by Annette Nellen, CPA

Ethical Considerations When Your Potential
Tax Client Is a Marijuana Business

WARNING: AssISTING THIS BusiNess MAY BE HAazarRpous To YOuUR LICENSE

of marijuana, but also recreational use, will increase the number
of marijuana businesses needing and seeking assistance from tax
practitioners.! As a result, tax practitioners may increasingly find
themselves faced with the question of whether to accept a mari-
juana business or to retain a client entering such a business.?

This article discusses legal and ethical issues a tax practitioner
faces in serving a marijuana business. Suggestions are offered to help
with these decisions and for alleviating practitioner concerns and bet-
ter ensuring that legitimate businesses obtain needed tax assistance.

Conflict of Laws

Despite several states allowing for the production, sale, and/or
use of marijuana, these activities remain a crime under the federal
Controlled Substances Act (CSA) (21 U.S.C. 801, et seq). The U.S.
Drug Enforcement Administration (DEA) classifies marijuana as a
Schedule I substance (“drugs with no currently accepted medical use
and a high potential for abuse.”).? In Gonzales v Raich, 545 U.S. 1
(2005), the Supreme Court held that Congress has authority under
the commerce clause to prohibit marijuana production and use even
if allowed under state law.

The Department of Justice (DOJ) has offered insights on how it
will enforce the CSA in light of state actions. The most current guid-
ance, issued by Deputy Attorney General James M. Cole on Aug. 29,
2013, notes that the federal government views marijuana as a “dan-
gerous drug” and its distribution as a “serious crime.” However, given
limited resources for investigations and prosecutions, the DOJ’s focus
is on eight enforcement priorities. These priorities include:

o “Preventing the distribution of marijuana to minors;

o Preventing revenue from the sale of marijuana from going to
criminal enterprises, gangs, and cartels;

o Preventing the diversion of marijuana from states where it is
legal under state law in some form to other states;

o Preventing state-authorized marijuana activity from being used
as a cover or pretext for the trafficking of other illegal drugs or
other illegal activity;

o Preventing violence and the use of firearms in the cultivation
and distribution of marijuana;

o Preventing drugged driving and the exacerbation of other
adverse public health consequences associated with marijuana
use;

o Preventing the growing of marijuana on public lands and the
attendant public safety and environmental dangers posed by
marijuana production on public lands; and

o Preventing marijuana possession or use on federal property.”

The Cole memo also states: “Nothing herein precludes investi-
gation or prosecution, even in the absence of any one of the fac-
tors listed above, in particular circumstances where investigation
and prosecution otherwise serves an important federal interest.”
Examples of such actions exist. In U.S. v. Oakland Cannabis
Buyers’ Cooperative, et al,* the Court held that there is no “medi-
cal necessity exception” to the CSA. In Sacramento Nonprofit
Collective, DBA El Camino Wellness Center v. Holder? the court
observed that “at no point did the Government promise not to
enforce the CSA.”
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Tax Practitioner Dilemmas

A tax practitioner’s dilemmas in assisting a marijuana business
are at least twofold: is the practitioner (1) committing a federal
crime and (2) acting contrary to applicable rules of conduct? There
is also overlap here in that commission of a crime can subject attor-
neys and certified public accountants (CPA) to disciplinary action
under their state licensing rules. Tax practitioners convicted of a
crime may also face disciplinary action from the Internal Revenue
Service (IRS) or be unable to obtain or renew a Preparer Tax
Identification Number (PTIN).® Another dilemma is possible risk to
a firm’s reputation of having a marijuana business as a client. The
client is violating federal law and as noted above, there is no DOJ
assurance that the law won’t be enforced.

The focus of this article is on the rules of conduct dilemma.

To appreciate the dilemmas and how they can arise, consider the
following scenarios:

e  Sam seeks assistance in starting a business to sell marijuana.
Tax-wise, this involves deciding on the form of entity, register-
ing with tax agencies, and setting up recordkeeping. Non-tax
legal issues for an attorney include helping Sam comply with
the state’s marijuana laws, which often have numerous, com-
plex provisions and interact with other laws such as zoning,
banking, and employment. Can the tax practitioner’s assistance
be viewed as enabling Sam to sell marijuana, such that the
practitioner could be viewed as having committed a federal
crime?” Has the practitioner violated any rules of conduct?

e Jane set up her marijuana business on her own this year. She
sells marijuana and related items (paper, vaporizers, etc.). The
store also sells books and yoga classes. Jane seeks help prepar-
ing her federal and state income tax returns. To properly assist
Jane, the preparer will need to determine whether Jane has a
single or multiple business, how to separate cost of goods sold
from other expenses, and what special rules may apply to Jane
(such as asset expensing).® Jane may also have sales or excise
tax obligations. Helping Jane meet her tax obligations enables
her to stay in business. Providing tax advice to lower Jane’s tax
obligations increases her cash flow. May a practitioner provide
tax assistance without concern of violating federal drug laws or
rules of conduct? Can the practitioner provide both tax prepa-
ration and planning services?

o Robert has been selling medical marijuana for several years,
but now realizes he inadvertently collected too little of sales tax
from customers. Robert seeks assistance from a tax practitio-
ner who works with the state tax agency through its voluntary
disclosure program to negotiate a settlement for less than
the full amount and a waiver of penalties. Is this practitioner
prohibited from doing so for Robert? Does the practitioner risk
an ethical violation or malpractice claim by not following his
normal practice to help Robert? What if the sales tax prob-
lem relates to a possible state law violation in how sales were
transacted?

Rules of Conduct

Rules of conduct applicable to a tax practitioner serving or con-
sidering serving a marijuana business are unclear and incomplete.
Attorneys have some guidance, CPAs very little. Practitioners must
review the rules they are subject to in the context of the realm of tax
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and non-tax issues that may arise in serving a marijuana business.

Attorneys: ABA Model Rule of Professional Conduct 1.2(d)
states: “A lawyer shall not counsel a client to engage, or assist a cli-
ent, in conduct that the lawyer knows is criminal or fraudulent, but
a lawyer may discuss the legal consequences of any proposed course
of conduct with a client and may counsel or assist a client to make a
good faith effort to determine the validity, scope, meaning, or appli-
cation of the law.” The comment on this rule notes the existence of
“a critical distinction between presenting an analysis of legal aspects
of questionable conduct and recommending the means by which a
crime or fraud might be committed with impunity.”

This rule leaves uncertainty with the scenarios mentioned earlier.
For example, is advising a marijuana business on how to optimize tax
deductions, “recommending the means by which a crime or fraud
might be committed”? Is explanation and application of the tax rules
permissible for past transactions, but not for future ones? Is all tax
work permissible in that it is not enabling the federal crime, but only
helping the client comply with tax obligations?

Colorado Opinion 125, The Extent to Which Lawyers May
Represent Clients Regarding Marijuana-Related Activities (April
23, 2012; addendum Oct. 21, 2013) interprets Rule 1.2(d). It notes
that a lawyer may represent a client accused of violating the state’s
marijuana law. It states though, that a lawyer cannot draft a contract
to facilitate the purchase of marijuana, as that would assist the client
with conduct that is a crime under federal law.

The Colorado opinion specifically mentions tax work, noting that



tax assistance that is “simply counseling a client about the legal
consequences of past conduct” may comply with Rule 1.2(d). It also
states:

“However, ‘[t]here is a critical distinction between present-
ing an analysis of legal aspects of questionable conduct and
recommending the means by which a crime or fraud might
be committed with impunity.” Colo. RPC 1.2(d), cmt. [9].
Under Colo. RPC 1.2(d) as written, a lawyer violates that
Rule at the point where tax preparation becomes tax plan-
ning, the intent of which is to assist a client with planning
the violation of federal law.”

Not all states have clarified Rule 1.2(d) with respect to mari-
juana matters that are allowed under state law. Generally, existing
opinions urge caution. For example, Opinion #199—Aduvising cli-
ents concerning Maine’s Medical Mariyjuana Act (7/7/10) notes
“Participation in this endeavor by an attorney involves a significant
degree of risk which needs to be carefully evaluated.” Connecticut
Informal Opinion 2013-02, Providing Legal Services to Clients
Seeking Licenses under the Connecticut Medical Marijuana Law,
concludes that lawyers may advise clients on the requirements of that
state’s marijuana laws, but may not assist them with conduct that
violates federal criminal law. “Lawyers should carefully assess where
the line is between those functions and not cross it.”

In contrast, Arizona suggests more leeway. State Bar of Arizona
Ethics Opinion 11-01: Scope of Representation (2/11) interprets
1.2(d), with specified caveats, as allowing an attorney to “perform
such legal acts as are necessary or desirable to assist the client
to engage in the conduct that is expressly permissible under the
[Arizona Medical Marijuana] Act.”

In March 2014, the Colorado Supreme Court added a comment
to Rule 1.2 to provide that a lawyer “may counsel a client regarding
the validity, scope, and meaning of” the state’s marijuana laws within
specified parameters.” Without specifics under state ethics rulings
and no explicit statement that helping a business to be compliant with
all tax laws is permissible (despite conducting a business that violates
federal law), attorneys in most states face uncertainties in how tax
assistance will be viewed under Rule 1.2(d).

CPAs: Two primary concerns CPAs have in advising a marijuana
business are summarized below with examples:

e  Acts discreditable. For example, the American Institute of
Certified Public Accountants (AICPA) Code of Professional
Conduct § 501, Acts Discreditable, provides: “A member shall
not commit an act discreditable to the profession.”

o Good moral character and compliance with laws. For example,
the New York State Society of CPAs’ Rule 101—/ntegrity, states:
“A member shall maintain integrity by ... (b) conducting oneself
in the practice of public accountancy by evidencing moral fitness
to practice; ...”

The AICPA and two state CPA organizations suggest that “CPAs
considering whether to provide services for medical and/or recreational
marijuana businesses need to proceed with caution.” The organizations
note though, that state marijuana laws create marijuana businesses
that need accounting and tax assistance, leaving “CPAs in a gray legal
area.”"’

Suggestions for Tax Practitioners
Following are suggestions that may help reduce the legal and ethical
risks associated with providing tax assistance to a marijuana business.
Prospective client analysis: The following suggestions are intend-
ed to be ones performed beyond normal due diligence procedures for
deciding whether to accept a client.

o Review the rules of conduct pertaining to your license(s).

o Review your umbrella, malpractice, and other relevant insurance
policies.

e Ask your malpractice insurance carrier what concerns, if any, it
has.

o Consult your legal counsel.

o Perform expanded due diligence. In addition to your usual
process, consider taking measures to help you determine if the
prospective client is in compliance with the state’s marijuana laws
and the Cole memo. For example, ask for a legal opinion that the
prospective client is in compliance with state law.!!

o Require that the client have a bank account, as it may increase
the likelihood of compliance with state law. Financial institutions
are reluctant to provide services to marijuana businesses due to
provisions of the Bank Secrecy Act. However, in February 2014,
the Financial Crimes Enforcement Network (FinCEN) of the
Treasury Department issued guidance for these institutions that
may alleviate some concerns (FIN-2014-G001). This guidance
explains the type of suspicious activity report an institution must
file for a marijuana business, ranging from “limited” (no suspicious
activity noted) to “termination.”

e Implement the due diligence suggestions of FIN-2014-G0O1.
While the FInCEN guidance is for financial institutions, the due
diligence suggestions should prove useful for a tax practitioner.
They include verifying the business is properly licensed and
registered, reviewing the license application, and learning of
the business such as expected activity and the nature of the
products sold.

o Consider the possible impact on your firm’s reputation and your
existing client base.

o Check the prospective client’s understanding of the federal, state,
and local law governing marijuana. Determine if he or she has legal
counsel to assist in understanding and complying with these laws.

Having a mariyjuana business client: Following are some consid-
erations should you accept a marijuana business as a tax client:

o Engagement letters—Include that the client is expected to follow
applicable laws and use a bank account for all transactions. Also
remind the client of the limited privilege for tax work (IRC § 75625
and in general) and no privilege for non-tax related information
(such as if the CPA learns the client sold beyond the state limits
or sold outside the state).

o Follow normal billing practices ensuring that fees are not related
to client profitability.

o Consider whether some tax-planning services or solicitations
should not be extended to the client.

o Repeat the initial due diligence annually and be sure client knows
this will occur.

o Be alert to any actions or comments of the client that indicate they
may be in violation of state law or the Cole memo.
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Other Issues

Beyond client matters, tax practitioners may have additional
issues and concerns related to state marijuana laws. For example, can
or should a firm prohibit personnel from using marijuana?

A Better Way

The issues described in this article have existed since 1996 when
California allowed medicinal use of marijuana. As more states allow
some use or broaden current laws, more businesses will need and
seek tax assistance. In addition, states may follow Colorado’s lead
and create new taxes and compliance obligations.'?

State tax agencies and the IRS would benefit from marijuana
businesses having competent tax advisers, as these businesses
are subject to complex tax rules. Outside of tax law, governments
would benefit from marijuana businesses having competent legal
and accounting assistance to be sure they operate within the law.

To reduce or eliminate the risks for practitioners, states should
consider the following actions:

o Require marijuana businesses to certify annually that they
have not violated the Cole memo priorities. Additional annual
compliance checks could be included. This helps to limit the
likelihood of advisers working with businesses at risk of federal
or state prosecution.

o Enact laws providing that licensed practitioners will not be in
violation of state licensing and disciplinary rules for assisting a
client operating under state law where the practitioner reason-
ably believes the client is operating within state law.

Inthemeantime, tax practitioners should proceed with caution.'” ®
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