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Twenty- four states, along with Washington, D.C. and Guam, have acted to legalize recreational marijuana for recreational use. 

While the House passed a marijuana decriminalization bill in April, 2022, and shortly thereafter several senators introduced the Cannabis Administration and Opportunity Act (federally decriminalize marijuana), that legislation has not been passed. 

Notwithstanding this groundswell of support to legalize marijuana growing, use and sales, the vast majority of bankruptcy courts have declined to afford debtors relief when they have any involvement with marijuana.  

The frequently articulated basis for this approach is a disinclination to allow debtors relief in a federal bankruptcy court when their revenue source violates a federal law, the Controlled Substances Act.  

The Controlled Substances Act

The Controlled Substances Act, first published in 1971, is a federal law that regulates the possession, distribution, and use of certain drugs.  The Act includes the following:
· Listing chemicals used to make controlled substances
· Specifying fines and prison terms for violations
· Describing laws for importing and exporting controlled substances

· Defining Schedules I–V of controlled substances (including cannabis)
Schedule I:   (most restrictive)
· "High abuse potential with no accepted medical use; medications within this schedule may not be prescribed, dispensed, or administered"
· Examples include marijuana (cannabis), heroin, mescaline (peyote), lysergic acid diethylamide (LSD), methylenedioxymethamphetamine (MDMA), and methaqualone.
Actually recent studies have shown that cannabis can alleviate chronic pain, spasticity in MS patients, can reduce chemotherapy-induced nausea or vomiting  anxiety, depression, and sleep disturbance

Schedule II:
· "High abuse potential with severe psychological or physical dependence; however, these medications have an accepted medical use and may be prescribed, dispensed, or administered"[1] 
·  Examples include fentanyl, oxycodone, morphine, methylphenidate, hydromorphone, amphetamine, methamphetamine ("meth"), pentobarbital, and secobarbital.
·  Schedule II drugs may not receive a refill at the pharmacy

in 2022, 73,654 people died from a fentanyl overdose in the US
medical literature suggests that oxycodone actually has a higher addictive potential than morphine

Schedule III:
· "Intermediate abuse potential (ie, less than Schedule II but more than Schedule IV medications)"[1] 
·  examples include anabolic steroids, testosterone, and ketamine
Schedule IV:
· "Abuse potential less than Schedule II but more than Schedule V medications"[1] 
·  Examples include diazepam, alprazolam, and tramadol

Tramadol is an opiate used to treat pain severe enough to require an opioid. Side effects can include: slowing or stopping the user’s breathing and can be habit forming, a slow heart rate or weak pulse, seizures or nausea, vomiting, loss of appetite, dizziness, worsening tiredness or weakness.  Also, agitation, hallucinations, fever, sweating, shivering, fast heart rate, muscle stiffness, twitching, loss of coordination, nausea, vomiting, or diarrhea.
Tramadol may cause drowsiness or affect the ability to drive or perform hazardous tasks. 

Schedule V:
· "Medications with the least potential for abuse among the controlled substances."[1] 
·  Examples include pregabalin (treats nerve pain and epilepsy seizures) , diphenoxylate/atropine, dextromethorphan  (OTC cough medicine)

Update on CSA proposed changes:
In May, 2024 the DEA proposed the transfer of marijuana/cannabis from Schedule I to Schedule III of the Controlled Substances Act (1971). The proposal to change the rules came after an August 2023 letter from the U.S. Department of Health and Human Services made the case that cannabis has medical uses and that its potential for abuse and dependence was manageable. 
The Department of Justice conducted an extensive review of scientific information and evidence related to cannabis' pharmacological effects, behavioral and physiological effects, epidemiological/prevalence data for groups such as adolescents, potential for abuse, and much more. 
The U.S. Attorney General concluded that the evidence showed that cannabis does not warrant control as a Schedule I drug, as is the case for drugs such as heroin, lysergic acid diethylamide (LSD), and peyote, and supported the move to Schedule III, which includes drugs such as ketamine, buprenorphine, and anabolic steroids. However, synthetically derived cannabis will remain under Schedule I. Even with the proposed move to Schedule III, cannabis would continue to be regulated under the Controlled Substances Act and would have to meet criteria imposed by the U.S. Food and Drug Administration (FDA).
The comment period on this rule ended in July 2024. The Department of Justice received 45,500 public comments representing a range of perspectives. 
Among the viewpoints was a coalition of 18 state attorneys general and some members of Congress who proposed a public hearing on the rescheduling of cannabis, which would include testimony from experts such as physicians, scientists, and law enforcement officials. Among other issues, there is concern that if cannabis is moved to Schedule III, it could undermine state laws that prohibit or constrain the use of the drug. The public hearing was scheduled for December 2, 2024 but due to prehearing motions was delayed until January 21, 2025 and has now been delayed for at least three months.

So, currently cannabis is still a Schedule 1 drug under the CSA.    In many cases in which bankruptcy courts have been asked to deny bankruptcy protection to marijuana-related debtors, the movant seeking such relief has been the Office of the United States Trustee.  

Chapter 11 and Chapter 13 Cases

Chapter 11 (and Chapter 13 for individuals) of the Bankruptcy Code are designed to provide individuals and entities with a brief respite to allow for a reorganization.  
Under both chapters,  a debtor files a plan of reorganization, which must satisfy several requirements set forth in the Bankruptcy Code including “the plan has been proposed in good faith and not by any means forbidden by law.”

Chapter 11 Cannabis Cases

In re Way to Grow, Inc.[footnoteRef:1] involved two related Chapter 11 debtors that sold equipment for indoor hydroponic and gardening-related supplies.  [1:  597 B.R. 111 (Bankr. D. Colo. 2018).] 


The debtors represented that their future business expansion plan was selling to the growing cannabis industry which relies heavily on hydroponic gardening.  

The secured creditor, which had been involved in a pre-bankruptcy dispute with the debtors, filed a motion to dismiss the Chapter 11.  

While other issues were raised in the motion to dismiss, the bankruptcy court characterized the “main event” as the debtors’ connections to the marijuana industry.

Reviewing the marijuana/bankruptcy courts landscape, the court summarized prior decisions as follows: “Accordingly, bankruptcy courts have consistently dismissed cases where debtors engaged in ongoing CSA violations, or where a debtor’s reorganization efforts depend on funds which can be considered proceeds of CSA violations.”  

Having reviewed existing case law, the bankruptcy court determined that it had to first evaluate whether the debtors were engaging in ongoing violations of federal law.  

If the answer was yes, the court concluded that it would have to dismiss the Chapter 11 proceeding. 

While the court concluded that the debtors were not liable for aiding and abetting or conspiracy under the Controlled Substances Act, the court did find that the debtors had actual knowledge that they were selling equipment which would be used to manufacture a controlled substance.  

One of the debtors’ statements that was introduced into evidence that the court relied upon was that one of the debtors was now “the leading one-stop solution for indoor plant, product and cannabis growers in Colorado and California.”  

The court also reviewed an internal email from the debtors’ director of operations instructing managers to “remove from sight” anything ‘MJ related’ in your stores.”  

The court then considered whether the debtors’ business could survive if all ties to marijuana were severed and concluded that would be highly improbable.  
Accordingly, the court granted the motion to dismiss.

In another Chapter 11 case, In re Basrah Custom Design, Inc., the debtor, which manufactured and installed custom cabinets, occupied two buildings owned by the debtor’s owner.[footnoteRef:2]   [2:  In re Basrah Custom Design, Inc., 600 B.R. 368, 372 (Bankr. E.D. Mich. 2019).] 


Pre-petition, the owner signed a lease for part of the property in the debtor’s name to a tenant that was going to operate a medical marijuana dispensary.[footnoteRef:3]   [3:  Id. ] 


The United States Trustee sought to dismiss the Chapter 11 for cause because of “the Debtor’s entanglement with a medical marijuana dispensary business.”

The court agreed that even if legal under Michigan law, operating a medical marijuana dispensary violated the Controlled Substances Act.  

Relying in part on the pre-petition state court’s findings, the bankruptcy court concluded that the debtor and its owner sought bankruptcy protection to avoid the lease so that they could enter into a more lucrative lease with a marijuana related tenant.  

Finding that the true purpose of the bankruptcy was for the debtor and its shareholder to have the bankruptcy court assist them in violating federal law, the court granted the motion and dismissed the case.[footnoteRef:4]    [4:  Id. at 385.] 


In Arm Ventures, LLC,[footnoteRef:5] the secured creditor filed a motion to dismiss the debtor’s chapter 11 proceeding alleging bad faith, including the Chapter 11 filing on the eve of the third scheduled foreclosure and because the debtor’s reorganization plan contemplated funding from income generated from marijuana.  [5:  564 B.R. 77, 78 (Bankr. S.D. Fla. 2017).] 


Initially, the bankruptcy court directed that the debtor file an amended plan that did not rely on income derived from medical marijuana.[footnoteRef:6]   [6:  Id. at 81.] 


However, the debtor filed an amended plan that still relied on income for medical marijuana as its sole funding source. 

Considering whether the plan was filed in good faith, the court concluded that it was not, in part because it was highly unlikely that the debtor would obtain both state and federal approval to manufacture and sell medical marijuana.

Even so, the court denied the creditor’s motion to dismiss and provided the debtor one more opportunity to file a reorganization plan within fourteen days that did not depend on marijuana as a source of income (or face conversion to Chapter 7)

Chapter 13 Cannabis Cases
Many courts have also dismissed Chapter 13 cases that are marijuana-related in some way.  
For example, in In re Blumsack,[footnoteRef:7] the Chapter 13 debtor was employed by a marijuana dispensary and sought to fund his plan with his wages from the dispensary.   [7:   LEXIS 108 *1 (Bankr. C.D. Mass., Jan. 17, 2023).] 

The Unites States Trustee objected to the plan and filed a motion to dismiss because the debtor’s activities violated federal law.  
While retail distribution of marijuana is legal under Massachusetts law, the trustee pointed out that such activity violates the Controlled Substances Act.

The United States Trustee argued further than the Chapter 13 plan could not be confirmed because the debtor could not demonstrate that he filed a petition in good faith because the wages were derived from activities that violated federal law.  

The bankruptcy court agreed with the United States Trustee, pointing out that in the debtor’s schedules filed with the court, he stated that he worked in sales as a “budtender” in a retail cannabis dispensary.  

The court found that the debtor’s activities violated the Controlled Substances Act by selling cannabis, distributing cannabis and possessing cannabis with intent to distribute.

In In re Mayer,[footnoteRef:8] a creditor filed a motion to dismiss the debtor’s Chapter 13 proceeding on the grounds that the debtor’s sole source of income was from a marijuana-related business which violated the Controlled Substances Act.   [8:  LEXIS 256 *1 (Bankr. Ariz. Jan. 31, 2022)] 


Both the Chapter 13 trustee and the United States Trustee supported the motion. 

While the debtor proposed a plan that would be funded by revenues from a company he owned and a potential inheritance, the court did not believe there was sufficient evidence to show that either of these income streams were feasible.

The court concluded that the only reliable assets that could support a plan would be derived from the ongoing Controlled Substances Act violations and therefore dismissed the Chapter 13 for cause.

An unusual Chapter 13 case involved a 92 year old, legally blind debtor who lived in an assisted living facility.[footnoteRef:9]   [9:  In re Olsen, LEXIS 480 *1 (9th Cir. BAP, Feb.5, 2018).] 


The debtor commenced a Chapter 13 proceeding to avoid a foreclosure of her commercial real property.  

While one tenant that operated a marijuana dispensary paid rent post-petition, the debtor’s Chapter 13 plan called for the debtor to sell the commercial property to pay the creditors.  

Despite this intention, the bankruptcy court sue sponte dismissed the case on the grounds that the debtor’s acceptance of post-petition rent from the marijuana dispensary was an ongoing “criminal violation that disqualified her from bankruptcy relief.”

The Ninth Circuit Bankruptcy Appellate Panel vacated and remanded because the bankruptcy court failed to make adequate findings of fact to allow the appellate court to discern what standard the bankruptcy court had used to support its finding.

The 9th Circuit BAP noted that the bankruptcy court had not cited any specific Bankruptcy Code provision in dismissing the case.

  “When a court imposes the harsh penalty of dismissal in circumstances such as those presented here, it is imperative that it state with clarity and precision its factual and legal bases for doing so.”[footnoteRef:10] [10:  Id. at 11.] 


Chapter 7 Cannabis Cases

In several cases, the United States Trustee has filed a motion to dismiss Chapter 7 cases related to cannabis, arguing in part that a Chapter 7 trustee cannot be compelled to liquidate assets garnered through violations of federal law.   

For example, in In re Arenas,[footnoteRef:11] the Chapter 7 debtors, who grew and dispensed medical marijuana and leased a building to tenants who dispensed medical marijuana, sought to convert from Chapter 7 to Chapter 13 (so they could reorganize).   [11:  535 B.R. at 847.] 


The United States Trustee objected to the conversion motion and requested that the case be dismissed.[footnoteRef:12]   [12:  Id.] 


The Bankruptcy court concluded that, even though lawful under Colorado law, the debtors’ activities violated the Controlled Substance Act.
Accordingly, the bankruptcy court denied the motion to convert and dismissed the Chapter 7 case because “engaging in federal criminal conduct demonstrated a lack of good faith.”

The Tenth Circuit Bankruptcy Appellate Panel agreed with the bankruptcy court, affirmed the decision and noted that while the debtors had not engaged in “intrinsically evil conduct” they could not obtain bankruptcy relief because the marijuana business activities constituted federal crimes.

The Tenth Circuit BAP noted that nothing could be more burdensome to the Chapter 7 trustee (other than exposing him to physical violence) than requiring him to possess, sell and distribute marijuana assets in violation of federal law.  

In affirming the bankruptcy court decision, the 10th Circuit BAP acknowledged that the debtors were unfortunately caught between pursuing a business that was legal and beneficial under Colorado law but which was proscribed and criminal under deferral law (which federal judges have sworn to uphold).

In In re Great Lakes Cultivation, LLC, the debtor, a company that grew and sold medical marijuana, commenced a Chapter 7 proceeding.[footnoteRef:13]   [13:  LEXIS 148145 at *5.] 


All of the debtor’s equipment was used in the manufacture of marijuana and all of its income was derived solely from marijuana sales.

The United States Trustee moved to dismiss the Chapter 7 proceeding, arguing that the case was not filed in good faith, that proceeding would require the Chapter 7 trustee to violate the Controlled Substances Act and potentially expose her to liability.

The bankruptcy court granted the motion to dismiss for cause, finding that the Chapter 7 trustee could not administer the debtor’s marijuana and marijuana-related assets without violating the Controlled Substances Act, public policy did not support using federal law to benefit the debtor whose activities were illegal under federal law and the debtor’s violations of the Controlled Substances Act showed bad faith which made it ineligible for bankruptcy relief.

The district court affirmed, agreeing with the bankruptcy court’s rationale for dismissing the case based upon the illegality of administering the debtor’s assets.[footnoteRef:14]   [14:  Id. at 11.] 


First, the Chapter 7 trustee would be placed in the position of administering assets that violated federal law or, if she abandoned the marijuana, would be violating her fiduciary duty to preserve the estate’s assets.  

Further, the district court agreed that, because the debtor used its assets in the manufacture of marijuana, the Chapter 7 trustee could not lawfully possess or administer those assets.


Two cases that differ from the majority:


Bucking the national trend somewhat, there are two cannabis-related opinions where courts refused to dismiss a Chapter 11 or to overturn an order confirming the Chapter 11 debtor’s plan.  

However, in both cases, the debtor was no longer involved with cannabis in any way.   

In Garvin v. Cook Invs, NW, SPNWY, LLC,[footnoteRef:15] five related real estate entities filed for Chapter 11 and proposed a joint reorganization plan.  [15:  922 F.3d 1031, 1033 (9th Cir. 2019).] 


The bankruptcy court confirmed the plan which paid all creditors in full and provided for the debtors to continue as a going concern.  

After confirmation, the United States Trustee sought to have the plan “go up in smoke” because one of the tenants used its property to grow marijuana.

The United States Trustee argued that the lease violated federal law and therefore the plan was proposed by a means forbidden by law.

The Ninth Circuit disagreed and affirmed the plan confirmation, pointing out that the Bankruptcy Code directs courts to “police the means of a reorganization plan’s proposal, not its substantive provisions.”
The Ninth Circuit noted that the debtor’s amended plan rejected the lease with the tenant which used the premises exclusively as a marijuana establishment.

Further, the amended plan was structured so that the monthly plan obligations would be funded without revenue from the marijuana-related tenant.[footnoteRef:16]   [16:  Id.] 


Looking only at whether the plan was proposed lawfully, not at the substantive provisions, the Ninth Circuit agreed with the bankruptcy court’s plan confirmation.[footnoteRef:17] [17:  Id. at 1036.] 



In a recent California bankruptcy court decision,[footnoteRef:18] In re Hacienda Co., the court refused to dismiss a Chapter 11 proceeding filed by a debtor that had previously been in the business of wholesale manufacturing and packaging cannabis products.   [18:  In re Hacienda Co., LLC, LEXIS 332 *1 (Bankr. C.D. Cal., Jan. 20. 2023).] 


Prior to filing bankruptcy, the debtor ceased operations and sold its assets to a publicly traded Canadian company whose sole business was cannabis growth and sales.

The debtor received shares in the purchaser entity and proposed to sell those shares to fund its plan of reorganization.

The United States Trustee filed a motion to dismiss the Chapter 11 because of the connection to marijuana.

The bankruptcy court denied the motion to dismiss in part because the movant failed to establish any ongoing violation of the Controlled Substances Act as opposed to any pre-petition violations.

Further, under the plan, the debtor’s sale of the stock to pay creditors would terminate any connection with cannabis.

The court pointed that Congress did not establish a zero tolerance policy that requires dismissal of any bankruptcy case involving a violation of the Controlled Substances Act.

For example, the Bankruptcy Code has no specific remedy for violations of the Controlled Substances Act. Furthermore, dismissing every bankruptcy case that had a connection with illegal activity would be contrary to Congress’ directives under the Bankruptcy Code. 

The court pointed to cases like PG&E and Bernie Madoff as examples of cases involving illegal activity that were not dismissed.

In conclusion, the bankruptcy court determined that Congress has provided courts some discretion to determine whether dismissal is appropriate based on the facts and circumstances of each case.
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