
A
nticipating the legalization of marijuana for

recreational use in New Jersey, this article dis-

cusses the tension between state and federal

law, and specifically addresses the impact of

that divergence on marijuana business insol-

vency issues under the existing federal and

state statutory schemes governing the sale and use of marijuana.

These issues should be considered by business owners, lenders,

landlords, suppliers and others with a financial stake in any mar-

ijuana-related business, as they highlight additional risks associ-

ated with such an investment.

On Jan. 18, 2010, former New Jersey Governor Jon Corzine

signed into law the Compassionate Care Act, authorizing the

establishment of alternative treatment centers (ATCs) and the

sale of marijuana for medicinal purposes through the creation of

the New Jersey Medical Marijuana Program.1 Based on a biparti-

san agreement reached between then-Governor Chris Christie

and the Assembly sponsor of the act in early Dec. 2010, the

Department of Health (DOH) determined to limit the number of

ATCs in the initial request for applications to six.2 By Feb. 14,

2011, 21 separate entities had submitted 35 applications for ATC

permits.3 However, after evaluation of the applications, the DOH

awarded only six permits to nonprofit entities: two permits in the

north region, two in the central region, and two in the south

region.4

In 2018, Governor Phil Murphy took the movement one step

further and announced his intent to legalize marijuana for recre-

ational use in New Jersey by the end of 2018.5 Two bills are cur-

rently pending that would accomplish this goal.6 If met, New Jer-

sey would be among nine other states that have legalized

marijuana for recreational use for adults over the age of 21.7

However, marijuana remains illegal in the eyes of the federal

government. The Federal Controlled Substances Act (CSA), at 21

U.S.C. §§801, et seq., makes it illegal “to manufacture, distribute,

or dispense, or possess with intent to manufacture, distribute, or

dispense” marijuana.8 Penalties include lengthy minimum
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prison sentences, hefty fines and forfei-

ture of “any property constituting, or

derived from, any proceeds the person

obtained, directly or indirectly, as the

result of such violation” and “any of the

person’s property used, or intended to

be used, in any manner or part, to com-

mit, or to facilitate the commission of,

such violation.”9 The CSA provides

equally strict penalties for “[a]ny person

who attempts or conspires to commit

any offense defined in this title.”10 Fur-

thermore, the administration of Presi-

dent Donald Trump has dialed back

from the more liberal policies under the

previous administration.11 In a Jan. 4

memorandum addressed to all United

States attorneys, U.S. Attorney General

Jeff B. Sessions rescinded all previously

issued Department of Justice (DOJ) guid-

ance for marijuana-related businesses.12

Accordingly, businesses hoping to

capitalize on the new commodity face

many challenges. For example, a signifi-

cant challenge centers around the fact

that it has proven difficult for

cannabusinesses to find banks willing to

maintain their accounts.13 In addition to

CSA concerns, banks are faced with the

risk of being charged with money laun-

dering and other financial crimes.14

Those that do offer banking services to

cannabusinesses tend to charge costly

fees.15 Without access to a bank account,

online banking, or credit cards, busi-

nesses face significant administrative

burdens, security issues and accounting

challenges requiring more labor and

expense.

Businesses looking to become

involved in the marijuana industry may

also find it difficult to obtain financing.

Generally, conventional lenders do not

loan to marijuana businesses due to the

illegality of marijuana at the federal

level, which subjects these businesses to

the risk of forfeiture of collateral and

other criminal penalties. Additionally,

non-conventional lenders are known to

place extremely onerous terms on these

loans due to the perceived risk.16

In addition to the other financial

challenges facing cannabusinesses, cer-

tain marijuana-related businesses may

not be able to take advantage of tax

deductions to which they would other-

wise be entitled, while at the same time

being subject to taxation by the Internal

Revenue Service.17

Not only is it challenging to establish

and maintain a cannabusiness in New

Jersey, but cannabusinesses are not

given the same options as other opera-

tions if and when they find themselves

in financial distress. As discussed in

detail herein, for most businesses

involved in the cannabis industry, a liq-

uidation or reorganization cannot be

accomplished pursuant to the federal

bankruptcy system because it remains a

crime under federal law to possess or use

marijuana. Cannabusinesses are pre-

vented from taking advantage of Chap-

ter 11 of Title 11 of the United States

Code (Bankruptcy Code), which gener-

ally allows businesses to reorganize by

staying creditor action, shedding

unprofitable contracts and leases, reduc-

ing unsecured debt, and selling assets

free and clear of liens and encum-

brances. Marijuana-related businesses

will also be foreclosed from utilizing

Chapter 7 of the Bankruptcy Code,

which provides for an orderly liquida-

tion of a business’s assets.

While New Jersey cannabusinesses

may be able to take advantage of the
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state’s insolvency statute and effect an

assignment for the benefit of creditors,

this arrangement presents significant

obstacles.

Federal Bankruptcy Jurisprudence
As recognized by the Office of the

United States Trustee, marijuana busi-

nesses present a “unique and unprece-

dented” scenario because they are feder-

ally illegal enterprises that “openly

propose to continue their illegal activity

during and after the bankruptcy.”18

While in other bankruptcies involving

illegal business activity the “criminal

activity has already permanented and

the principal concerns of the bankrupt-

cy court is to resolve competing claims

by victims for compensation, a marijua-

na bankruptcy case may involve a com-

pany that not only is continuing in its

business, but is even seeking the affir-

mative assistance of the bankruptcy

court in order to reorganize its balance

sheet and thereby facilitate its violations

of the law going forward.”

The law that has developed out of the

bankruptcy courts to date poses several

concerns for cannabusinesses facing

insolvency. For instance, a Chapter 11

case may be subject to dismissal even if

only a portion of the debtor’s income is

derived from a marijuana business.19 In

Rent-Rite, the court found that because

marijuana is illegal under federal law

and because the debtor’s “illegal” activi-

ties put its lender’s collateral at risk of

being forfeited to the federal govern-

ment pursuant to 21 U.S.C. § 881(a)(7),

the debtor had come with unclean

hands and acted in bad faith.20 For these

reasons, the court found the debtor was

engaged in “gross mismanagement” of

the estate under 11 U.S.C. § 1112.21

Nearly two years later, Judge Howard

R. Tallman revisited his decision in Rent-

Rite and applied the same principles to

dismiss a Chapter 7 case where the

debtor was “engaged in the business of

producing and distributing marijuana

on the wholesale level,” which, the

court recognized, was legal under Col-

orado law.22 Here, the court reasoned,

“the Debtors’ chapter 7 trustee...cannot

take control of the Debtors’ Property

without himself violating §856(a)(2) of

the CSA. Nor can he liquidate the inven-

tory of marijuana plants [the debtor]

possessed on the petition date because

that would involve him in the distribu-

tion of a Schedule I controlled substance

in violation of § 841(a) of the CSA.”23 In

other words, “administration of this

case under chapter 7 is impossible with-

out inextricably involving the Court

and the Trustee in the Debtors’ ongoing

criminal violation of the CSA.”24

The court also refused to allow the

debtors to convert their case to one

under Chapter 13 “because their reor-

ganization would be funded from profits

of an ongoing criminal activity under

federal law and would necessarily

involve the Chapter 13 Trustee in

administering and distributing funds

derived from the Debtors’ violation of

the CSA.”25

Two years after Arenas, employees of

the Office of the United States Trustee

(UST) published an article that refer-

ences the UST’s longstanding “policy of

seeking dismissal of marijuana bank-

ruptcy cases that cannot lawfully be

administered” and the underlying

guideposts: 1) “the bankruptcy system

may not be used as an instrument in the

ongoing commission of a crime and

reorganization plans that permit or

require continued illegal activity may

not be confirmed;” and 2) “bankruptcy

trustees and other estate fiduciaries

should not be required to administer

assets if doing so would cause them to

violate federal criminal law.”26

Even where a debtor proposes to ‘san-

itize’ plan payments, Chapter 13 cases

are subject to dismissal.27 In Johnson, the

debtor received $1,203 a month in

Social Security income and $1,000 a

month from cultivating and selling mar-

ijuana.28 In partially granting29 the U.S.

trustee’s motion to dismiss, the court

reasoned that money is fungible, and if

the court and the standing trustee were

to accept any money from the debtor,

they would be supporting the debtor’s

“criminal enterprise.”30 Moreover, the

court reasoned that, for the same reason

a trustee cannot “hold[] contraband or

[use] proceeds or instrumentalities of

federal criminal activity,” debtors who

remain in possession of estate property

cannot do so.31

The Ninth Circuit has constrained the

application of the unclean hands doc-

trine to allow a marijuana dispensary

creditor to pursue a non-dischargeability

action against their bankrupt former

attorney who stole $25,000 from the

company.32 In another case, the Ninth

Circuit allowed a Chapter 13 debtor to

remain in bankruptcy where a portion of

her rental income was derived from the

operation of a marijuana dispensary and

rental payments from the dispensary

continued post-petition.33 Most recently,

in Garvin v. Cook Invs. NW, SPNWY, LLC

(In re Cook Invs. NW, SPNWY, LLC),34 the

court declined to expand the Rent-Rite

principles to prevent a debtor from

remaining in Chapter 11 where the plan

payments were derived from non-mari-

juana-based businesses and the debtor

rejected its lease with the marijuana-

growing tenant.35

Unlike what has been seen in the

existing case law, there are many types

of businesses that may derive income

from marijuana that do not directly

relate to its cultivation, distribution and

sale. For instance, there may be compa-

nies that make accessories for smoking

marijuana; packaging for the various

cannabis products; and equipment for

growing and cultivating marijuana; and

companies processing the end use prod-

uct, etc. There may also be service-based

businesses such as delivery services,

attorneys, consultants, space designers,

and realtors. Additionally, there are
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many alternative cannabis businesses

that exist, such as cannabis-friendly

establishments, smoke and paint stu-

dios, cannabis-themed bike tours,

cannabis cuisine pairing and catering.36

As more states legalize marijuana and

more businesses are established, it will

be interesting to see how the bankrupt-

cy courts deal with these businesses and

their varying degrees of connection to

federally illegal activities.

State Law Alternatives
While businesses whose activities vio-

late federal law cannot utilize the protec-

tions of the Bankruptcy Code, some

states, including New Jersey, offer alterna-

tives to bankruptcy. For example, busi-

nesses in New Jersey may affect an assign-

ment for the benefit of creditors (ABC).37

An ABC is a court-supervised insolvency

proceeding governed exclusively by state

law. The operative statute in New Jersey is

N.J.S.A. §2A:19-1, et seq. An ABC is com-

menced when a deed of assignment is

conveyed by the debtor entity, known as

the assignor, to an assignee of the

debtor’s choosing, who serves in a similar

fiduciary role as a Chapter 7 bankruptcy

trustee. The deed of assignment is then

filed in the Superior Court, Chancery

Division, Probate Part.

Just as in Chapter 7 and liquidating

Chapter 11 bankruptcy proceedings, the

goal of an ABC is liquidating an insol-

vent estate and making a distribution to

creditors. Such liquidations can take the

form of a sale of the assignor’s assets,

including any tangible physical assets

and any intangible assets such as good-

will, to a third party through a public

auction, or through a private sale to a

pre-arranged buyer (also known as a

stalking horse). While these mecha-

nisms are very common in any liquida-

tion proceeding, the liquidation of a

cannabusiness presents several unique

challenges in an ABC.

First, from a regulatory standpoint, a

purchaser of a cannabusiness would be

required to possess the requisite licenses

to buy and handle the product and carry

on the business. While New Jersey has

not yet promulgated its rules and regula-

tions with respect to this business

model, review of the licensing require-

ments in other jurisdictions forecasts an

expensive and time-consuming process.

New York, for instance, requires, among

other things, a non-refundable applica-

tion fee of $10,000 and a registration fee

in the amount of $200,000.38 Illinois

allows for only 21 cultivation center

licenses and payment of a $25,000 non-

refundable application fee, proof of

$500,000 in liquid assets, as well as

other requirements.39 Other states have

similarly restrictive licensing require-

ments.40 As such, assuming few licenses

are actually issued in a given time peri-

od, the pool of potential purchasers of a

cannabis business in the context of a

distressed asset sale may be limited and

restricted to only a handful of buyers,

making the liquidation and sale of the

assets even more difficult.

Even in cases not involving federally

illegal products, like cigarettes and alco-

hol, an assignee must be cognizant of

the applicable rules and regulations con-

cerning the sale, custody and distribu-

tion of such products. For example, in a

liquidation of a business that also sells

tobacco products, the proposed buyer

would need to have the proper licenses

to purchase such products. These same

concerns are also implicated in a busi-

ness involving alcohol, such as a con-

venience store or a bar and grill, since

the applicable Alcohol Beverage Con-

sumption Act would necessarily be trig-

gered, which requires such establish-

ments to maintain a liquor license.41

Needless to say, the sale of a cannabis

business would likely be replete with at

least as many, if not more, regulatory

hurdles in the context of the sale of mar-

ijuana, especially given the potentially

new legal landscape and legislation.

Of course, many events must take

place before the business can even be

sold. For example, one of the first tasks

an assignee undertakes is to visit the

premises with his or her professionals,

such as accountants and appraisers, to

secure the books and records of the enti-

ty and start the process of appraising the

assets for sale. While these tasks would

remain the same in any business, the

cannabis business presents a unique set

of challenges to an assignee since the

assets on the premises may include a sig-

nificant amount of cash and valuable

merchandise (which happen to be feder-

al contraband).

The assignee must also secure the

premises and the assets. However, in

addition to the assets found in a tradi-

tional business, such as machinery,

equipment, general inventory and real

estate, which are relatively easy to

secure, cannabis businesses will likely

contain highly fungible and movable

items, including valuable and potential-

ly dangerous inventory, making these

items prime targets for theft and misap-

propriation. As such, an assignee

appointed in such a case would have to

be particularly sensitive to the physical

safeguarding of the assets from theft or

conversion by third parties. Accordingly,

an assignee in such a case may be

required to take additional steps to safe-

guard the assets by padlocking the

doors, retaining a security service, or

other more drastic measures that would

not otherwise be taken in a more tradi-

tional business liquidation.

Furthermore, it is standard operating

procedure of an assignee to open a fidu-

ciary bank account(s) for transfer of the

assignor’s funds and from which to

transact business on behalf of the

assignment estate. However, as previous-

ly discussed, banks have generally been

unwilling to do business with marijuana

businesses, presenting yet another chal-

lenge to the assignee.

Beyond these issues, other more sub-

tle but critical issues may arise. For exam-
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ple, if the cannabis business is a cultiva-

tion facility, environmental concerns

will need to be addressed. Since certain

pesticides42 would likely be used in the

cultivation of marijuana and certain sol-

vents may be used during the extraction

process, an assignee will need to be care-

ful that he or she is not deemed a

‘responsible person’ under the applicable

environmental laws if those pesticides,

solvents or other agents cause environ-

mental damage to the property and the

property needs to be remediated.43 If

insurance needs to be obtained the envi-

ronmental aspect may present an addi-

tional obstacle. Some courts have held in

favor of insurance companies denying

coverage because the underlying mari-

juana business violated federal law and,

thus, was deemed in contravention of

the subject insurance policy.44

Despite the challenges for the

assignee in cannabis liquidation, a

secured lender may wish to (or be forced

to) participate in an ABC proceeding

over a federal bankruptcy proceeding

involving a marijuana business. Since

most real estate foreclosures involve

only state law and are prosecuted and

litigated before the state court, a state

court sitting in a jurisdiction with laws

legalizing cannabis would more likely

enforce a lender’s security interest.45 In

contrast, this outcome may be less likely

in a bankruptcy setting since marijuana

is currently illegal under federal law.46

Conclusion
In sum, given the current legal land-

scape, most marijuana businesses will be

denied access to relief under the federal

Bankruptcy Code. However, state court

alternatives may be available to assist an

ailing marijuana business in New Jersey.

While these options are not without risk

to those involved, they provide some

mechanism by which to affect an orderly

liquidation of a marijuana business. �
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