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The National Cannabis Economy

Cannabis, or marijuana, is the most commonly used illicit drug in the United States. Though
illegal at the federal level, states are taking action to legalize cannabis—from recreational use in
states like Colorado and Maine to medical use in New Mexico and Florida. A record 66 percent
of Americans now support legalizing cannabis, a dramatic increase from just 12 percentin
1969.1

The legalization of cannabis has significant implications for state economies, as well as the
national economy. The industry totaled more than $8 billion in sales in 2017, with sales
estimated to reach $11 billion this year and $23 billion by 2022.2 There were more than 9,000
active licenses for cannabis businesses in the U.S. in 2017, with the industry employing more
than 120,000 people.3

As more states move to legalize cannabis, these numbers will only continue to rise, potentially
providing a new stream of revenue and jobs to local economies. But to realize these benefits,
policymakers must address conflicts between state and federal regulations that impede the
growth of the cannabis economy.

Federal Cannabis Regulation

Derived from the cannabis sativa plant, cannabis is a psychoactive drug used for both
recreational and medical purposes. It has been federally classified as a Schedule | substance
under the Controlled Substance Act (CSA) since 1970, making it a federal crime to grow, sell, or
possess the drug. Schedule | substances are also defined as having no currently accepted
medical use and a high potential for abuse.

The CSA equates cannabis to be as dangerous as heroin and lysergic acid diethylamide (LSD),
and more dangerous than cocaine and methamphetamine. There have been zero recorded
lethal overdoses from cannabis, however, while cocaine and methamphetamine took more
than 25,000 lives combined in the U.S. in 2017.4

Cannabis Laws by State

A majority of states have taken action to legalize cannabis in some form, despite its federal
classification. Today, recreational cannabis is legal in ten states and D.C. (with Vermont and D.C.
prohibiting commercial sales), while 33 states have legalized medical cannabis for patients with
a valid medical prescription.® Additionally, 13 states have decriminalized cannabis, imposing
civil fines for small amounts of cannabis possession rather than jail time.® Michigan, Missouri
and Utah approved cannabis measures in the 2018 midterms, with Michigan legalizing



recreational use and Missouri and Utah legalizing medical cannabis. States that have taken
action on cannabis are still in direct conflict with existing federal laws, however.
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Note: As of Novemeber 29, 2018. Medical cannabis is legal in all states where recreational cannabis is legal. The District of Columbia and
Vermont allow for the use of cannabis but currently prohibit the sale. Alaska and Hawaii are not to scale. Limited CBD category indicates
states that allow FDA approved CBD only or states that allow CBD with no THC.

Federal Prohibition Creates Barriers to Banking

Conflict between state and federal cannabis laws has led to a variety of constraints on the
industry’s growth. The Obama administration attempted to clarify these conflicts, issuing
financial guidance from the Department of the Treasury and legal guidance from the
Department of Justice. Former Attorney General Jeff Sessions rescinded these directives,
however, creating greater uncertainty for the industry.” Although DOJ has not recently
disrupted any cannabis businesses operating legally under state laws, it could choose to enforce
federal restrictions at any time. To date, the Trump administration has yet to clarify its stance
on the issue.

Even where legal under state law, banks and other financial institutions can face penalties for
working with cannabis businesses. Banks that knowingly work with cannabis businesses are in
violation of federal anti-money laundering laws, subjecting these banks to potential asset
seizure by the Department of Justice (DOJ).8 These anti-money laundering laws require banks to
regularly file Suspicious Activity Reports when working with cannabis businesses, which can be
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burdensome and costly to comply with.® They are also required to conduct thorough
inspections of cannabis businesses, adding yet another complex layer of regulation.®

These regulations have prevented the majority of cannabis businesses from accessing capital
and traditional banking services. Today, 411 banks were actively providing depository services
to cannabis businesses, but just 30 percent of cannabis businesses have access to traditional
banking services.!!

Banks that do work with cannabis businesses also pass on the costs of regulation to
businesses.'? The lack of permanent banking solutions has forced the remainder of these
businesses to operate with cash only, creating security problems and complications for paying
employees. States have tried to work around these banking restrictions by authorizing cannabis
credit co-operatives (state-charted banks to work with cannabis businesses), but the Federal
Reserve has refused to authorize any of these institutions thus far.!3

Conflict Between Federal and State Laws Harms Small Businesses

Conflicts between state and federal cannabis laws have also created barriers for small
businesses. At the federal level, Section 280E of the tax code prohibits businesses from
deducting ordinary business expenses associated with the “trafficking” of Schedule |
substances. Originally intended to penalize black market operators, this provision denies
cannabis vendors operating legally under state law the same tax deductions available to other
small businesses. This leaves many cannabis businesses with an effective tax rate between 40
and 70 percent, more than twice as high as other businesses.* This crushing tax burden
incentivizes legal cannabis businesses to remain on the black market and engage in tax evasion,
while punishing businesses that stay within the law.*

Effect of Section 280e on Cannabis Businesses

Typical Deductions Cannabis Businesses Non-Cannabis Businesses
Cost of Goods Sold Deductible Deductible
Employee Salaries Non-Deductible Deductible
Utility Costs Non-Deductible Deductible
Health Insurance Premiums Non-Deductible Deductible
Marketing Costs Non-Deductible Deductible
Repairs and Maintenance Non-Deductible Deductible
Rental Fees Non-Deductible Deductible
Payments to Contractors Non-Deductible Deductible

Source: IRS.gov, National Cannabis Industry Association
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Cannabis businesses also face unique challenges accessing capital to launch or grow their
operations. Financial institutions are prohibited from granting loans to cannabis businesses,
making it difficult for vendors to raise capital. Start-up costs for opening and operating a small
dispensary typically range between $250,000 and $750,000. While most small businesses
owners can obtain a business loan from a bank, cannabis business owners are forced to rely on
individual investors or their own money.® These obstacles have created both racial and wealth
inequalities in the cannabis industry, disproportionately benefiting individually wealthy
business owners.’

The Medical Benefits of Cannabis

Federal regulations are also restricting researchers’ ability to conduct large-scale, well-
controlled clinical trials on the medical effects of cannabis. Researchers who want to study
cannabis are forced to obtain approvals from several different agencies and engage in a
complex application process. These also face difficulties in accessing the types and quantities of
research-grade cannabis needed for comprehensive studies.!® To date, the Food and Drug
Administration (FDA) has not approved any drug containing cannabis, though it has approved
the use of cannabidiol (CBD), a naturally occurring constituent of cannabis, for two rare
epileptic conditions.*®

Despite the research challenges, there is a large body of evidence that cannabis is effective for
treating chronic pain. There is also suggestive evidence that cannabis is effective for decreasing
weight loss associated with HIV/AIDS.2° Additionally, several studies have shown medical
cannabis is associated with lower prescription opioid use.?! There were over 2 million
registered medical cannabis patients in the U.S. as of May 2018.%?

Social Impacts of Cannabis Legalization

States that have legalized recreational cannabis have drastically reduced their arrests. The
number of arrests for cannabis possession and sales/manufacturing in Alaska declined by 93
percent from 2013 to 2015, while possession charges in Colorado dropped by almost 90
percent from 2012 to 2015. Washington, California and Oregon have also substantially
decreased their cannabis arrests.?® With the cost of housing an inmate averaging over $30,000
annually per prisoner, these social justice improvements are saving states millions of dollars.?*

Legalizing cannabis has also improved the efficiency of police departments. Washington and
Colorado, for example, saw an increase in their overall crime clearance rates after legalization
in 2012. Clearance rates for crimes such as burglary and motor vehicle theft in particular saw
dramatic increases, while the national trends remained flat. Furthermore, the researchers
found that legalization did not negatively impact clearance rates for any specific crime type.
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With increased revenue from cannabis taxes, states are spending more on important social
programs, including schools and drug treatment programs.?® At the local level, cannabis tax
revenue has had a transformative effect for small towns. Towns are using this revenue to fix
city streets, fund college scholarships, and hire more police officers.?” Small businesses are also
seeing gains from the cannabis boom, including improved economic conditions and support
from local governments.?®

Going Forward

There are a variety of proposals to fix the conflicts between state and federal cannabis laws. Of
these proposals, the bipartisan STATES Act has drawn support from President Trump and the
cannabis industry.?® The STATES Act would amend the Controlled Substances Act so that its
provisions no longer apply to individuals acting in accordance with state laws. Importantly, the
bill would also clarify that financial transactions with state-legal cannabis businesses are not
drug-trafficking, creating a solution for financial institutions and the cannabis industry.3°

Several states could be next to legalize cannabis. A bill to legalize cannabis is progressing
through the New Jersey legislature, while New York lawmakers are preparing to consider similar
legislation this year.3! Similarly, newly elected governors in New Mexico, Minnesota, lllinois,
and Connecticut have all voiced support for legal cannabis, positioning their states to consider
the issue.3?

Conclusion

The growth of the cannabis economy presents opportunities for greater job creation, more tax
revenue, and better patient care. But current conflicts between state and federal law threaten
to impede social and economic growth. Going forward, lawmakers and regulators should
prioritize solutions that promote greater research into the health effects of cannabis and
reduce regulations that restrict the industry’s ability to conduct business.

Click here for snapshots of each state that has legalized recreational cannabis, excluding Maine and Vermont, as
neither state has set up a recreational marketplace.

Click here for a table with data for all states that have legalized cannabis in some form.
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