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WHAT HAPPENS WHEN A “LEGAL” MARIJUANA BUSINESS GOES UP IN SMOKE?
BY TIM DURKEN
So what happens when the boom of legal
marijuana goes bust for a grower, dispensary or
its stakeholders? The answer is not a straightforward one because federal bankruptcy is off
the table.
I. Legal Marijuana Is Green ($$) and
Growing In The States
Legal marijuana sales hit $5.4 billion in the
United States last year. Sales are expected to rise
to $6.7 billion this year and $21.8 billion by
2020 according to a recent report.
Twenty-three states have legalized the use
of medical marijuana, including Massachusetts,
whose voters approved medical marijuana by a
63 percent to 37 percent margin in November
2012. As of early 2016, six medical marijuana
dispensaries are licensed and operating in Massachusetts (Ayer, Brockton, Brookline, Lowell,
Northampton and Salem) and another dozen
have received provisional approval.
Four states (Alaska, Colorado, Oregon and
Washington) and the District of Columbia have
legalized recreational use of marijuana. A Massachusetts bill is pending, but Governor Charlie
Baker has voiced opposition to full legalization.
If the Legislature and governor do not enact the
bill, marijuana advocates are planning a ballot initiative for November 2016. Several polls
show a majority of Massachusetts voters favor
full legalization, making legal marijuana a seri-

ous possibility this year.
The rapidly expanding legalization of marijuana across the country is creating a “gold
rush” for entrepreneurs and investors seeking a
piece of the profits. There are big opportunities
— and risks — for these new businesses and
their stakeholders.
II. Federal Marijuana Prohibition Is
An Ongoing Buzzkill
While states have been moving to legalize
it, the federal government continues to criminalize marijuana as a “Schedule I” drug with
“no currently accepted medical use” under the
Controlled Substances Act.1 Under federal law,
it is not only illegal to sell marijuana, it is also
criminal to knowingly fund the operations of or
take the proceeds from a marijuana business, as
well as manage or control any real property used
for it. Federal law also prohibits banks from
doing business with marijuana sellers, forcing
marijuana businesses to operate as “cash only”
businesses.
During President Obama’s administration,
the federal government has taken an evolving
approach to enforcement of federal marijuana
laws. The Department of Justice has advised
federal law enforcement officers and prosecutors
not to enforce federal marijuana laws against
marijuana businesses that are legal under state
law. The DOJ even asked the Supreme Court

A DIFFERENCE OF OPINIONS
BY JUSTIN P. ROSTOFF
May a property owner who is “underwater” on her mortgage force her mortgagee bank
to accept the deed to the property in satisfaction of the debt in bankruptcy? Two bankruptcy judges sitting in Massachusetts have issued
decisions within the last 12 months reaching
opposite conclusions on this question. This
conflict has created a lack of predictability
when it comes to the handling of Schedule A
(real property) assets in Massachusetts bankruptcies.
Section 1322(b) of the Bankruptcy Code
sets forth a list of provisions that may be
included in a Chapter 13 plan, including “the
vesting of property of the estate, on confirmation of the plan or at a later time, in the debtor
or in any other entity.” Section 1325(a)(5)(C)
instructs the Bankruptcy Court to confirm a
plan if it provides with respect to an allowed
secured claim that the debtor surrenders the

property securing such claim to the holder of
the claim. But neither “vest” nor “surrender”
are defined within the Code, so interpretation
and application of these bankruptcy provisions
are left to the sitting judge.
This comment will provide an overview of
Judge Hoffman’s opinion and reasoning in In
re Sagendorph,1 allowing a debtor to unilaterally vest surrendered property in a mortgagee,
and Judge Boroff’s opinion and reasoning in In
re Weller,2 where such unilateral vestment was
denied.
In re Sagendorph: Permitting
Unilateral Vestment
The debtor owned an income-producing
property in Ware, Massachusetts, subject to
a mortgage issued to Wells Fargo Bank, but
after default Wells Fargo never foreclosed on
the property. Upon filing for Chapter 13 bankruptcy, the debtor produced a plan that read
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in December 2015 not to hear a neighboring
state’s challenge to Colorado’s recreational marijuana laws.
The omnibus Consolidated Appropriations
Act of 2016, signed by President Obama this
past December, bars the DOJ and DEA from
expending federal funds to prosecute the use,
possession and sale of medical marijuana in
those states that previously legalized it, although
it did not address the use of forfeiture proceeds
(which are substantial and available) for enforcement. The omnibus act and enforcement spending prohibition expires when the current federal
fiscal year concludes on Sept. 30, 2016.
Marijuana however remains an illegal
Schedule I drug under the CSA and its sale
constitutes a federal crime. The next president
could take a different approach and decide to
aggressively enforce the CSA against medical
and recreational marijuana businesses that are
ContinueD on P. 7
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in relevant part, “[p]ursuant to §§ 1322(b)(8)
and (9), title to the property …. shall vest in
Wells Fargo … upon confirmation … and the
Confirmation Order shall constitute a deed
of conveyance of the property ... . All secured
claims will be paid by surrender of the collateral and foreclosure of the security interest.”
Wells Fargo objected to the plan’s confirmation because of the forced vesting in satisfaction of its debt.
According to Wells Fargo, the vestment provision of Section 1322 is a permisContinueD on P. 6
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legal under state law. Marijuana investors, lenders, landlords and other interested parties are
rightfully wary of the risks they may face under
federal law.
III. “Legal” Marijuana Is Too Seedy
For Federal Bankruptcy Courts
Unfortunately, for individuals and businesses who knowingly deal with a medical or
recreational marijuana business that is legal
under state law but remains illegal under federal law, the federal courts have largely held that
bankruptcy is not available to them.
In the 2012 case of In re Rent-Rite Super
Kegs West Ltd., the debtor derived 25 percent of
its revenue from leasing its warehouse to marijuana growers.2 The bankruptcy court found
that the debtor’s business — arguably legal
under Colorado law — was a continuing violation of the CSA, which makes it a federal crime
to knowingly and intentionally lease the space
for the purpose of unlawfully manufacturing,
storing, distributing or using marijuana. The
court recognized that although “federal prosecutors may well choose to exercise their prosecutorial discretion and decline to seek indictments under the CSA where the activity that is
illegal on the federal level is legal under Colorado state law,” “[u]nless and until Congress
changes that law, … a federal court cannot be
asked to enforce the protections of the Bankruptcy Code in aid of a Debtor whose activities
constitute a continuing criminal federal crime.”
The court further found that the real property remained subject to criminal forfeiture, that
the federal government’s police powers were not
enjoined by the automatic stay, and that no plan
could be confirmed because no plan “that relies
in any part on income derived from criminal
activity” could be “proposed in good faith and
not by any means forbidden by law” as required
by Section 1129(a)(3). Accordingly, the In re
Rent-Rite Super Kegs West Ltd., court concluded
that “cause” existed for the debtor’s “gross mismanagement of the estate” and lack of “clean

hands” (i.e., the continuing violation of the
CSA) requiring dismissal or conversion of the
case under Bankruptcy Code Section 1112(b)
(4). The court also questioned whether a Chapter 7 trustee upon conversion could administer
an estate whose “major asset” “is the location of
ongoing criminal activity.”
In the 2014 case of In re Arenas, the same
bankruptcy judge dismissed a Chapter 7 bankruptcy filing by a married couple who owned
a two-unit commercial building. One unit was
used by the husband to grow marijuana to sell
wholesale and the other unit was leased to a
third-party marijuana dispensary — both activities legal under Colorado law.3 The court found
“cause” to dismiss the case under Bankruptcy
Code Section 707(a) because the Chapter 7
trustee could not take control of and administer
the building and 25 marijuana plants without
himself committing a federal crime in violation
of the CSA. The court reasoned that the Chapter 7 trustee would be unable to liquidate the
valuable (albeit illegal) non-exempt assets for
the benefit of creditors. The court also denied a
motion to convert the Chapter 7 case to Chapter 13 because any plan proposed by the debtors
would be funded by proceeds or rents derived
from the sale of marijuana, “a means forbidden by law,” and involve the Chapter 13 trustee
administering and distributing the illegal funds.
A 10th Circuit Bankruptcy Appellate Panel
affirmed.
In the 2015 case of In re Johnson, the Bankruptcy Court ordered that a Chapter 13 individual debtor must choose between continuing
his state authorized business of cultivating and
selling medical marijuana and availing himself
of the benefits of the Bankruptcy Code, which
he desperately needed to avoid foreclosure on
his residence. The Bankruptcy Court rejected
the debtor’s effort to segregate the illegal proceeds and fund a Chapter 13 plan solely with
his social security income. The court ordered
as a condition of the debtor’s eligibility to proceed in bankruptcy that the debtor immediately
cease growing and selling marijuana and destroy
the remaining marijuana plants, product and

To inquire about submitting an article to the ComCom Quarterly,
contact Derek B. Domian (DDomian@GoulstonStorrs.com)
or James S. Harrington (JSHarrington@RKMC.com).

IV. A Blunt Truth: A Marijuana
Business Restructuring Is
Substantially More Difficult
Without The Bankruptcy Option
Reorganization of a distressed marijuana
business is more difficult without the usual benefits of federal bankruptcy protection. In bankruptcy, owners and management can continue
ContinueD on P. 8
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inventory.4
In In re Medpoint Management LLC, following the Rent-Rite Super Kegs and Arenas
decisions, the bankruptcy court dismissed an
involuntary Chapter 7 petition by petitioning
creditors against a marijuana dispensary management company.5 The court concluded that
the petitioning creditors had “unclean hands”
because they had entered into contracts with the
debtor knowing it was in the business of managing and operating a medical marijuana business that was illegal under federal law. The court
observed that the petitioning creditors were
not without remedies and may well pursue the
debtor in state court for breach of contract and
fraudulent transfer claims.
In Northbay Wellness Group Inc. v. Beyries,
an attorney-debtor filed for bankruptcy and a
medical marijuana dispensary challenged the
dischargeability of a judgment against the attorney for the theft of $25,000 from a legal defense
trust fund. The dispensary argued under Section 523(a)(4) that the judgment was a non-dischargeable debt for fraud or defalcation while
acting as a fiduciary.6 The bankruptcy court
held that the dispensary’s illegal marijuana sales
prevented it from obtaining relief under the
“unclean hands” doctrine and the district court
affirmed. But in 2015, a panel of the Ninth
Circuit Court of Appeals reversed because the
doctrine of “unclean hands” requires a balancing of the wrongful activity by the parties and
the attorney who partnered in the business “was
as responsible as [the dispensary] for its illegal
marijuana sales” so “[t]hat illegal activity must
be attributed to both parties” and “does not tip
the balance in either direction.”

insid

e th

Com
Com

mBa

Qua

Com
plex
Com
mer
Cial
tua
l pr
litig
The
ope
atio
Tr
rty
n se
.........
— Vigo ademar
Ctio
k
.......
nn
Bully rous En Owner’s
2
ewsl
forcem
The
ing?
Dilem
H
ette
ent of
ma
Justi onorable
r
The
Ri
ce
gh
C
Su
ts or
spri
Broc in the N harles J.
Role preme
ng
kton
orfolk
Hely
Cour
of Ju
2015
sin
an
serve
t
Appl
d ha
rie
Cou
ce
icatio s in De Confirms
by G he was ap s served nty Supe s as Asso
te
Defe
th
n
rm
cia
ov
e
of th
nse
e Trad ining th
Hely ernor M pointed on the Su rior Cou te
from
rt in
is th
ich
pe
emar e
Busi
ae
rio
Asbe
e
k Ta
nes
stos Li presiding l S. Duk the Dist r Court
cking
s liti
ric
ak
in
tig
t
ju
g
is
ation,
Cou
gati
dg
in
cr
Ube
on
degree iminal
and e for the 1990. Ju rt
r
.........
al
do
Indu is Shakin
Bosto from C cket. H so manag Massachus dge
.........
str
g up
n
ol
e
.. 3
Lawsu y (and
degree College by Colleg received es a dem etts
Co Boston’
it at
an
La
a Tim urthouse s Taxi
Hely from Geo w Scho e, a law a bach ds) O
e
elor’s
Clos
al
ol
ne
el
from so served rge Washi , and a degree
from
Mas y-held Co
19
m
in
ng
as
71
th
to
ter of
sach
quest
n Uni
–74.
e Uni
usetts mpetition
io
Ban
abou ns from He recent ted States versity. Ju law
and
t litig
ly
kru
C
Dela in
Mar
ine C dge
ating omCom off ered
ptCy
ware
to
or
m
in th
.........
i. Co
The
e Supe ember M answer so ps
.........
nta
Fir
m
ich
rior
Ctin
.........
Best st Circui
1. D
Court ael Lear e Hon.
g
Ch
........
t
o
.
Charles
d
Intelle oice of May ‘A
4
with you perm ChamBe
J. Hely
ct
Ba
ctua
you?
rs
l Prop nkrupt ually’ be
If so, it counsel
I
cy Ve
the
erty
un
$1.5
copi neither
to
der w
G
nu
Licen
es
my cl enerally,
hat cir correspon
sees e for
Filing Billion M
copi ; howev require
er
d
cu
I
es
ist
er
ks
di
no
msta
expe
requ
,
Leav of UCC-3 ake: In
motio of part , I do pr r proh
nces? rectly
est th unless
ct co
adve
es Le
icular
ef
ib
I
Te
ns
pa
at
un
in
.
rm
rte
st six
Motor
nd
co
iti
se
ly len er to rece it cour
in
The
tesy
mon unsel co ate com l to co
s’ Ba ers Unsec ation St nt
gthy
expe
iv
asbe
that
th
nt
m
nt
nkru
atem
rie
pleadi e courte
stos
new
th
ptcy ured in
cases nces w s, I have act me di unicatio act tr
ngs an sy
Gen ent
s fr
onic e vast m docket
n or
ith
where
re
ha
eral
ct
om
d/or
d
al
aj
tio
ly.
em
pa
ns w
I
In
in th ly. How ority of is unusua
the
kore
ith co have in ail corr rticularly the
e asbe
Cou
l in th
ni
ev
fil
an
ca
iti
er
es
in
co
un
,
go
rts
tio
po
at
gs
sto
deleg
.........
tiona n to be sel, I ha ed emai ndence od to urtesy co s dock I apprec are do e sense
atio
ve fo
ne ele
. In
l com
iate
et
.... 5
pi
l form
m
th
es
uc
ty
e
un
n vi
I ha
prep court to of motio pica lly that coun cve fo s of co h more effi d emai municasits
aring
prov
hav
ns.
l co
mm
un
cie
....
sel
c
inte

lleC

is is

sue

Jud
g
sup e Cha
erio
r
r Co les J. h
ely
urt
disC of th
e
uss
es B norfo
usin
l
ess k Coun
litig
t
atio y
n

rte
r

ly

CCQ april 2016 — page 8
Marijuana business
ContinueD from P. 7
to control and run the business, benefit from
the automatic stay of actions against the debtor, cure defaulted or accelerated obligations,
assume and assign or reject executory contracts and unexpired leases for real property and
equipment, sell property free and clear of liens,
and confirm a reorganization plan to restructure
debt and other obligations with the affirmative
vote of a majority of creditors and cram down
a restructuring plan over a class of dissenting
creditors.
In contrast, state remedies of assignment
for the benefit of creditors (colloquially called
ABCs) and receivership require owners and
management to give up control of the business
to an assignee or receiver and are designed for
liquidation of its assets. Without the option and
threat of bankruptcy, it is more difficult for a
troubled marijuana business to negotiate and
get unanimous support of its major creditors
— and a single holdout could disrupt or doom
any potential reorganization. Given the probable lack of bankruptcy protection, marijuana
businesses need to hire experienced restructuring professionals early in the process in the hope
of constructing a reorganization plan that maintains the going concern value of the business
and benefits all parties, if possible.
V. Preplan Exit and Wind-Down
Options Before The Marijuana
Business Is Chronically Impaired
Both marijuana businesses and their stakeholders should consult with experienced restructuring attorneys before embarking into a new
venture to preplan exit and wind down options.
Management and owners will benefit from
planning and contracting for exit options, for
return of equity in specific liquidity events, and
to wind down a failed enterprise to avoid personal liability. The prohibition of banks accepting cash from marijuana businesses requires
owners to be particularly acute to the issue of
cash holdings and transfers to their personal
bank accounts. Care is required to avoid fraudulent transfer clawback liability and a loss of
limited liability protection of corporations and
LLCs for commingling assets under alter-ego or
veil-piercing causes of action.
Upon distress, management and owners
should carefully consider an orderly liquidation by an assignment for the benefit of creditors under state law if the entity can obtain the
assent of a majority of its unsecured creditors
to be bound by the ABC wind-down and distributions.7 The bankruptcy priority scheme
and preference avoidance actions will not apply

so owners may prioritize payments for taxes,
employees, and debts backed by guarantees to
limit their personal exposure, and legitimate
debts held by insiders subject to fraudulent
transfer clawback.
Creditors of a marijuana business likely will
not be able to prosecute an involuntary bankruptcy petition against the debtor and knowing
participants may not have access to other federal courts under the “unclean hands” doctrine.
Accordingly, these stakeholders must also look
to state law remedies.
Lenders should seek to obtain mortgages
on real property, security interests in personal
property, and personal guarantees that can be
enforced under state law. Because the business
may not be able to open bank accounts subject
to a security interest, the lender may want to
require the borrower to pay over and maintain
cash balances directly with the lender. Upon
default, lenders may exercise state court remedies for judgment, foreclosure, collection,
breach of contract, fraudulent transfers and, if
appropriate, the appointment of a receiver to
preserve assets, operate the business, and liquidate its assets and pay claims.
Lenders are not the only creditors of a marijuana business who may have to look to state
law. Landlords, lessors and counterparties may
seek to terminate their contracts, take possession of their property and assert breach of contract claims for damages. Suppliers may seek

to reclaim delivered goods. Employees may file
actions for unpaid wages and benefits against
the debtor and responsible management. Taxing
authorities may seek to enforce liens and recover
unpaid taxes.
All of these individual creditors may find
themselves in the kind of “race to the courthouse” to recover from a debtor’s limited assets
— a race that federal bankruptcy is designed to
prevent.
Vi. Conclusion
The legal landscape for a distressed marijuana business and its stakeholders operating legally under state law does not include
the bankruptcy option available to other businesses. Interested parties should consult with
experienced restructuring attorneys to better
understand these risks and find out how to protect their interests prior to and during times of
financial distress. 
1 See 21 U.S.C. §§ 801-904.
2 484 B.R. 799 (Bankr. D. Colo. 2012). 514
3 B.R. 887 (Bank. D. Colo. 2014), aff’d, 535 B.R. 845
(10th Cir. B.A.P. 2015).
4 532 B.R. 53 (Bankr. W.D. Mich. 2015).
5 528 B.R. 178 (Bankr. D. Ariz. 2015).
6 789 F.3d 956 (9th Cir. 2015).
7 Mass. G.L. ch. 203, §§ 40-42.
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