”17 
The Tax Court and the other federal courts have applied 
C.H.A.M.P. repeatedly in subsequent cases, and we are 
unaware of any decision rejecting it.18

At the same time, some federal courts, such as the 
Court of Appeals for the Seventh Circuit in Gamero 
v. Barr,19 have construed “trafficking” more broadly to 
mean all manner of distribution in other contexts, such 
as immigration removal proceedings. Importantly, in 
Gamero, the Seventh Circuit stated: “As used in federal 
and state controlled-substances statutes, ‘trafficking’ is a 
broad term casting a wide net and covering all manner of 
unlawful distribution of—and possession with intent to 
distribute—controlled substances.”20 We are unaware of 
any authority to support the proposition that “trafficking” 
could apply to wholly lawful commercial activity. Even if 
“trafficking” could conceivably encompass lawful activi-
ties, Code Sec. 280E expressly limits its scope to traffick-
ing “which is prohibited by Federal law or the law of any 
State[.]” Therefore, while the scope of the activities that 
fall under “trafficking” may be broader than the defini-
tion in C.H.A.M.P., in the context of Code Sec. 280E in 
particular, that scope should be limited by the fact that 
these activities must also be unlawful.

Even under a broad construction of the term, engag-
ing in THC Product R&D and licensing THC Product 
IP should not constitute trafficking because performing 
R&D and licensing IP does not involve buying, selling, 
or distributing. The analysis should be similar with respect 
to manufacturing THC Products since manufacturing 
is also not equivalent to buying, selling, or distributing. 
Assisting with and overseeing an operation that markets, 
distributes, dispenses, and sells THC Products does 
involve activities that correspond to selling and distrib-
uting. These activities should not constitute “trafficking” 
to the extent they relate to an operation in a jurisdiction 
where marketing, distributing, dispensing, and selling 
THC Products are lawful. Even if they were to consti-
tute “trafficking,” as discussed above, they should not be 
prohibited by U.S. federal law (or, in our hypothetical, 
the laws of the relevant states).

Accordingly, Code Sec. 280E should not apply to deny 
USSub deductions for expenses associated with the IP 
it licenses or the services it performs. Furthermore, if 
ForeignSub has a U.S. shareholder, ForeignSub should 
compute its tested income without regard to Code Sec. 
280E for the same reason—i.e., because performing R&D 
with respect to THC Products should not constitute 

unlawful trafficking. Even if ForeignSub ultimately 
engages in commercial activities like ForeignCo, Code Sec. 
280E should not deny ForeignSub deductions for the same 
reason it should not deny USSub deductions for assisting 
with marketing, distributing, and selling THC Products 
outside the United States: ForeignSub is not violating U.S. 
federal law by marketing, distributing, dispensing, and 
selling THC Products where it is legal to do so.

Importantly, if, instead of operating in the United 
States through USSub, ForeignCo were to employ the 
U.S. personnel directly, the CSA and Code Sec. 280E 
conclusions should be the same because the U.S. activities 
should remain lawful. Depending on the availability of 
a tax treaty, ForeignCo would likely have a U.S. trade or 
business, be subject to U.S. income tax at graduated rates 
on income that is effectively connected with the conduct of 
a U.S. trade or business (“ECI”), and also be subject to the 
branch profits tax.21 Yet ForeignCo should still compute 
its ECI, if any, based on net income, just like USSub and  
ForeignSub.

Conclusion
The purpose of this column is not to suggest that Code 
Sec. 280E is a paper tiger. Numerous Tax Court cases dem-
onstrate that THC Product enterprises run the real risk 
of financial ruin if Code Sec. 280E applies. Nevertheless, 
Code Sec. 280E should not discourage non-U.S. enter-
prises that manufacture, market, distribute, dispense, and 
sell THC Products lawfully outside the United States from 
establishing robust supportive operations in the United 
States or using the United States as an IP hub. A company 
that does not violate U.S. federal and state criminal law 
should have nothing to fear from Code Sec. 280E.

The purpose of this column is not 
to suggest that Code Sec. 280E 
is a paper tiger. Numerous Tax 
Court cases demonstrate that THC 
Product enterprises run the real risk 
of financial ruin if Code Sec. 280E 
applies.
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