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IRC § 280E: Taxation of Illegal Income 

Section 280E provides: 

“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 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.” 

Although medical marijuana is legal in several states, the IRS does not allow business expense 
deductions for businesses operating in the industry. This is because marijuana is considered to be a 
Schedule I drug, so state-authorized dispensaries still violate federal law. The IRS does not allow for non-
inventory expenses to be deducted. IRC § 280E allows a person’s taxable income to be subject to the 
same Federal income tax rules, regardless if it was made legally or illegally.  

There are two general exceptions to IRC § 280E: 

1. The code is limited to the taxation of illegal income, so if the taxpayer is involved in another 
business along with selling medical marijuana, deductions can possibly be taken in connection to 
the other function. A taxpayer will not be barred from deducting expenses from a legal trade 
simply because they are involved with the trafficking of a controlled substance. These 
deductions must be well-supported and proof should be available that the deductions are truly 
not in relation to the illegal income. In a 2007 U.S. Tax Court decision, a caregiving company in 
California was allowed to take business deductions because the sale of marijuana was 
considered to be an ancillary aspect to their main operation. A case in 2012 (Olive v. 
Commissioner) was given a different ruling, because the sale of marijuana was determined to be 
the essential aspect of the business. The business did provide other caregiving functions such as 
yoga, but those were determined to be merely incidental, therefore the owner was not allowed 
to take business expense deductions.  

2. The second exception was highlighted during the Olive v. Commissioner case. The judge ruled 
that a seller can subtract the cost of goods sold (COGS) from gross revenue, which does not 
count as a deduction under IRC § 280E. COGS is considered the carrying value of goods sold 
during a particular period, and they are excluded from IRC § 280E. Adjustments of gross receipts 
in determining a taxpayer’s gross income is not prohibited under IRC § 280E. It is still the case 
though that regular and necessary business expenses such as wages cannot receive any 
deductions or credits. It is very important that clear, detailed, and accurate records are kept to 
show the IRS how much COGS can be subtracted from gross revenue, because they can argue 
that records are not complete enough to allow this. 

The IRS published a legal memorandum in late January of 2015 that noted how Section 280E was to be 
applied in the industry of medical marijuana. This memorandum states that COGS are to be computed 
by retailers and producers of medical marijuana under inventory rules. Retailers are permitted to 
include invoice prices of medical marijuana, transportation fees and discounts, and other necessary fees 
related to the obtaining of the medical marijuana. Producers can include direct material and labor costs 
(seeds, planting and harvesting fees) in the COGS. Major indirect costs (repair, utilities, maintenance) 
can be included if they are deemed fundamental to the process of production. It is possible for other 
indirect costs (depreciation, factory expense, insurance) to be included depending on the accounting 



approach of the company in question. It is suggested that producers and retailers of medical marijuana 
use the accrual basis (as opposed to the cash basis) of accounting, unless explicitly authorized, as 
differences in tax liability could be severe.  

California Prop 215: Rules for Cultivation and Possession 
 
Proposition 215 protects caregivers and patients who legally cultivate or possess medical marijuana (this 
includes edibles, concentrated cannabis, and hashish) from criminal laws. It also protects California-
licensed physicians who espouse the use of medical marijuana for valid treatment purposes from any 
punishments.  
 
The user of medical marijuana must have a valid illness for which relief is provided with medical 
marijuana, and California-licensed physicians, osteopaths, and surgeons must recommend the use of 
medical marijuana in order for users to legally use it. Illnesses that are usually allowed medical 
marijuana use include but are not limited to: AIDS, cancer, anorexia, chronic pain, spasticity, migraines, 
and arthritis.  
 
Under Prop 215, patients can grow a reasonable amount of marijuana for personal use (as maintained 
by the guidelines of SB 420); however, if the growth in the garden is large, law enforcement is entitled to 
suspect.  
 

California SB 420: Creation of Voluntary State ID Program 
 
California Senate Bill 420 specifies California Proposition 215, which initiated the medical marijuana 
program in California. 
 
SB 420 makes it a necessity for the State Department of Health Services to start and oversee a voluntary 
program that defines qualified patients. This program allows for establishment of an identification card 
that allows for legal access to medical marijuana. It also establishes a set of rules for related crimes to 
the identification card program, and then the attorney general chooses to clarify specifics and set rules 
regarding topics such as cultivation limitations and possession. This senate bill pinpoints some of the 
duties of this state department, which include creating forms, applications, standards, and renewal fees.  
 
SB 420 protects patients and caregivers from arrest for transportation and other charges not covered in 
215. In addition, SB 420 allows patients to obtain a higher amount of marijuana if they have a physician’s 
note. The law also makes all counties follow the minimum statewide guideline for possession, 
disallowing “zero tolerance” policies. The statewide mandate set by SB 420 states that 6 mature or 12 
immature plants and ½ pound (8 oz.) of processed cannabis is allowed per patient. Individual counties 
and cities can increase but not decrease the amounts dictated by the state. Furthermore, patients are 
able to be exempted from these statewide limits only if their physician affirms that the patient requires 
a greater amount of medical marijuana for personal use.  
 

1. People v. Kelly (2010) states that patients are unable to be prosecuted for cultivating amounts of 
marijuana over the SB 420 limits. They will, however, be responsible for defending themselves 
regarding the amount grown versus the amount needed. Medical needs of the patients must be 



consistent with the amount of marijuana personally grown. Exemptions, or increases over the 
legal statewide amount can only be cleared by California-licensed physicians.  

 
There is a provision that forbids caregivers to have more than one patient outside of their own city or 
county. The term “caregiver” itself is defined as the individual designated by a patient that is responsible 
for their safety, housing, or health. Caregivers should limit their growth and services to a select list of 
members who do not have other caregivers. The California Supreme Court ruled that the caregiver 
defense cannot be taken if the defendant just sells or grows medical marijuana for patients. Cannabis 
clubs cannot be considered as legal primary caregivers because they cannot reasonably provide the level 
of “care” required for the caregiver designation to a large number of members (patients). Dispensaries 
are usually for walk-in patients and cannot expect to take the caregiver defense. SB 420 allows patient 
cooperatives/collectives to grow, distribute, and/or sell medical marijuana as a non-profit to their 
members. Only primary caregivers who consistently attend to their patients can charge for services. 
 


