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Structuring Your Cannabis Empire
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Market consolidation in the cannabis
industry was always going to
happen, and it is already starting to
happen. States like Washington and
California have or will have limits on
the number of marijuana-licensed
businesses that individuals can own,
but those limits are likely to erode
over time. The market simply puts
too much value on the efficiencies
that come with consolidation
— more consistent retail and product

How to structure your cannabis empire

experiences, lower prices, etc. There
are negatives that come with market consolidation, especially if markets move past
standard consolidation to anti-competitive consolidation. Market efficiency is good, but
oligopolies are bad. For government regulators, the value in market consolidation is that
companies that earn more money have more resources to put into compliance —
enforcement is likely to be easier. But market consolidation also makes it easier for
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businesses to coalesce and participate politically, and business political power can come at
the expense of regulatory political power. For a thoroughly enjoyable Ted Talk on “Big
Marijuana,” I cannot recommend highly enough this talk given by Hilary Bricken, our lead
cannabis business attorney in Los Angeles.
But we are still in the early stages and the possible negatives of market consolidation still
appear to be a long way into the future. Acquisition and merger activity continues to be hot
in the cannabis industry, as is organic growth and expansion. If you are one of those
growing businesses, there are a ton of ways to put it all together. You can have a single
corporation that holds everything. You can have a corporate holding company with multiple
wholly-owned subsidiaries. Or you can have a number of parallel entities with common
ownership but without a direct corporate relationship to one another. Here are a few
considerations to keep in mind when putting it all together.
1. Liability structuring: There are two schools of thought on how many entities to have
for a business that has multiple locations and holdings. On the one hand, having
multiple corporate entities is great for limiting liability. If you own five retail stores and
have each of them in separate legal entities and one of them gets sued, the worst-case
scenario is you totally lose one store and have to shut it down. If they are all owned in
one large entity, all of the assets are at risk. On the other hand, properly managing
many different companies can be a governance and accounting nightmare. The
efficiency gains of internally consolidating as many things into single entities can be
worth it regardless of the additional liability exposure.
2. Investment: A cannabis business’s valuable assets can generally fit into the following
categories: trademarks and other intellectual property; real and personal property and
other physical assets, inventory, cash receivables and ongoing profit interest. When
that business goes out to raise capital, a fundamental question to ask is whether the
investor is buying into the whole pie, or if the return on investment is targeted. With a
multi-entity structure, an investor can invest in Facility A, while having no stake in
Facility B or IP Holding company C. But be warned — different ownership structures in
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related companies come with serious risks of conflicting interests for the management
of those companies, and the business must adopt cross-company conflicts policies.
3. Employees: Multi-company structures often involve employees providing services to
multiple entities. This is especially true for internal marketing employees,
bookkeepers, and anyone else involved in business strategy. But it can also be the
case where employees at one entity are asked to cover a shift at a different location.
This can be a major headache if the business doesn’t have clear employment policy.
There are three main options. First, the companies can all maintain clear separation
and treat the employee as separately employed by each company. This isn’t really a
good plan, however, because for many government purposes, like the Family and
Medical Leave Act, the Affordable Care Act, and overtime rules, the business entities
will likely be treated as an integrated employer anyway. Another option is to use
“paymaster” rules, where a single entity within the chain can pay the employees and
be reimbursed by the other entities. Finally, an affiliated entity within the business
structure can serve as a professional employer organization and be licensed to
formally provide paid employment services to the various entities within the business
empire.
4. Company Separation: No matter how closely aligned, different legal entities should not
commingle their funds. Work done by third parties should be invoiced to the recipient
of that work, and transactions within the business empire need to be invoiced and
paid at reasonable market rates. Without following clear structures and formalities,
there could be tremendous tax and liability consequences — the liability shield that
exists between entities can be pierced if the companies don’t act as if they are truly
separate.
As cannabis businesses grow, the time and money spent on internal compliance and good
governance processes needs to grow as well. Policies and procedures that work for a single
location company don’t work when that company outgrows its original home and
multiplies.
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Cannabis Entity Selection: Corporation, LLC or
Something Else?
By Canna Law Blog on March 19, 2018

It’s a good time to revisit the very
basics of cannabis company
structuring, particularly in light of two
new developments in 2018: tax reform
and California state-wide legalization.
Thus, this three part series “Reviewing
Corporate Law Basics” will address:
Part 1: Cannabis Entity Selection:
Corporation, LLC or Something
Else?
Part 2: Equity Incentives for Your Startup: Restricted Stock, Stock Options, or
Something Else?
Part 3: Canna Exits in 2018: Sale, Merger, or Something Else?
Cannabis Entity Selection: Corporation, LLC or Something Else?
https://www.cannalawblog.com/cannabis-entity-selection-llc-corporation-or-something-else/
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Prior to California’s Prop 64 taking effect on January 2018, entity selection for “direct
operator” marijuana companies was relatively straightforward. State law required
companies to operate on a not-for-profit basis, and non-profit mutual benefit corporations
became pervasive, with a smattering of other non-profit entity types. In 2018, these notfor-profit entities are converting en masse to for-profit entities.
Transitioning companies, as well as new operators (both direct operators and ancillary
companies), are asking the ever-popular early-stage question: should we be a corporation,
an LLC, or an *insert creative choice*? Luckily, for most companies the decision becomes
clear based on a few key factors. And for the remaining companies, the founders can make
a decision based on their assumptions. Changing corporate forms is an option if necessary.
The tax analysis also should be considered, in conjunction with an expert in cannabis
company taxation. A detailed analysis of your business’ goals and growth path are needed
to do this analysis fully–and you should always consult your trusted corporate attorney–
but this article may help you to consider the advantages and disadvantages of your options.
Note that we assume all companies will incorporate in California, which is the default
recommendation for businesses in the cannabis space operating in California. However,
even for an ancillary company that may choose to incorporate in Delaware, or the newest
favorite – Nevada – the state-to-state analysis is not fundamentally different.
C Corporation
General Background.
Are you planning to raise funds through successive equity financings? Are you planning to
raise funds from Institutional investors? If the answer to either of these questions is yes,
then there’s a 90% chance that a C Corporation is right for you. If both answers are yes,
then you’re certainly going to go with a C Corporation.
Simply put, a C Corporation is the overwhelming choice for companies that will raise funds,
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because of its ability to issue stock to investors, and create classes of preferred stock for
equity investment rounds. Further, corporations have better options when it comes to
issuing equity incentives to employees. While it’s true that an LLC can mimic a corporation
in many respects, and can issue classes of “units” similar to stock – this non-standard
structure offers no advantages for financing through equity investments, and it will severely
limit the types of investors the business can approach. For a business seeking to get the
best terms for an equity financing, immediately cutting out the majority of potentially
interested investors makes little sense.
Further, even though an LLC can mimic a corporation in many respects, the differences in
tax treatment of a C Corporation versus an LLC must be considered carefully.
Tax Considerations.
Previously we wrote about the tax consequences of entity selection. We also covered the
fact that you can make a “tax election” to have your business be taxed as a C Corporation.
Before the Tax Cuts and Jobs Act (“TCJA”) the C corporation was not the first choice of
closely-held businesses. The first drawback was that C corporations had a relatively high
tax rate of 35%. Under the TCJA, that corporate rate was reduced to a flat 21%.
The second drawback, was the issue of “double taxation”. A corporation is subject to
income tax at the entity level. In addition, dividend distributions are taxable to
shareholders. Because of the historically high corporate tax rate, this double taxation
generally discouraged companies from operating as C corporations.
Under the TCJA, a corporation and its shareholders are still subject to double taxation;
however, the corporate tax rate has been lowered such that double taxation may still result
in the most favorable tax outcome.
For example, a C corporation that earns $100,000 will pay tax of $21,000 ($100,000
*21%). If that same corporation dividends 100% of its earnings to shareholders, the
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maximum tax at the individual level is $23,800 ($100,000*23.8%). So the combined
amount of tax is $44,800 ($21,000 + $23,800). In comparison, a partnership (or S
corporation) results in less overall tax to the owners $37,000 ($100,000 *37%).
However, a C corporation is the preferred structure if the plan is to limit the amount of
dividends paid to shareholders. For example the total tax hit to a C corporation and its
shareholders that paid out dividends of $50,000 is: $32,900 [$21,000+ $11,900($50,000 *
23.8%)]. In this case, a C Corporation saves $4,100 of taxes compared to operating as a
partnership. The C Corporation has the additional benefit of insulating
shareholders/owners from personal liability for federal income tax.
These parameters are why we recommend that our clients use their current business plan
and think about how much cash they wish to distribute each year. From there they can use
some real data to make a much better decision regarding entity formation, We have run
numbers for other clients to determine what entity structure best fits within their goals. At
the end of the day, a client that manages its cash distributions can operate as a C
corporation and usually achieve a better tax result than being structured as a flow-through
entity.
LLCs
General Background
If you answered “no” to the questions posed up top, and you can answer “yes” to any of the
questions posed below, then an LLC may be right for your business.
Are you planning to keep the number of owners small? Do you anticipate the business will
not require significant funding, or do you intend for the principals of the business to selffund the company’s growth? Will you have a small number of capital partners, that you
know are already comfortable with an LLC?
If so, an LLC could suit your business. The primary LLC advantages are:
https://www.cannalawblog.com/cannabis-entity-selection-llc-corporation-or-something-else/
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Ease of establishment and maintenance
Ease of amendment
Highly customizable
LLCs are set up by and managed through an Operating Agreement, which is essentially a
contract between the LLC Members governing the management and structure of the
business. As such, the Operating Agreement can be modified a myriad of ways, allowing the
business to have fewer moving parts that require meetings and maintenance (such as
shareholders and directors). LLCs are pass-through entities, meaning profits and losses pass
through directly to the members. For a business with a few principals, this may keep it
simple and straightforward. But for outside investors, the LLC may generate “unrelated
business taxable income.”
Tax Considerations
Even if the company’s future fundraising plans are not determinative, sending you down
the C Corporation path, founders should also undertake a detailed tax analysis before
making their choice. Our firm has developed a model for determining whether a cannabis
LLC should be treated as a partnership/flow-through entity or as a C Corporation for
federal income tax purposes. Generally, taxation as a partnership/flow-through entity will
be more favorable under the following circumstances:
The individual tax brackets of the LLC members are below 37%;
The individual member/partners qualify for the favorable 20% deduction for flowthrough income under IRC section 199A;
The business plan emphasizes distributing cash to investors over reinvesting cash into
the business (growth).
Anecdotally, roughly ninety percent of our clients that go through the exercise of
comparing LLCs and C Corps, end up choosing a C Corp. That said, a fair number are more
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comfortable with LLCs through their experience in real estate investing, private equity, or
other business experience, and go with the LLC without much additional thought. By and
large, these are businesses where the principals anticipate contributing their own capital to
fund the company’s growth, or possibly reaching out to a small pool of capital partners or
other financing.
Something Else
Cannabis investors and operators should also consider whether a hybrid structure would be
advantageous. Real estate investors, for example, should consider the application of the
Real Estate Investment Trust (“REIT”). The REIT is a legal entity not subject to federal
income tax. Instead, a REIT may deduct dividends it distributes to investors, essentially
acting as a conduit. REITs must have at least 100 shareholders and are suitable only for
large scale investments.
Likewise, certain corporations may be treated as cooperatives under federal income tax
law. Cooperatives may or may not be taxable entities under the federal income tax law. An
organization that is considered a cooperative under state law does not mean that the
organization is a cooperative (or tax-exempt) under federal income tax law. One possible
advantage to operating as a federal cooperative is that certain patronage dividends are
deductible by the co-op and taxable to the recipient. Cooperatives may avoid double
taxation; however, the operating requirements are highly technical and strictly enforced.
There are a few other “hybrid” corporate forms that we regularly see proposed—the
California Benefit Corporation and the Social Purpose Corporation. In essence, these
entities require that corporate leadership consider factors in all business decisions: a
Benefit Corporation must advance “general public benefit” and consider not only profit, but
also how its business decisions affect its community, society, and the environment.
While these are commendable goals, B-corps can be problematic: any shareholder can bring
a derivative lawsuit against the corporation alleging that its leadership, in any business
decision, did not consider all of the required factors. Growth stage startups need to be able
https://www.cannalawblog.com/cannabis-entity-selection-llc-corporation-or-something-else/

Page 6 of 7

Cannabis Entity Selection: Corporation, LLC or Something Else? | Canna Law Blog™

12/7/18, 8(38 PM

to make decisions quickly and confidently—and not under the constant threat of a suit.
Also, from an investor point of view, B-Corps and Social Purpose Corporations often carry
too many unknowns. Therefore, founders moving from a C-Corp to B-Corp may find their
investors moving from a “Y” to “N.”
Stay tuned for parts 2 and 3 of this series, on equity incentives and company exits.
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Cannabis Business Entity Selection: Effects of
Tax Reform
By Jim Hunt on October 26, 2017
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On September 27, 2017, the Trump Administration introduced its framework for tax
reform, known officially as the “Unified Framework for Fixing our Broken Tax Code.” Not
surprisingly, the proposal leaves the details to Congress. Though the current proposal is
short on detail, cannabis businesses should be aware of the impact the overall rate may
have on their choice of legal entity.
Up front caveat: there is no chance Congress will pass a tax bill that exactly matches the
current proposal. The proposal doesn’t have enough detail, for one. But more important is
that the Congressional meat grinder of wheeling and dealing and lobbying generally ends
up yielding a product that differs greatly from initial proposals they receive from the White
House. Regardless, it’s useful to get an idea of what direction the administration and
https://www.cannalawblog.com/cannabis-business-entity-selection-effects-of-tax-reform/
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Congress are likely to push taxes.
Tax Proposal Highlights. The centerpiece of the current tax proposal is to dramatically
reduce tax rates, as per the below.

Business Form

2017 Tax Rate

Proposed Tax Rate

Sole Proprietor

10%-39.6%

25%

Partnership/LLC

10%-39.6%

25%

S Corporation

10%-39.6%

25%

C Corporation

15%-39.0%

20%

The current proposal will change how entities treat the costs of equipment and other
capital assets under the tax code. Under current law, businesses cannot deduct the full cost
of capital equipment — the cost is deducted over a period of years through scheduled
depreciation. The new proposal would, at least for a limited time, treat capital expenses the
same as operating expenses, allowing companies to deduct the full cost of capital
equipment in a given year. This could be a significant benefit to cannabis growers and
producers, who can categorize most of their capital equipment as costs of goods sold.
Retailers, on the other hand, are unlikely to benefit because deductions for their capital
equipment expenses are generally barred by IRC §280E.
In determining the legal structure for your cannabis business, you have two fundamental
choices. Do you form a corporation, which is subject to federal income tax itself, or do you
form a “pass-through-entity” (typically a limited liability company) where the entity pays no
tax, but profits or losses are allocated to the company owners, and those owners must pay
individual taxes?
C Corporations. C Corporations are liable for federal income tax at the entity level.
https://www.cannalawblog.com/cannabis-business-entity-selection-effects-of-tax-reform/
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Shareholders are not individually liable for those taxes, but they are liable for taxes paid
on dividends they receive. This is the dreaded “double taxation” people refer to when
criticizing the corporate tax system. But if the corporate tax rate for C Corporations is
reduced to 20% across the board, C Corporations may become very attractive to cannabis
businesses.
C Corporations can offer additional benefits. If the IRS audits a C corporation, additional
taxes assessed are a liability of the corporation, not a personal liability of the shareholders.
Compare to a partnership, where even if a partner were completely innocent of any blame
in a situation where prior year profits were understated, that partner would be individually
liable for any assessment of unpaid taxes. The IRS treats shareholders active in a C
corporation as employees and thus not subject to the 15.3% self-employment tax. C
Corporations also typically offer greater flexibility regarding employee benefits and
incentive compensation.
Limited Liability Companies. Limited liability companies have become the most common
entity choice for those starting a business, cannabis or otherwise. They protect their
members from personal liability like a corporation, and they also provide considerable
management flexibility, lacking the mandatory formal structures of corporations.
For income tax purposes, the LLC is a chameleon and may take on many forms. An LLC with
a single individual member is treated as a disregarded entity — individual members report
business operations directly on their personal tax returns. Under the current tax proposal, a
sole proprietor’s (or single member of an LLC’s) income from his or her business activity
would be taxed at 25%, however, it also indicates that a “wealthy individual” may not avoid
“the top personal tax rate.” But the proposal does not have any details on how exactly that
exception would be included in a final tax bill.
An LLC with more than two members is treated as a partnership and tax is imposed at the
partner level, with the partners’ share of income or losses reported on their personal
income tax returns. Again, under the proposal, each partner’s tax rate is capped at 25%.
https://www.cannalawblog.com/cannabis-business-entity-selection-effects-of-tax-reform/
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Presumably, a partner that is a C Corporation will be taxed on 25% of its pass-through
income.
Finally, an LLC may “check-the-box” and elect to be treated as C or S corporation. S
Corporations are pass-through-entities and S Corporation shareholders are taxed at the
shareholder level similar to partners in a partnership. The income of an LLC that elects to
be treated as a C corporation would presumably be taxed at the 20% corporate tax rate.
One benefit of a pass-through-entity is that a partner is not subject to double taxation as cash
distributions to a partner may be received tax-free. In addition, an LLC/partnership generally may
be dissolved with a lower risk of triggering recognition of income on the liquidation. For example,
let’s say that a C corporation buys a piece of real estate for $400,000, and two years later the
real estate has appreciated in value to $600,000. The shareholders’ original investment in
corporate stock is $300,000. If the corporation dissolves and the shareholders receive the real
estate, they have to pay tax on the fair market value of the property ($600,000) less their
original stock investment ($300,000). So, the shareholder must pay tax on a gain of $300,000.
But in an LLC/partnership, the liquidation of the partnership would not be a taxable event, so the
partners would not immediately pay tax on that value.
There are a few drawbacks to partnerships in the cannabis space. As discussed earlier, partners
have individual liability for tax that the partnership owes, so all partners must be diligent to
ensure they are making sufficient tax payments. Additionally, because of some quirks in the
partnership tax code, IRC 280E has the effect of making a partner that is selling its interest pay
more tax on the sale of that partnership interest than a similarly situated shareholder in a C
corporation would pay. Finally, members/partners must pay employment taxes at the 7.65%
rate, whereas the C Corporation pays a shareholder employee’s share of such taxes.
If you are making an entity selection decision soon, keep an eye on Congress. The tax code
can be hard to understand, and the media doesn’t always concentrate on details that can
have a dramatic effect on things like business entity selection. Any major tax reform will
create a lot of confusion and will change some common assumptions, so stay vigilant.
https://www.cannalawblog.com/cannabis-business-entity-selection-effects-of-tax-reform/
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Marijuana Benefit Companies
By Vince Sliwoski on July 18, 2017

The cannabis movement has always had a benevolent
streak. Many people produce and disseminate the plant
to alleviate illness and suffering. Others support
legalization for social justice reasons– unwinding the
prison industrial complex, for example. And still others
are simply interested in solving hard problems, such as
the outsized environmental footprint of cannabis grows.
When people of this general orientation approach our
cannabis attorneys to start cannabis businesses, they
often ask about “benefit company” status.
Over the past several years, most states in the U.S. have
adopted benefit company statutes. Generally speaking, a
benefit company is a type of corporation or limited liability company that considers its
impact on society in making decisions. Sometimes, B Corps and B LLCs are said to have a
“triple bottom line” which includes not just profits, but also the community and the
environment. A few well known benefit companies include Patagonia and Ben & Jerry’s.
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Because of the triple bottom line ethos, benefit companies do not impose a strict duty on
their directors, officers, managers or members to maximize profits. This differs from a
traditional corporation, where governing individuals can be exposed to shareholder
litigation for failing to make decisions that maximize profits. Cannabis entrepreneurs, like
business people in other industries, may find this element of benefit company status
attractive.
Benefit companies may sound a bit like non-profit corporations, but they aren’t. For state
and federal tax purposes, benefit companies are considered for-profit entities. They also
tend to be structured no differently than for-profit companies, in terms of underlying
company paper and personnel. Benefit companies do behave like non-profits in the sense
that they are mission-oriented, but that’s about it.
Almost all states now accept benefit companies and follow the model B Corp legislation,
which hasn’t been around all that long. As a result, the process of becoming a benefit
company is fairly consistent from state to state. Some especially progressive states, like
Oregon, have adopted a broader version of the benefit corporation law that allows
founders to form benefit LLCs, in addition to corporations. In the Oregon cannabis industry,
we have formed both kinds of companies.
In most states, forming a benefit company isn’t terribly difficult: as far as filing, it’s typically
a “check the box” election that is made in the entity’s Articles of Organization (LLC) or
Articles of Incorporation (corporation). It’s what comes after the election that takes some
thought. The benefit company is required to adopt a third party standard to judge its efforts
to accomplish a public benefit (such as the B Labs Impact Statement). Each year, the
company must also draft a benefit report detailing its efforts in achieving its public benefit,
and distribute the report to its owners and through its website.
Benefit companies often help owners and investors feel good about their enterprises, and,
from a branding point of view, the B Lab certification is a great look. Looking back, the
cannabis industry has made big strides over the past few years with respect to community
https://www.cannalawblog.com/marijuana-benefit-companies/
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integration and acceptance. Let’s see whether recreational pot businesses continue to
embrace the benefit model, especially as key states like California come online in 2018.

Copyright ©2018, Harris Bricken, LLP. All Rights Reserved.
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How To Open A Cannabis Business: For-Profit
vs. Not-for-Profit, that is the Question
By Hilary Bricken on February 16, 2012

If you are thinking about opening a medical cannabis business, the first thing on your mind
should be the best way to structure that venture. This post will provide an overview of the
advantages of incorporation, a discussion of some pros and cons for structuring your
corporation as a for-profit versus a not-for-profit, and some tips for how to decide whether
to start your cooperative as a non-profit.
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First things first, the wonders of incorporation.
Asset protection is the first and arguably greatest
benefit of incorporating a business. If you choose
to operate as a sole proprietor or partnership, you
are subject to virtually unlimited personal liability
for business debts or lawsuits. This is not the case
when you incorporate, as limited liability ensures
you are only responsible for your investment in the
corporation. Transferability serves as a second
benefit as corporations are easier to sell and are
more attractive to buyers due to their limitation of
liability.
Privacy is another important, though often overlooked, reason to consider incorporating.
The corporate shell is a great way to keep your identity and business affairs private and
confidential. If you want to start a business, but are interested in remaining anonymous, a
corporation is the best way to accomplish this. Raising money is also easier with a
corporation than with other business entities because if you decide to take on investors
you can simply sell shares of stock. If you want to borrow, a corporation can add gravitas
when dealing with banks or other lending institutions. Which leads to the final benefit of
incorporation: increased credibility. People feel more secure dealing with a corporation as
opposed to an individual. Though it’s difficult to quantify, having an “Inc.” after your name
adds an air of legitimacy to a fledgling operation. Limited Liability companies provide similar
protections but are of questionable legality in Washington, at least for now.
If you’re onboard with the idea of incorporation you may now be wondering about the
choice between for-profit and non-profit. Turns out, there may not end up being much
choice at all. The medical-cannabis regime in Washington State was thrown into turmoil
after President Obama threatened to prosecute state employees involved with licensed
cannabis-related businesses. The threat then prompted Governor Chris Gregoire to veto a
major medical cannabis bill that had worked its way through the legislature. “Collective
https://www.cannalawblog.com/how-to-open-a-cannabis-business-for-profit-vs-not-for-profit-that-is-the-question/
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gardens,” small grow operations, survived but dispensaries (also known as “access points”)
were left in limbo.
A bill proposed by Senator Jeanne Kohl-Welles, would have allowed non-profit (but taxable)
cannabis access points by local option. Requiring access points to be organized as nonprofits is not a new idea; California, Colorado and Arizona have either proposed similar
regulations or are already operating with similar regulations in place.
In California, for example, non-profits are formed to comply with the spirit of state
regulations such as the Compassionate Use Act, the Medical Marijuana Plan, and the
persuasive opinions of the Attorney General as laid out in the Guidelines for the Security
and Non-Diversion of Marijuana Grown for Medical Use. In Arizona, the recently enacted
Proposition 203 requires medical marijuana dispensaries to be formed as non-profit
entities, but does not require that they incorporate or that they operate on a tax-exempt
basis.
In Washington, incorporating as a non-profit corporation holds several advantages. First, it
provides a layer of protection between the directors of the corporation and the
organization. Second, it helps to establish that the organization is operated on a purely nonprofit basis. Third, forming a non-profit organization can help ensure that the organization
continues to exist in the future even if you are not personally involved.
Now for some of the downsides:
Paperwork – The main disadvantage of forming a non-profit organization is the
increased paperwork required. Articles of incorporation must be filed with the state,
by-laws prepared, and meeting minutes kept. Non-profits hiring an employee
creates additional forms to complete and employment taxes to pay.
Regulatory demands – Similar to paperwork, it is important to be prepared for the
amount of time and energy that will be required to comply with regulatory demands
and to grow your organization.
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Restrictions – There will be operating restrictions to contend with, such as no pay for
your directors, no political campaigning or lobbying, and when your organization folds,
its assets must be given to another nonprofit.
One thing we should clear up right away, the name “non-profit” is somewhat of a
misnomer, as your non-profit can — and should — have a profit, a surplus of revenues after
expenses. A properly functioning non-profit should have some money left over at the end
of each year to reinvest in improving the organization and in preparing for unexpected
future costs. What makes non-profits different from for-profit corporations is that they
cannot distribute their profits to the organization’s members, directors, or officers.
This has been a problem in other states as regulators in California have raided dispensaries’
business records in an effort to prove they are not being operated on a nonprofit basis. It is
important to point out that you can pay employees and directors a reasonable salary; a vow
of poverty is not a requisite. But you will want to take special care in documenting your
business expenses and compensation decisions to eliminate any question regarding
whether profits are being distributed to insiders.
The most common and most widely used entity for California dispensaries is the mutual
benefit corporation (“MBC”). In Washington, a similar structure exists, with non-profits
either qualifying as a mutual benefit organization or a public benefit organization. Like a
traditional corporation, the MBC has members, a board of directors, and officers like a CEO
and Secretary. What sets the MBC apart from usual for-profit corporations is that the
purpose of a MBC is to provide only for the benefit of its members, and not to make a
profit.
A public benefit organization falls under the traditional religious, scientific, charitable and
educational groups. The objective of these organizations is to provide benefits to the public
at large. Your organization is unlikely to qualify as a public benefit organization under
current state law, making a MBC an attractive option for structuring your organization.
The following are some of the important steps you must take to establish a non-profit
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organization that complies with Washington State legal requirements:
1. Develop a board of directors. The board must be a minimum of three people but will
likely contain more, generally 7-12. You will need people with a broad array of skills in
fundraising, accounting, knowledge of your programs, community contacts, etc.
2. Secure your name. To avoid possible infringement on a reserved name, do a thorough
search on all business names you will use. In Washington State, check the Business
Search Line at 1-900-463-6000 (this will cost about $6.00) and the Trademark
Division of the Secretary of State at (360) 753-7120. Contact the Secretary of State’s
Corporate Division here.
3. Prepare and file the Articles of Incorporation. File two sets of Articles of
Incorporation with Washington State’s Secretary of State’s Corporate Division to gain
incorporation status at: www.secstate.wa.gov/corps. The fee is $30. For non-profit
corporations, there is no annual corporate license renewal fee.
4. Prepare bylaws. You will need to decide if you are going to be organized as a
membership organization or a non-membership organization. A membership
organization elects the board and has regular meetings and power to amend the
bylaws. A non-membership organization, or board-only organization, typically has a
self-selected board, and a membership whose powers are limited to those delegated
to it by the board.
5. Obtain needed state licenses. Washington has a “Master Application” that is used to
apply for a state Unified Business Identifier (UBI) number as well as many state
licenses. It is also used to register Trade Names (Doing Business As names).
6. Obtain a business license from the city in which you are doing business. The City of
Seattle requires all businesses located within the city limits, or that conduct business
within the city limits, to be licensed with the city.
No one should consider opening a medical cannabis cooperative without first consulting
with a competent Washington cannabis business attorney, familiar not only with
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incorporation of business entities but also with the state’s medical cannabis laws.
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California Cannabis Contracts and the
Attorney-Client Privilege: A Legislative
Update
By Daniel Dersham on October 16, 2017

We previously explored enforceability problems
presented by commercial cannabis contracts in
California, as well as some examples of how
courts have strained to reconcile state-legal
conduct with federal illegality. On October 6,
California Governor Brown signed into law AB
1159, a short bill with important implications
for commercial cannabis operators, service
providers, and investors relating to the
enforcement of commercial cannabis contracts
in California.
Section 1 of the bill states that “commercial
activity relating to medicinal cannabis or adult-use cannabis conducted in compliance with
California law and any applicable local standards, requirements, and regulations shall be
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deemed to be: (1) A lawful object of a contract; (2) Not contrary to, an express provision of
law, any policy of express law, or good morals; and (3) Not against public policy.”
California statutory law requires contracts have a lawful object, but until now it was not
clear whether this legality requirement encompassed federal as well as state law. And since
cannabis is illegal under federal law, both state and federal courts wrestled with how and
whether to enforce contracts that involved cannabis. Even though California law allows for
commercial cannabis activity, the law pertaining to interpretation and enforcement of
contracts in California remained ambiguous, and as noted in the Senate Floor Analysis of
the bill, many California cannabis companies have been reluctant to litigate meritorious
claims for fear the courts would not enforce their contracts. AB 1159 changes that by
making clear that parties to contracts involving commercial cannabis activity can now rely
on statutory law in making sure those contracts are enforceable—provided that the
underlying activity complies with California state and local laws and provided the contract
is interpreted under California law.
This will make it crucial you think carefully about the jurisdiction and the choice of law
provisions you put into in your cannabis contracts.
The second section of AB 1159 is essentially an amendment to the California Evidence
Code that solidifies the attorney-client privilege for “legal services rendered in compliance
with state and local laws on medicinal cannabis or adult-use cannabis, and confidential
communications provided for the purpose of rendering those services … provided the lawyer
also advises the client on conflicts with respect to federal law.” The general rule in California
(as elsewhere) is that the attorney-client privilege does not apply to legal services sought or
obtained to enable or aid a crime or fraud. Because cannabis activity is still a crime under
federal law, some thought this jeopardized the confidentiality of the attorney-client
relationship in the event of an indictment or litigation. AB 1159 changes that by securing
the attorney-client privilege where it pertains to cannabis activity, but only if the legal
services were rendered in compliance with California state and local law and only if the
lawyer advises the client on conflicts regarding federal law.
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Bottom Line: California is making serious and productive moves to normalize things for its
cannabis businesses. But for California cannabis businesses to take advantage of these new
opportunities, they must be sure to comply with California state and local laws.
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Starting a Cannabis Business: What Contracts
Do You Really Need?
By Vince Sliwoski on November 18, 2018

You can spend a lot of money on lawyers,
accountants and consultants when starting a
cannabis business. There is so much ground
to cover from concept to execution–
especially in a complex and highly regulated
industry. Related to this issue, we have
written on this blog about finding a team,
and we have talked about the importance of
things like operating formally, staying away
from generic agreements and avoiding the
seemingly bottomless pit of industry scams
and schemes.
Today’s blog post will cover which documents
are really necessary when structuring a cannabis business, and what you may be able to do
without— at least in the beginning. Note that these are general guidelines. They are not
intended to serve as legal advice and every business should use its best judgment and
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consult with counsel on these items.
1. Stuff you cannot do without
Articles of Incorporation or Organization
This is very basic, but you cannot have a company unless the entity has been duly
registered with the relevant Secretary of State. These days, most filings in most states can
be done online, although there are situations where online filings are a bad idea, like when
you want to do anything nonstandard with your Articles of Incorporation (for a corporation)
or Articles of Organization (for an LLC). Those situations arise somewhat frequently. For
example, you may want specific indemnity provisions for your board of directors beyond
what the statutes contemplate. Or you may need to outline the attributes of preferred
stock your corporation plans to issue. Many state registration portals do not allow “check
the box” options for this type of tailored structuring. Get a solid cannabis business lawyer
to help.
Internal Governance Agreements
If you have registered a multi-member LLC, it is a bad idea to proceed without an operating
agreement and without an initial set of consent resolutions. The operating agreement in
particular is going to define the spectrum of voting and economic rights each member has
in the company, as well as crucial operational concepts. These concepts include nonindustry specific matters (what happens when the company requires more capital?) to
cannabis-specific matters (what happens when a member endangers the company’s stateissued license?).
In a corporation, you are going to have a few more agreements to start. Of these, bylaws
and initial consent resolutions cannot be skipped. You will also need a shareholder
agreement in most instances, and you will need to issue shares to owners (certificated or
uncertificated). Other items, like a voting agreement, proxy agreements, etc., may be less
important for some companies and you can often skip these to start.
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Lease Agreement
Even if one of the cannabis business owners also owns the real estate at issue, you are
going to need an industry-specific lease. A well drafted lease will insulate the property and
its owners from liability if the cannabis business fails, or finds itself in litigation. When your
business is leasing from a perfect stranger, the lease becomes even more important to
outline the basic terms of the landlord-tenant relationship, on everything from your rights
to occupy the property, to your rights to make modifications required to obtain a license.
Employee Handbook
If you have even one employee in your new business, get a handbook together. These
internal business documents serve as a key communication tool between a business and its
employees. A good handbook will set forth guidelines and expectations for workers, and
perhaps most importantly, it can give a broad array of legal protections to business owners,
as we previously explained here.
Third-Party Agreements
If your brand new cannabis business is doing a business transaction with a third party (some
frequent, early examples include loans and services agreements) make sure you have
adequately papered those items. Not memorializing a business or financial relationship in
writing is asking for trouble.
2. Stuff you can probably skip (for now)
Employment Agreements
Today, all states recognize at-will employment, with various limitations. This means that a
written employment agreement is not needed (or even desirable) for many types of
employees. An exception may be where the employee is occupying a highly specialized or
highly compensated position, or has rights to vest in ownership. But if all you are worried
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about is an employee having access to proprietary information, you can generally cover this
in an employee handbook, or through a simple non-disclosure agreement.
Stock Purchase Agreement
Lots of cannabis businesses try to raise capital shortly after formation, or as they approach
licensure. They do this by selling stock or another form of ownership in the company. In our
experience, though, it’s often best to wait until the business understands exactly how much
money it needs to raise, and from whom, before drafting a stock purchase agreement. In
many cases funds are raised from just one or two targets, and it does not make sense to
draft purchase agreements until terms have been negotiated, or even memorialized in a
letter of intent or other term sheet with prospective purchasers.
Business Plan
It’s a great idea to have a business plan, but not to pay a lawyer or consultant thousands of
dollars to draft this for you. There is enough publicly available information out there for
anyone to put together his or her own marijuana business plan these days; and you will
know more than anyone you could hire about your goals. Even if you are unsure about
some of the concepts at first, doing the research needed to put this document together will
go a long way in educating and setting yourself up for success.
It’s easy to get lost when starting a business, and to rack up costs on unnecessary items, or
items that are less important in the near term. Focus on the basics to start, and enlist a
knowledgeable cannabis business attorney to get you off the ground. The lawyer should be
able to provide you estimates for basic services, and allow you to focus mostly on what
matters most– running a successful cannabis industry business.
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Marijuana Contracts: The Trouble With Forms
By Vince Sliwoski on August 23, 2017

These days, you can find a free legal
form or template online for just about
any type of contract. It takes
discernment, of course, to choose the
best template for your purposes: the
form should cover the substantive
areas, to start, but it should also square
with your jurisdiction, track any recent
statutory amendments and apply the
correct legal concepts to your situation.
At the end of the day, though, there is a
form for almost everything online. If
you subscribe to a legal contracts
vendor, like LegalZoom or Rocket
Lawyer, the forms may even come with
back end support.

Don’t use online legal forms for your cannabis business. Just
don’t.

Lawyers like to debate whether legal documents sourced online are helpful or dangerous. It
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is a fun debate and most of us fall on the “buyer beware” side of the spectrum, if only
because we have all been called in to clean up messes created by ill-fitting forms. Still,
plenty of small businesses get by with generic forms, for better or worse. They work well in
some industries, less so in others, and in some, not at all. The cannabis industry fits squarely
in the “not at all” category. In fact, if we can give one piece of advice we know to be true, it
is this: do not attempt to adapt an online form for a marijuana business. Please.
There are two primary reasons even the most expertly drafted generic form, if tested, will
fail in the cannabis context. First, marijuana is a heavily regulated industry at the state and
local levels, which implicates ownership and licensing concepts. This must be addressed in
every agreement. Second, marijuana is illegal to produce and distribute under federal law.
This must also be addressed. These two issues flow through nearly every marijuana
contract, whether the contract is an internal company document or an outward facing form.
Using a standard, non-marijuana form for a marijuana business can lead to dire results. Take
a limited liability company operating agreement, for example. On the limited topic of state
licensure, what happens when an individual does something to jeopardize the license? (Is
this a call option triggering event? Is expulsion in play?) What happens if the company fails
to acquire or maintain a license? (Does the company dissolve? What happens with its
capital?) What if the company wishes to acquire a second license? (Who gets to decide?
Can a capital call be made?) Or what if one of the members, listed on the license, wants to
transfer her interest to a third party? (Is this allowed? What transfer restrictions does the
state impose?) The list goes on and on. With lawyers inexperienced with the cannabis
industry consistently getting these sorts of things wrong, forms stand no chance. See The 5
Worst Pieces of Cannabis Legal Advice We’ve Seen in California (From a Much Longer List)
Unfortunately, getting any one of these items wrong can have disastrous consequences for
company governance and operations, which we have seen time and again in cannabis
litigation. The same pot-centric concept applies to outward facing agreements, as we have
noted with cannabis leases, land sale contracts, company acquisition agreements, and
other types of cannabis contracts. It is worth noting that even if federal law were to change
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tomorrow, cannabis industry documents would still require cannabis specific provisions due
to heavy local regulation.
As attorneys who work with a great number of pot businesses in California, Washington
and Oregon, we are constantly tweaking our cannabis documents to accord with changes in
state and local laws and rules, market dynamics, and evolving federal policy. If there is one
piece of advice we can give someone thinking of entering the marijuana industry, it is this:
do not mess around with ill-fitting forms. It’s not worth it. Not even close.
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California Cannabis: What’s in YOUR
Distributor Services Contract?
By Hilary Bricken on January 4, 2018

Even though the Medicinal and Adult-Use
Cannabis Regulation and Safety Act
(“MAUCRSA“) stripped distributors of massive
amounts of power, they are still relevant and 100%
necessary if cultivators and manufacturers want to
get their products to retailers. Why? There are
three primary reasons:

The California cannabis model is unique.

1. Distributors are the only license type that can
transport marijuana products and they’re also the only licensees that can coordinate
the required third-party testing of licensees’ products.
2. Prior to any retail sale, licensees must ensure that a distributor undertakes quality
assurance packaging and labeling reviews of their products.
3. Perhaps most importantly, distributors are almost exclusively in charge of collection
and remittance of the cultivation and excise taxes to the California Department of Tax
and Fee Administration (“CDTFA”).
https://www.cannalawblog.com/whats-in-your-california-marijuana-distributor-services-contract/

Page 1 of 6

California Cannabis: What's in YOUR Distributor Services Contract? | Canna Law Blog™

12/7/18, 8(44 PM

Given the responsibilities placed on distributors by the MAUCRSA and the corresponding
Bureau of Cannabis Control (“BCC”) emergency regulations, multiple distributors, as well as
cultivators and manufacturers working with distributors, have asked us to draft their
distribution service contracts. Gone are the days where cannabis goods and services are
traded amongst wholesalers and retailers based on handshakes–at this point, it would be a
huge mistake not to have your distribution contracts in writing to ensure enforceability and
good behavior in the marketplace.
So what should go into your cannabis distribution contract? Excluding all of the normal and
necessary contract concerns like performance deadlines, term, termination standards,
material breaches, waiver, assignment, disputes, etc., here’s a list of considerations that
should be specific to the average California distribution agreement:
1. Don’t think of it like alcohol. This is not an alcohol distribution contract, so forget
googling some boilerplate alcohol or beer distribution agreement. Unlike California
alcohol distributors, marijuana distributors don’t have to push brands or make any
representation or warranties that they have the authority or power to do that for the
benefit of the manufacturer or cultivator in any kind of exclusive way or setting.
Distributors don’t have to sweat product promotion, marketing, or even sales: in
California, they don’t have to take title to the products they distribute (taking title is
strictly optional). Even if a distributor were going to take on such a role, the alcohol
distribution contract model still likely wouldn’t fit given the BCC rules in play regarding
“ownership” and “financial interests,” and because of the MAUCRSA’s anti-competitive
behavior standards.
2. The white label option. Consider white labeling for flower. Distributors may re-label,
re-package, label, and/or package cannabis flower for retail sale under the BCC rules.
Notably, distributors are not allowed to white label any manufactured products unless
they also hold a manufacturing license and are re-labeling/re-packaging their own
manufactured products. If you’re going to white-label flower as a distributor, you need
to consider a whole host of issues ranging from the creation of intellectual property, to
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product specifications, product warranties, applications of branding, risk and retention
of title over the product, quality control, and liabilities and/or product recalls due to
faulty packaging and labeling.
3. Core services. Determine what lines of business you want to be in as a distributor, as
you can charge licensees for performance of these services. Your options are: 1)
storage only services, 2) transportation or transportation-only, 3) coordination of third
party testing, and 4) quality assurance reviews of packaging and labeling. If you
coordinate testing, you must also do the final quality assurance review.
Storage only. Note that distributors can’t store (or distribute) non-cannabis goods
on their premises. There are also significant regulatory obligations that should be
recorded in any distribution service contract to ensure that distributors meet
these mandatory performance standards (like separate and distinct storing of
various batches and that the informational content of batch labels lines up with
BCC rules). If dealing with storage-only services, distributors and other licensees
will want to analyze in their service contracts who bears the risk of loss of any
product and what the consequences under the contract will be for any storage
rule violations by the distributor.
Transportation or transportation-only. Movement of the product across the
marketplace is going to be a critical revenue driver. There are all kinds of BCC
rules governing transportation of product which, again, should be recorded in any
service contract between a distributor and any other licensee including, but not
limited to, performance standards for the generation of correct and accurate
shipping manifests as well as ensuring that the distributor follows the rules for
the state’s designated transportation routes. In addition, if you’re dealing with a
transportation-only distributor, that distributor can’t transport any product to
retailers except for transporting immature plants and seeds from a nursery
licensee, and these kinds of distributors can’t take title to any product unless they
hold some other type of commercial cannabis license. Again, who bears the risk
of loss of product and performance regarding transportation schedules is going
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to be paramount when dealing with transportation services.
Coordinating third party testing. Essentially, the distributor is responsible for
lining up third party lab testing of all products made or manufactured after
January 1, 2018, and distributors must video record the lab’s retrieval of any
given batch sample for testing as well as ensure that the lab takes a
representative sample of the batch for testing (both the lab and the distributor
are obligated to execute a chain of custody form to substantiate their
interactions over the batch). The labs used by distributors for this service should
be subject to negotiation between the cultivator/manufacturer and the
distributor, and we anticipate that to be a large point of contention between the
parties based on cost of the tests and reputation of the labs. The question has
also arisen regarding with whom the lab should contract, with the distributor or
with the licensee whose product is being tested (or both). Again, this is likely
subject to negotiation between the parties.
Quality assurance review. Once the distributor receives a passing certificate of
analysis from the lab for a test batch, the distributor cannot just transport the
products to a retailer. Instead, the distributor has to do a quality assurance
review of the product’s labeling and packaging to make sure that it meets the
BCC rules. Basically, the distributor is the last stop to ensuring that all product
packaging and labeling meet the rules in play. Such a role will of course play into
the distributor’s liability for any bad, defective, or faulty packaging/labeling that
hits the marketplace and those scenarios need to be handled through solid
indemnification clauses in the distribution service agreements.
4. Testing contingencies. Make sure you sort out who is responsible for what and when
in the event a batch doesn’t pass testing since the state has a mandatory protocol in
place for this. If the distributor is in possession of a failed batch that can be
“remediated,” the distributor may “transport the batch to a cultivator or manufacturer
for remediation.” Notably, the distributor doesn’t have to return the batch to the
licensee who sourced it, which is another point of negotiation for the distribution
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services contract. Finally, a distributor can’t destroy a batch that failed laboratory
testing and that can’t be remediated, so don’t include that in your agreements for
products that fail testing: it won’t be an enforceable performance standard.
5. Inventory Tracking. Account for any discrepancies in inventory in the contract.
Distributors are obligated to audit their inventory every 14 days. If there’s any
difference between actual inventory and the state’s track and trace system, the
distributor must immediately undertake an audit. In turn, this inventory accounting
should be a distributor performance standard in any service contract, especially if
you’re looking at storage or transportation-only services, to ensure that there’s no
confusion about which party is responsible for maintaining track and trace standards
on the products while they’re in storage or while they await transportation or testing.
6. State tax reporting. Be sure to address the distributor’s collection and remittance of
taxes to CDTFA. This is going to be a big issue between licensees as CDTFA continues
to change its MAUCRSA tax policies and standards. For cultivators and manufacturers,
distributors will likely want to collect the cultivation tax upon transfer of the product
or upon the issuance by the lab of a passing certificate of analysis. In addition, the
timing of remittance of the tax should also be addressed in the contract and abide by
CDTFA regulations. Ultimately tough, CDTFA may ignore tax agreements between
parties, and will first look to the distributor for any unpaid tax. A distributor should
therefore address in the contract the parties’ responsibility for bad math on the tax
owed, falsified financial data and other failures to comply with CDTFA regulations or
policy.
7. Licensing issues. Don’t forget to negotiate what happens to the agreement in the
event a party loses their state license or local approval to operate. It’s highly unlikely
that the parties will want to keep doing business together if one of them loses their
ability to conduct commercial cannabis activity under state or local law, so be sure to
include that worst case scenario in the distribution agreement.
8. Regulatory changes. The rules will continue to change indefinitely and they may (and
likely will) affect your distribution agreement as a result. After enough time goes by
https://www.cannalawblog.com/whats-in-your-california-marijuana-distributor-services-contract/

Page 5 of 6

California Cannabis: What's in YOUR Distributor Services Contract? | Canna Law Blog™

12/7/18, 8(44 PM

and the market stabilizes, regulatory will often begin to make rules around licensees’
abilities to contract with each other to ensure that there’s no anti-competitive
behavior or practices taking place. As a result, make sure that you reserve the right to
amend the contract to comply with the rules in the event they affect material terms in
the agreement.
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