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ABOUT OUR FIRM

ABOUT UHY

UHY is a national full-service accounting firm ranked

the 315t largest in the United States. Our firm is Snovees B° %
organized under an alternative practice structure. 8

We provide audit and attest services through UHY LLP,

a licensed independent CPA firm. UHY Advisors, Inc. )
and its subsidiaries provide tax and business

consulting services.

We call our philosophy “The Next Level of Service”.

LOCAL NATIONAL INTERNATIONAL

* More than 50 years of * 25 offices across the US * Member firms in over 330
experience « One of the top professional business centers across

* Over 300 employees in services firms in the more than 100 countries
New York and Connecticut country * Over 8,500 professionals

* Practice leaders with Big 4 * Nearly 1,200 professionals * 17th largest international
experience and training providing comprehensive accounting and consultancy

audit, attest, tax, advisory network

H *
and related services * Member of the Forum of

Firms
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*Services performed exclusively by UHY LLP, an independent licensed CPA firm
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UHY’S CANNABIS PRACTICE

Our dedica-ted feam of professionals will help vou
noigote the ins and outs of o A\/V\o-w\fo_ ndustr V.

The UHY Cannabis Practice aids clients in navigating the heavily regulated and largely unsettled cannabis
industry as the federal and state governments work to implement policies and procedures. Our
dedicated team of professionals addresses the accounting practices, certifications, licenses, and federal,
state and local tax information for these businesses.

Currently, we service about 100 cannabis clients across several states and Canada. Our services broadly
fall into four categories:

* Tax Planning & Compliance
*  Audit & Assurance
*  Consulting & Advisory

* Transaction Services

4

*Services performed exclusively by UHY LLP, an independent licensed CPA firm
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MEET THE UHY GREEN TEAM

Ali Baydoun, CPA Bob Lickwar, CPA Todd Tigges, CPA Matt VanDerbeck, CPA
Principal Partner Partner Partner
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THE MARIJUANA INDUSTRY

Statistical numbers from December 2021:
e Total number of States where cannabis has been legalized:

(Could be just medical or include both medical and recreational)

38 States

 The average price in the US per pound:
$ 1,652

* 68% of the transactions had sale prices ranging $843 to 52,460 per pound nationally

* Approximately 12% of Americans are active marijuana users
e Support for legal marijuana is at an all-time high around 69% of adults

e The US cannabis industry is worth approximately $61 Billion
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THE MARIJUANA INDUSTRY

CURRENT LEGALIZATION STATE

Legalized states

[ Medical

- Recreational/Medical

-

Mote: Does not include states that have legalized only CBD-based oils.
Source: M|BizDaily research © 2021 M)BizDaily, a division of Anne Holland Ventures Inc.
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THE MARIJUANA INDUSTRY

Legalization via Legislatures in 2022

Several states are on track to legalize recreational or medical
marijuana this year through legislative action.

Medical Recreational

Expected to legalize Strong chance of legalizing
North
Carolina
Mississippi Rhode
Island South
Carolina

\

worth watching———

Maryland
New

Hampshire Delaware :

Hawail

Minnesota
Ohio .
Pennsylvania
Kansas

NOTE: Maryland's legislature is
expected to refer the issue to voters.

Source: MJBizDaily research © 2022 M|Biz, a division of Emerald X, LLC
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Recreational Marijuana Licenses Update: Connecticut

* Applications for select cannabis licenses are currently available.
* Current estimates for retail are late 2022.

* Separate lotteries for each license type will accept applications for 90 days:

Disproportionately Impacted Area Cultivator: Hybrid Retailer (4 licenses): February 24, 2022
February 3, 2022 (non-lottery) Food and Beverage (10 licenses): March 3, 2022
Retailer (12 licenses): February 3, 2022 Product Manufacturer (6 licenses): March 10, 2022
Micro-cultivator (4 licenses): February 10, 2022 Product Packager (6 licenses): March 17, 2022
Delivery Service (10 licenses): February 17, 2022 Transporter (4 licenses): March 24, 2022

* Half of the lottery licenses will be reserved for social equity applicants.

¢ License fees:

Non-Social Equity Fees Social Equity Fees

Name Lottery Provisional License Lottery Provisional License
Cultivator $ 1,000 $ 25,000 $ 75,000 $ 500 $12,500 $37,500
Micro-cultivator S 250 S 500 $ 1,000 $125 S 250 S 500
Retailer $ 500 $ 5,000 $ 25,000 $ 250 $2,500 $12,500
Product Manufacturer $750 $ 5,000 $ 25,000 $375 $ 2,500 $ 12,500
Food and Beverage S 250 $ 1,000 S 5,000 $125 S 500 S 2,500
Delivery/Transport S 250 $ 1,000 $ 5,000 $125 S 500 S 2,500
Product Packager S 500 S 5,000 S 25,000 S 250 S 2,500 $ 12,500

Hybrid $500 $ 5,000 $ 25,000 $250 $2,500 $12,500



10

Advisors

Tax & Business Consultants

UH

NORTHEAST MARIJUANA INDUSTRY

Recreational Marijuana Licenses Update: New Jersey

* Applications for the following recreational cannabis licenses are accepted since Dec. 15, 2021:

Class 1 Cultivator Licenses
Class 2 Manufacturer Licenses

Testing Laboratories
* Application acceptance for Class 5 Retailers will begin on March 15, 2022.

* License applications will be accepted on a rolling basis, with priority to Social Equity Businesses, Diversely-Owned
Businesses, and Impact Zone Businesses.

* No established limit on number of cannabis business licenses, but the number of Class 1 Cultivators is to be held to
37 licenses until February 22, 2023.

* Application fees:

Conditional License Applicant Annual License Applicant

Standard Business Microbusiness Standard Business Microbusiness
Application Submission Fee $200 $100 $400 $200
ApprovalFee $800 $400 $1,600 S800
Conditional Conversion Submission $200 $100 n/a n/a
Fee
Conditional Conversion Approval $800 $400 n/a n/a
Fee
Testln.g Faboratory Application $400
Submission Fee
Testing Laboratory Approval Fee $1,600
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Recreational Marijuana Licenses Update: New York

* Applications for cannabis licenses are currently unavailable.

* Once available, 50% of licenses will be awarded to social and economic equity applicants.
* Current estimates for retail are early 2023.
* Established license types:

* Adult-use Cultivator

* Adult-use Nursery

¢ Adult-use Processor

* Adult-use Distributor

* Adult-use Cooperative

* Adult-use Microbusiness

* Adult-use Retail Dispensary

* Adult-use On-site Consumption

* Adult-use Delivery

* Registered Organization Adult-use Cultivator Processor Distributor Retail Dispensary

* Registered Organization Adult-use Cultivator Processor Distributor
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THE MARIJUANA INDUSTRY
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Cannabis is here to Stay!
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KEY IRC SECTIONS FOR CANNABIS
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Definition of IRC 280E

Expenditures in connection with the illegal sale of drugs:

“No 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
trafficking in controlled substances (within the meaning of schedule I and Il
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.”
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KEY IRC SECTIONS FOR CANNABIS
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Section 61(a) defines “gross income” very broadly, using 15
examples of items that are includible in gross income.

* §61(a)(3) provides that gross income includes net gains derived from
dealings in property, which includes controlled substances produced or
acquired for resale.

*  “Gains derived from dealings in property” means gross receipts less
COGS, which is the term given to the adjusted basis of merchandise
sold during the taxable year.
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KEY IRC SECTIONS FOR CANNABIS
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What do the impact of § 61(a)(3) and § 280E mean in layman’s
terms?

* Deductions are allowed for cost of goods sold which represent a reduction
in gross receipts rather than an ordinary and necessary business expense

under § 162(a)

* Just because expenses are non-deductible, for federal purposes, does not
always mean the same thing at the state level. Most of the states where
cannabis is legal, at the state level, have de-coupled from the IRS rules

with regard to § 280E
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KEY IRC SECTIONS FOR CANNABIS
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How does § 471 come into play when determining cost of goods
sold?

*  The IRS through Chief Counsel Memorandum 201504011 indicated its

position that § 471 will be applied for calculating COGS.
= Notably 1.471-3 (b) for resellers and 1.471-3(c) and 1.471-11 for producers

*  RICHMOND PATIENTS GROUP, Petitioner v. COMMISSIONER OF

INTERNAL REVENUE, Respondent - (May 4, 2020)

= Recent court case that aligned the court system with the IRS position
regarding how the above code sections apply to resellers (i.e. provisioning
centers) and producers (i.e. growers and processors)
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Extracts of the relevant 1.471 regulations are as follows:

1.471-3(b) — “In the case of merchandise purchased since the beginning of
the taxable year, the invoice price less trade or other discounts, except
strictly cash discounts approximating a fair interest rate, which may be
deducted or not at the option of the taxpayer, provided a consistent
course is followed.”

1.471-3(c) — “In the case of merchandise produced by the taxpayer since
the beginning of the taxable year, (1) the cost of raw materials and
supplies entering into or consumed in connection with the product, (2)
expenditures for direct labor, and (3) indirect production costs incident to
and necessary for the production of the particular article, including in
such indirect production costs an appropriate portion of management
expenses, but not including any cost of selling or return on capital,
whether by way of interest or profit.”
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A typical limited liability company (LLC) can elect to be taxed
with the IRS under any one of the eligible tax statuses by
completing Form 8832 in a timely manner.

There 2 common types to consider:

* Tax paying entities
— (C-Corporation

* Flow-through entities
— Partnerships (including LLC taxed as partnerships)
- S-Corporations
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ENTITY TAX STATUS
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C-Corporation
Pros

1. Pays its own tax at federal rate of 21% currently compared to 37%
highest individual marginal rate

2. Taxis considered a corporate obligation and not an individual
obligation

3. Individuals do not receive a K-1 or any tax reporting forms unless they
receive a distribution

1.  Asecond level of tax is paid by the individuals receiving
distributions/dividends at rates ranging from 15% to 23.8% for federal

2. Structure is not flexible for admitting shareholders in a tax efficient
matter
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ENTITY TAX STATUS
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Flow-through entities — Partnerships (including LLC—taxed as
partnerships)

Pros

1. Single level of tax at the individual level

2. Structure allows for flexibility of admitting partners in a tax effective
manner

3. Cash distributions are not taxed again at the individual level

Cons
1. Rates can be as high as 37% for federal
2. Taxis an individual liability
3. Individual will receive annual K-1 for their share of the income

without corresponding cash distribution
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THE TAX IMPACT OF §280E
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It is important to model out the impact of the non-deductible
expenses related to §280E when deciding on the type of entity
for tax purposes.

It’s all about CASH FLOW!
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THE TAX IMPACT OF § 280E

Modeling example facts:

. Retail Provisioning Center licensee

. S5 million in annual sales

. Gross profit margin 40% (COGS is for purchases of product only)
. SG&A costs = $1,254,000

— Advertising & marketing — 200k
— Payroll and payroll taxes — 700k
— Professional fees — 110k

- Rent -84k

— Bank charges — 60k

— Repairs and maintenance — 25k
— Other costs — 75k
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SIMPLE MODELING EXAMPLE

C-Corporation Model Flow-through Model

Federal/State Tax Rate: 21% /6% 37% /4.25%

Sales S 5,000,000 S 5,000,000
Less: COGS (Product Only) 3,000,000 3,000,000
Gross Profit 2,000,000 2,000,000
Less: SG&A Costs 1,254,000 1,254,000
Income Before Taxes 746,000 746,000
Federal Income Tax 420,000 740,000
State of MI Income Tax 44,760 31,705
Net Income S 281,240 S (25,705)

Difference in Cash Flow S 306,945

23



Sheet1

		






Sheet1



						C-Corporation Model				Flow-through Model

		Federal/State Tax Rate:				21% / 6%				37% / 4.25%

		Sales				$   5,000,000				$   5,000,000

		Less: COGS (Product Only) 				3,000,000				3,000,000

		Gross Profit				2,000,000				2,000,000

		Less: SG&A Costs				1,254,000				1,254,000

		Income Before Taxes				746,000				746,000

		Federal Income Tax				420,000				740,000

		State of MI Income Tax 				44,760				31,705



		Net Income				$   281,240				$   (25,705)







						Difference in Cash Flow $ 306,945
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WHAT ABOUT DOUBLE TAXATION?
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The number one question in opposition we hear when
discussing the C-Corp (Form 1120) as an option for tax status is:

“What about the double taxation of Dividends?”
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MULTIPLE LICENSES

Many cannabis companies have acquired, or been pre-
approved, for more than one license. Often these licenses are
held all in one legal entity, regardless of type.

(i.e. 2 Grow and 1 Retail)

* Multiple licenses have multiple legal and tax risk profiles
Can unknowingly taint expenses that may be partially deductible
Try to keep the same type of licenses grouped together in one legal entity

*  Due to § 280E limitations, deductibility of expenses at the retail level is
far more limited then that of a growers and processors

25
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KEY CASE LAW
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Patients Mutual Assistance Collective Corporation dba
Harborside Health Center v. Commissioner,

151 T.C. No. 11. (Nov. 29, 2018)

This case further emphasizes a number of the issues surrounding the
cannabis industry, but one of the most important, relates to multiple
business operations within the § 280E spectrum.

The court has shown that a single legal entity can operate more than one
business under this definition, but conversely, you can have multiple legal
entities that can be viewed as a “single trade or business if they are part of a
unified business enterprise with a single profit motive.” This shows that form
over structure is what is important to the court. The importance lies in the
weight of actual operations as a business, as opposed to how your entities
are legally structured.
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KEY CASE LAW

27

Patients Mutual Assistance Collective Corporation dba
Harborside Health Center v. Commissioner (continued)

When considering whether an entity includes multiple businesses, the court
states: “We primarily consider the degree of organizational and economic
interrelationship of various undertakings, the business purpose which is (or
might be) served by carrying on the various undertakings separately or
together, and the similarity of the various undertakings.”

Harborside claimed they sold non-canna merchandise, therapeutic services,
and brand development. The court found no “separate books, entity,
management, or capital for the non-marijuana sales.” The court also held

that the non-canna business had a “close and inseparable organizational and
economic relationship with and incident to Harborside primary business of

selling cannabis.” Additionally they noted there is an “obvious business

purpose for selling items that facilitate and encourage marijuana use

alongside actual marijuana”.



https://www.cannabisbusinesstimes.com/article/harborside-tax-court-ruling-280e/
https://www.cannabisbusinesstimes.com/article/harborside-tax-court-ruling-280e/
https://www.cannabisbusinesstimes.com/article/harborside-tax-court-ruling-280e/
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VERTICAL INTEGRATION
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What is Vertical integration in the Cannabis industry?

Owners

Grower === processor

Retail / /

Provisioning
Cen
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VERTICAL INTEGRATION
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Vertical integration can provide for better margins, more secure supply
chain and ultimately an increase in enterprise value for a potential exit
strategy.

However, for §280E purposes it is imperative to respect each licensee,
whether a separate entity or division within the same entity to allow for
proper delineation of allowable costs.

= §280E myth — Growers and provisioning center under common ownership often
think that having a dispensary obtain the product from the grow at a higher
price would result in tax savings. Assuming the same entity tax status on either
side, would result in a neutral tax effect since any savings realized by the
dispensary will result in additional taxable income at the grow. Furthermore
charging at a rate that is not arm’s length can result in recharacterization of
the underlying transactions that could result in material negative tax effects.
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A typical vertically integrated ownership structure

Service
Provider

Location # 3

\

Retail /
Provisioning
Centers

Location # 2
Location
#1

Processor
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KEY CASE LAW
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Alternative Health Care Advocates, et al. v. Commissioner
151 T.C. No. 13 (Dec. 20, 2018)

The taxpayer corporation operated a medical marijuana dispensary in
California, deducted business expenses and adjusted its cost of goods sold
(COGS). The case is also consolidated with other taxpayers that are
individual shareholders of an S corporation organized to handle the daily
operations for the corporate taxpayer, including paying employee wages and
salaries.

Although the taxpayers argued that they were entitled to deductions for
their activities not related to the sale of marijuana, the court found that the
other activities the corporate taxpayer engaged in had “a close an
inseparable organizational and economic relationship” to the primary
business of selling marijuana.
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DON’T FORGET THE REAL ESTATE
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In general, the conventional wisdom for holding real estate
within an LLC and taxed as a partnership (Form 1065) holds true

for the cannabis industry.

However:

— Arms length transactions and agreements are very important
— Risk IRS could treat as one consolidated group for §280E
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WHAT DOES THE FUTURE HOLD?

With growing popularity and acceptance, many people have
asked where we see things going for the cannabis industry.
While our crystal ball is still a little cloudy, here are a few items
to share:

* The president cannot de-schedule cannabis by executive order—it
must be changed by legislation, which includes Congress.
* The SAFE Banking Act — which has sought for years to let the
cannabis industry access banking services — was revived late January
§‘4 as an attachment to the America COMPETES Act of 2022, a domestic

i ’ spending bill.

33

We are starting to see more M&A consolidation activity those States
that are more mature in legalization

* Cannabis stocks grew in 2021. Even though they have started to level
off in early 2022, they are still expected to finish strong.
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CONTACT INFORMATION

Ali Baydoun, CPA
Principal, Great Lakes Region

Bob Lickwar, CPA
Partner, Northeast Region

Direct: (248) 204-9363
Email: abaydoun@uhy-us.com

Direct: (860) 255-0108
Email: rlickwar@uhy-us.com

Todd Tigges, CPA
Partner, Great Lakes Region

Matt VanDerbeck, CPA
Partner, Northeast Region

Direct: (248) 204-9433
Email: ttigges@uhy-us.com

Direct: (518) 751-3015
Email: mvanderbeck@uhy-us.com
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CANNABIS SERVICE OFFERINGS

AUDIT & ASSURANCE*

36

Independent financial
statement audits

Reviews and compilations
of financial statements

Agreed upon procedure
reports

Financial forecasts and
projections

Financial reporting
assistance

Implementation of
accounting standards

Management assertion
testing

TAX PLANNING & COMPLIANCE

* Federal income tax
planning and compliance

* Business formation and
entity structuring

e State and local taxes and
incentives

* |IRC 280E analysis
* Excise taxes

* International tax planning
and compliance

* Transfer pricing
* Cost segregation

* Estate and succession
planning

* Compensation and benefits

*Services performed exclusively by UHY LLP, an independent licensed CPA firm
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CONSULTING AND ADVISORY

* Internal audit, risk and
compliance services

* Assistance with state
licensing requirements

* Management and
technology consulting

* Transaction services

* Client accounting advisory
services

* Resource solutions
* Cybersecurity

TRANSACTION SERVICES
* Mergers and acquisitions

* Financial and operational
due diligence

e Business valuation

* Financial fraud
examinations and
investigations

e Business insurance claims
measurement and
consulting

* Quality of earnings
assessments
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