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INTRODUCTION 

 
Twenty-nine states and the District of Columbia have 

legalized some form of marijuana use and trade.1 This, however, 
has received federal push back. The Internal Revenue Service 
(IRS), for example, prohibits marijuana businesses from taking 
trade or business deductions in connection with the sale of 
marijuana. 

This, of course, is an exception to the general rule allowing 
such deductions under 26 U.S.C. § 162.2 Section 162 permits 
deductions for “all ordinary and necessary expenses paid or 
incurred during the taxable year in carrying on any trade or 
business … .”3 But, pursuant to 26 U.S.C. § 280E, any business 
expenditures associated with illegal drugs are excluded from the 
business deduction rule and, consequently, cannot be deducted.4 

Prior to the adoption of § 280E, those engaging in the trade 
or business of selling illegal drugs could take such deductions.5 For 
example, in 1981, a U.S. Tax Court held that a taxpayer’s car, 
phone, and rental expenses, all associated with illegal drug sales, 
were deductible because they constituted ordinary and necessary 
trade or business expenses.6  

In response to this ruling, Congress enacted § 280E as an 
exception to the business deduction rule.7 Section 280E proscribes 
�
�
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1PROCON.ORG, 
http://medicalmarijuana.procon.org/view.resource.php?resourceID=000881 
[https://perma.cc/H259-48Q2]. 

2 I.R.C. § 162(a) (Westlaw through Pub. L. No. 115-68). 
3 Id. (emphasis added). 
4 I.R.C. § 280E (Westlaw through Pub. L. No. 115-68). 
5 Edmondson v. Comm’r, 42 T.C.M. (CCH) 1533 (1981). 
6 Id. 
7 S. REP. NO. 97–494, at 309 (1982). 
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that, a business may not deduct otherwise ordinary business 
expenses associated with trafficking controlled substances that are 
prohibited by Federal law.8 Encouraged by overwhelming public 
opposition to illegal drugs, Congress reasoned that drug dealers 
should not be extended the benefit of business expense deductions 
while also causing the country to lose billions.9 

This exception includes the marijuana trade. Marijuana 
contains tetrahydrocannabinol (THC), a substance classified by 
the Drug Enforcement Agency as a Schedule I drug under the 
Controlled Substance Act.10 Accordingly, federal law prohibits the 
manufacture, distribution, possession, or dispensing of 
marijuana.11  

Now, however, with states increasingly legalizing the 
marijuana trade, associated businesses are looking for solutions to 
minimize the effects of § 280E. The primary solution may be 
marijuana businesses avoiding the federal income tax altogether. 
That is, marijuana businesses should avoid the § 280E exception 
to the business deduction rule by operating as a tax-exempt 
entity.12 An organization may do so by meeting the strict statutory 
requirements under any one of the twenty-eight possible tax-
exempt, § 501(c) provisions.13 For a seller of marijuana, the tax 
exemption for social welfare organizations may, in theory, be the 
most suitable exemption.14  

Generally, an organization seeking tax-exempt status 
“bears a heavy burden to prove that it satisfies all the 
requirements of the exemption statue.”15 In order to qualify as a 
social welfare organization under § 501(c)(4), the marijuana seller 
must: (1) not be organized or operated for profit; and (2) be 
operated solely for the promotion of social welfare.16 An 
organization promotes social welfare if the organization is 

�
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8 I.R.C. § 280E. 
9 SEN. REP. NO. 97-494, at 309. 
10 21 U.S.C.A § 812 (Westlaw through Pub. L. No. 115-68). 
11 21 U.S.C.A. § 841(a) (Westlaw through Pub. L. No. 115-68). 
12 Benjamin Moses Leff, Tax Planning for Marijuana Dealers, 99 IOWA L. REV. 

523, 527 (2014). 
13 I.R.C. § 501(a) (Westlaw through Pub. L. No. 115-68). 
14 See Leff, supra note 12.  
15 Harding Hosp., Inc. v. United States, 505 F.2d 1068, 1071 (6th Cir. 1967). 
16 See 26 C.F.R. § 1.501(c)(4)-1(a)(2)(i) (2017). 
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promoting the common good and the general welfare of people in 
the community.17  

In addition to these statutory requirements, the marijuana 
seller’s true purpose must be neither illegal nor contrary to 
established public policy.18 This requirement, derived from § 
501(c)(3)’s common law principals of charitable trusts, is known as 
the public policy doctrine that allows the IRS to deny tax-exempt 
status.19 

As a preliminary matter, it is important to keep in mind the 
interaction between tax statutes and the general principle of 
conflicting federal and state laws. As articulated by the Sixth 
Circuit Court of Appeals, statutes imposing a tax are interpreted 
in favor of the taxpayer and provisions granting a deduction or 
exemption are construed strictly in favor of the government.20 
Additionally, the Supremacy Clause of the United States 
Constitution states that federal laws prevail over conflicting state 
law.21 

Part I of this Note discusses the requirements for qualifying 
as a social welfare organization under 501(c)(4). For illustrative 
purposes, these requirements will be discussed in conjunction with 
Colorado’s recreational marijuana statute to provide a 
hypothetical scenario of how a marijuana merchant may attempt 
to achieve 501(c)(4) tax-exempt status. Part I concludes, however, 
that even if a marijuana merchant hypothetically achieved social 
welfare status, Colorado’s marijuana restrictions would prevent 
the merchant from doing so. 

Part II analyzes the history of social welfare organizations, 
the common law foundations of the public policy doctrine, and the 
nexus between the two. Because an organization selling marijuana 
would violate established state and federal public policy, 
marijuana sellers should be denied tax-exempt status. Part II 
concludes that charitable and social welfare organizations are so 
intrinsically dependent on one another that 501(c)(3)’s public 
policy doctrine is also applicable to 501(c)(4) social welfare 
organizations.  
�
�

17 Id. 
18 See Bob Jones Univ. v. United States, 461 U.S. 574, 591 (1983). 
19 Id. 
20 Weingarden v. Comm’r, 825 F.2d 1027, 1029 (6th Cir. 1987) (internal quotations 

omitted). 
21 See U.S. CONST. art. VI, cl. 2. 
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I. SECTION 501(C)(4) SOCIAL WELFARE ORGANIZATION 
 
In order to qualify as a social welfare organization under  

§ 501(c)(4), the marijuana seller must solely be organized and 
operated for the promotion of social welfare; not profit.22 An 
organization seeking tax-exemption has the burden of proving it 
meets all § 501(c)(4) statutory requirements.23 If any doubt exists 
regarding whether an organization has met the requirements for 
tax-exempt status, courts will likely refuse to grant it.24 
Furthermore, there is a time constraint for those seeking tax-
exempt status under § 501(c)(4).25 A marijuana seller must notify 
the IRS of its § 501(c)(4) social welfare status within sixty days of 
being established.26 While keeping these provisions in mind, the 
required elements for a § 501(c)(4) organization will be examined.  

  
A.� Not Organized or Operated for Profit 

 
Initially, a marijuana seller must prove that it is not 

organized or operated for profit.27 This first element would be the 
most plausible for a marijuana organization to fulfill. When 
Colorado’s recreational marijuana restrictions and requirements 
are examined and applied to a marijuana seller, it is obvious that 
the seller would not be able to meet this requirement.  

The general requirement is that no earnings of the 
organization may benefit a private shareholder or individual.28 
This does not prevent the organization’s non-managerial 
employees from being compensated for their labor.29 In order to 
prevent employees from secretly benefiting from the organization’s 
earnings, any employee holding a position that allows them to 
substantially influence the organization is restricted to a fair 
compensation standard.30 Based upon the small number of 
restrictions, it seems to be theoretically plausible for a marijuana 

�
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22 See Treas. Reg. § 1.501(c)(4)-1(a)(2)(i). 
23 See Harding Hosp., Inc. v. United States, 505 F.2d 1068, 1071 (6th Cir. 1967). 
24 See id. at 1071. 
25 See I.R.C. § 506(a) (Westlaw through Pub. L. No. 115-61). 
26 Id. 
27 See Treas. Reg. § 1.501(c)(4)-1(a)(2)(i). 
28 I.R.C. § 501(c)(4)(B) (Westlaw through Pub. L. No. 115-68).  
29 Id. 
30 I.R.C. § 4958(f)(1)(A) (Westlaw through Pub. L. No. 115-68). 
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seller to meet the first element required for a social welfare 
organization.  

Nevertheless, when examining the possibility of a 
marijuana seller in Colorado, a tax-exempt, non-profit 
organization is not achievable. Colorado law provides that 
marijuana should be regulated so that a “[l]egitimate, taxpaying 
business … will conduct [the] sale of marijuana.”31 Colorado code 
requires that businesses selling recreational marijuana pay 
taxes.32 If the company were a federal tax-exempt § 501(c)(4) social 
welfare organization, it would not pay federal income tax.33 
Because the organization would not pay federal income tax, the 
organization would also not pay state taxes.34 This means a 
marijuana seller would not be a “legitimate taxpaying business” 
and, thus, would not meet the Colorado licensing requirements to 
sell marijuana within Colorado.35  

If the marijuana seller gained § 501(c)(4) status, Colorado 
would not be able to further one of its purposes for legalizing 
marijuana:36 the enhancement of “revenue for public purposes.”37 
That is, if the seller were not taxed, then the state would not be 
able to collect revenue from the seller.38 Accordingly, those engaged 
in the marijuana trade would have to operate for profit in order for 
the state to collect tax. Based on this analysis, a marijuana seller 
would only be able to operate for profit in the state of Colorado and 
would therefore fail to achieve the first requirement of a § 501(c)(4) 
social welfare organization.  

For prospective marijuana sellers, operating a marijuana 
organization as a non-profit could lead to issues with raising 
capital during the start-up process. The costs of becoming a retail 
merchant of marijuana in Colorado quickly add up. For example, 

�
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31 COLO. CONST. art. XVIII, § 16. 
32 Id. 
33 I.R.C. § 501(a) (Westlaw through Pub. L. No. 115-68).  
34 Sales Tax Exempt Status for Charitable Organizations: Application 

Requirements, COLO. DEP’T OF REVENUE, (Jan. 22, 2017) 
https://www.colorado.gov/pacific/sites/default/files/Sales02.pdf [https://perma.cc/JP9G-
RV79]. 

35 COLO. CONST. art. XVIII, § 16. 
36 Id. 
37 Id. 
38 Id. 
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it costs $4,500 to apply for a license to sell marijuana.39 Not only 
would the seller need to pay application fees, but also the general 
costs of operating the store. Seeking private investors for start-up 
capital creates an issue because a social welfare organization’s 
earnings may not benefit a private shareholder or individual.40 
Many investors may be less likely to invest without the potential 
of receiving a share of the profits. 

In addition to the issue of raising capital during formation, 
organizations within Colorado that seek social welfare status 
should plan to operate as such from the beginning because dealers 
only have sixty days to notify the Secretary of State of its’ status 
post establishment.41 That is, it would be unable to freely file as a 
social welfare organization after being established beyond sixty 
days. The seller would have to plan ahead when forming the entity 
to meet the sixty-day timing requirement.  

Based on these factors, it is unlikely that a marijuana seller 
would be able to operate as a non-profit entity in Colorado. A 
marijuana seller structured this way would face multiple logistical 
issues and would not meet the state’s taxpaying business 
requirement. Being organized to operate as a tax-exempt 
organization would also likely not be possible in similarly situated 
states. 

 
B.� Promotion of Social Welfare 

 
An organization must also prove that its sole purpose is for 

the promotion of social welfare.42 An organization fulfills the 
promotion of social welfare prong if it is able to establish that the 
organization promotes: (1) the common good; and (2) the general 
welfare of the people in the community.43 In addition, the 
organization must operate solely for the specific promotion of social 
welfare.44 The IRS has provided several examples of organizational 
activities that meet both requirements: (1) relief of the poor and 

�
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39 Retail Fees, COLO. DEP’T OF REVENUE, 
https://www.colorado.gov/pacific/sites/default/files/MED%20Fee%20Table%20Color%20Ma
y%202017%20%281%29.pdf [https://perma.cc/K5M6-4SEP] (last updated May 10, 2017). 

40 I.R.C. § 501(c)(4)(B) (Westlaw through Pub. L. No. 115-68). 
41 Id. 
42 Id. 
43 See Treas. Reg. § 1.501(c)(4)-1(a)(2)(i) (2017). 
44 Id. 
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distressed or of the underprivileged; (2) advancement of religion, 
education or science; (3) efforts to lessen neighborhood tensions, 
eliminate prejudice and discrimination; (4) defending human and 
civil rights; and (5) combating community deterioration and 
juvenile delinquency.45 The easiest way for a marijuana seller to 
establish that it is promoting social welfare would be to align its’ 
purpose with one of the aforementioned examples.  

The purposes most applicable to a marijuana seller are 
relief of the poor and distressed or of the underprivileged, 
advancement of education, and combating community 
deterioration and juvenile delinquency. Homeboy Industries is an 
organization operated in Los Angeles that may provide a blueprint 
as to how it would be possible to meet all three of the 
aforementioned purposes.46 Homeboy Industries takes former 
gang members and incarcerated individuals from the Los Angeles 
area and provides them with job training and support groups to 
help them “become contributing members of [the] community.”47 
While Homeboy Industries is a § 501(c)(3) charitable organization, 
it is comparable to a § 501(c)(4) organization because it meets the 
much stricter requirements of a § 501(c)(3) charitable 
organization.48  

When comparing a Colorado marijuana seller to Homeboy 
Industries, it becomes much more apparent that a Colorado 
marijuana seller would not be able to achieve the same objectives 
as Homeboy Industries. While Colorado’s legislature has 
determined that legalization of marijuana is “in the interest of the 
efficient use of law enforcement resources, enhancing revenue for 
public purposes, and individual freedom,”49 for the people of 
Colorado, it has also placed multiple restrictions on the marijuana 
industry.50 The large number of restrictions that Colorado has 
placed on individuals and retail stores engaging in the marijuana 
industry would greatly cut against a marijuana seller seeking a 
social welfare organization status.  

�
�

45 See Treas. Reg. § 1.501(c)(3)-1(d)(2)(iv) (2017). 
46 See generally Leff, supra note 12, at 540. 
47 Why We Do It, HOMEBOY INDUSTRIES (Jan. 22, 2017), 

http://www.homeboyindustries.org/why-we-do-it/ [https://perma.cc/G6C8-QLMT]. 
48 See id. 
49 COLO. CONST. art. XVIII, § 16. 
50 See generally COLO. CONST. art. XVIII, § 16. 
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Research shows that, on a national scale, youth from low-

income families are more likely to commit or become affiliated with 
criminal activity than their more affluent peers.51 In Denver, 
marijuana has been occasionally linked to violent crimes within 
the city (e.g., assault, auto theft, drive-by shooting, and 
homicide).52 If an organization like Homeboy Industries was 
established in a city like Denver, it could theoretically meet the 
social welfare requirement by reducing neighborhood crimes 
linked to gang violence and marijuana distribution, while easing 
neighborhood tensions.   

There are, however, multiple problems that would arise 
with operating an organization like Homeboy Industries in 
Colorado. A marijuana seller could achieve social welfare status by 
primarily employing former gang members and those that had 
been involved in the illegal drug trade.53 This creates a huge 
problem for marijuana sellers trying to register as a social welfare 
organization. Even if a Colorado marijuana seller promoted social 
welfare by employing former gang members, illegal drug trade 
participants, and incarcerated individuals, the merchants would 
be violating Colorado law.54 

Under Colorado law, criminal actors are not allowed to 
participate in the sale of marijuana.55 In addition, anyone selling 
marijuana must have a license to do so.56 If the person has been 
convicted of any Controlled Substance felony within the ten-year 
period before applying for a license to sell marijuana, the license 
will be denied.57 Roughly one-quarter of incarcerated individuals 
have been charged with drug related crimes.58 This would greatly 
reduce the number of people that a social welfare organization 
could positively impact in the community. While the marijuana 
merchant’s sole purpose would be to provide previously 
�
�

51 Youth from Low-Income Families, U.S. DEP’T OF HEALTH & HUM. RES. 1 (July 
2007), https://aspe.hhs.gov/sites/default/files/pdf/75846/index.pdf [https://perma.cc/X9NQ-
Z9GH]. 

52 Id. 
53 Leff, supra note 12, at 549. 
54 COLO. CONST. art. XVIII, § 16(1)(b)(IV). 
55 Id. 
56 COLO. CONST. art. XVIII, § 16(4)(a). 
57 Marijuana Pre-Suitability Application, COLO. DEP’T OF REVENUE ENF’T DIV. 2, 

https://www.colorado.gov/pacific/sites/default/files/Pre-Suitability%2004112017.pdf 
[https://perma.cc/HS86-7FBR]. 

58 Tina L. Dorsey, Drugs and Crime Facts, U.S. DEP’T OF JUST. 5 (Jan. 22, 2017), 
https://www.bjs.gov/content/pub/pdf/dcf.pdf [https://perma.cc/Q3TD-VX3A]. 
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incarcerated and former gang members with job training, those 
individuals with a criminal history relating to marijuana could not 
participate in any form of drug sales.59  

Another question left to answer is exactly what type of job 
training a marijuana organization would be able to provide. 
Homeboy Industries provides various forms of job training in fields 
such as culinary arts, solar panel repair, and maintenance.60 The 
main job training marijuana organizations would be able to 
provide would be educating participants in the field of 
entrepreneurship. Unlike Homeboy Industries, which teaches 
individuals culinary and solar panel skills, providing them with an 
advantage in the job market as attractive potential employees,61 a 
potential employee with mere knowledge of entrepreneurship and 
no hands on experience would not necessarily be a sought-after 
quality in a future employee. 

Unfortunately, a significant amount of research indicates 
that youth from low-income families often lack the opportunities 
and resources that would help them succeed in life.62 Providing job 
training for youth from low-income families, the way Homeboy 
Industries does, would assist underprivileged youth and aid in 
reducing juvenile delinquency, which would meet the IRS 
requirements. The restrictions that Colorado’s legislature has put 
in place, however, would again prevent a marijuana organization 
from aiding the youth of low-income families and lowering juvenile 
delinquency.  

Colorado law states that “[s]elling, distributing, or 
transferring marijuana to minors and other individuals under the 
age of [twenty-one] shall remain illegal.”63 A recreational 
marijuana seller may not employ someone under the age of twenty-
one to sell marijuana.64 This means that a marijuana seller would 

�
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59 Marijuana Pre-Suitability Application, supra note 71 
60 Workforce Development, HOMEBOY INDUSTRIES, 

http://www.homeboyindustries.org/what-we-do/employment-services 
[https://perma.cc/7ELV-BLF4]. 

61 Id. 
62 See Dorcas R. Gilmore, Expanding Opportunities for Low-Income Youth: 

Making Space for Youth Entrepreneurship Legal Services, 18 J. OF AFFORDABLE HOUS. & 
CMTY. DEV. L. 321 (2009).  

63 COLO. CONST. art. XVIII, § 16. 
64 COLO. DEP’T OF REVENUE ENFORCEMENT DIVISION, supra note 71. 
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not only be barred from employing anyone under twenty-one,65 but 
also anyone convicted of selling marijuana.66 A social welfare 
organization that sells marijuana would not be able to reduce 
juvenile delinquency by employing juveniles because doing so 
would be illegal.67 

While the above purposes would make marijuana sellers 
eligible for social welfare status, the organization must be operated 
solely for the social welfare purpose if it is to employ individuals 
charged with former drug felonies.68 Though the organization 
would be allowed to engage in the sale of marijuana, it would have 
to operate solely for the promotion of the organization’s purpose. 
This would be a rather large obstacle.  

Assuming the purpose of the organization is to provide 
relief of the underprivileged through job training for former gang 
members and incarcerated individuals, the organization would be 
riding a fine line. In addition to the general purpose of the 
organization, the marijuana seller would have to ensure that a 
majority of its efforts are going toward educating those individuals, 
or pursuing some other acceptable purpose, rather than operating 
solely to make a profit.69 Because the court will favor the 
government when there is doubt as to whether an organization 
could meet tax-exempt status,70 it is highly unlikely that a court 
would find a marijuana organization designed to provide relief of 
the underprivileged—by providing job training for former gang 
and incarcerated individuals—to be solely for the promotion of the 
social welfare.  

In litigation, a court would be skeptical as to whether the 
sole purpose of the social welfare organization was to employ and 
train former criminals, or operate to make money. It is also 
unlikely that employing former gang members would actually 
decrease neighborhood tensions, especially if they had already 
renounced their former gang membership prior to employment. 
Once again, because the court will favor the government when 

�
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65 See Michael Martinez, 10 Things to Know About Nation's First Recreational 
Marijuana Shops in Colorado, CNN (Jan. 1, 2014) http://www.cnn.com/2013/12/28/us/10-
things-colorado-recreational-marijuana/. 

66Marijuana Pre-Suitability Application, supra note 71. 
67 Id.  
68 Treas. Reg. § 1.501(c)(4)-1(a)(2)(i) (2017). 
69 Treas. Reg. § 1.501(c)(3)-1(d)(2) (2017). 
70 Harding Hosp., Inc. v. United States, 505 F.2d 1068, 1071 (6th Cir. 1974) 
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there is doubt as to whether an organization could meet tax-
exempt status,71 a court would likely determine that the sole 
purpose of the organization is not to lessen neighborhood tensions 
but to avoid the federal income tax.  

While it is unlikely a marijuana organization would be able 
to achieve social welfare status, another route exists to potentially 
alleviate some of the tax burdens placed on the organization by the 
IRS. The marijuana dealer could possibly deduct at least a small 
portion of its expenses. If the company were to serve a dual 
purpose, like the company in Californians Helping to Alleviate 
Medical Problems, Inc. v. Comm’r, then the marijuana 
organization might be able to deduct the business expenses not 
associated with the sale of marijuana.72 In Helping to Alleviate 
Medical Problems, Inc., the company had two purposes:73 providing 
medical marijuana and caregiving services to members.74 For 
comparative purposes, a recreational marijuana seller could have 
its primary purpose be something that is analogous to caregiving 
services. This would be much more plausible for a Colorado 
organization that is involved in the medical marijuana industry 
than for an organization in the recreational industry. Retail 
marijuana merchants should keep this in the back of their mind, 
especially if there is a chance their purpose could be seen as 
primarily selling marijuana. 

Accordingly, a court is more inclined to determine that a 
marijuana organization applying for social organization tax 
exempt status under § 501(c)(4) is not solely organized for the 
purposes of promoting the common good and general welfare of the 
people in the community. Considering that an organization 
seeking § 501(c)(4) status has the burden of proving it meets § 
501(c)(4)’s requirements,75 and that when there is doubt about 
whether an organization could meet tax-exempt status the court 
will favor a nonexempt status,76 it is highly probable that a court 
would strike down a marijuana organization’s 501(c)(4) status.  

 
 

�
�

71 Id.  
72 See Californians Helping to Alleviate Med. Problems, Inc. v. Comm’r, 128 T.C. 

173 (2007). 
 
74 Id. 
75 See Harding Hosp., Inc. v. United States, 505 F.2d 1068, 1071 (6th Cir. 1974). 
76 Id. 



�
�
�
230     KY. J. EQUINE, AGRI., & NAT. RESOURCES L.   [Vol. 10 No. 2 

 
II. THE PUBLIC POLICY DOCTRINE 

 
The purposes behind a charitable organization and a social 

welfare organization are so intertwined that the public policy 
doctrine for charitable organizations should be applicable to social 
welfare organizations as well. To understand the public policy 
doctrine and its applicability to social welfare organizations, it is 
helpful to know the history of a § 501(c)(4) tax-exempt social 
welfare organization.   
 

A.� History of 501(c)(4) 
 
The origins of a § 501(c)(4) organization can be traced back 

to the Tariff Act of 1913.77 While there is no legislative commentary 
on the purpose for creating tax-exempt “civic and commercial” 
organizations, it is generally assumed that the law was enacted as 
a result of a U.S. Chamber of Commerce request.78 It is also 
believed that the social welfare classification was established to 
capture those “civic and commercial” organizations that benefitted 
the public despite not qualifying as charitable, educational, or 
religious.79 §§ 501(c)(3) and 501(c)(4) organizations, however, seem 
to imply that they are similar and come from a common source. At 
the core of both types of organizations is their purpose to benefit a 
community's general welfare.80 

 
B. Charitable and Social Welfare Organizations 

 
The public policy doctrine, derived from the common law 

concept of a charitable trust,81 permits the IRS to deny tax-exempt 
status where an organization’s true purpose is either illegal or 
contrary to established public policy.82 This principal was 

�
�

77 John Francis Reilly et al., IRC 501(c)(4) Organizations, I.R.S.1, 2 (2003), 
https://www.irs.gov/pub/irs-tege/eotopici03.pdf [https://perma.cc/P5N9-95NL]. 

78 Id.  
79 Laura B. Chisolm, Exempt Organization Advocacy: Matching the Rules to the 

Rationales, 63 IND. L.J. 201, 290 (1988). 
80 Compare Bob Jones Univ. v. United States, 461 U.S. 574, 585-89 (1983) 

(examining the statutory history and common law foundations of a § 501(c)(3) organization), 
with Treas. Reg. § 1.501(c)(4)-1(a)(2)(i) (as amended in 1990) (defining social welfare to 
include both the common good and promotion of the general welfare). 

81 See Bob Jones Univ., 461 U.S. at 591. 
82 See id. at 591-92. 
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explained by the Supreme Court in Bob Jones University v. United 
States.83  

In Bob Jones University, the issue before the Court was 
whether the IRS could deny a private nonprofit University its § 
501(c)(3) tax-exempt status because of the University’s racially 
discriminatory admissions policy.84 Because a § 501(c)(3) 
organization derived from common law charitable trust principles, 
the Court held that a § 501(c)(3) organization’s purpose may not be 
illegal or violate public policy.85 Currently, there are no court cases 
that conclude the public policy doctrine is applicable to a 501(c)(4). 
The IRS, however, has held that the public policy doctrine applies 
not only to a § 501(c)(4) social welfare organization, but also to all 
§ 501(c) entities.86  

One of the major arguments against the applicability of the 
public policy doctrine to § 501(c)(4) is that the text of § 501(c)(4), 
unlike § 501(c)(3), does not contain the terms “charity” or 
“charities.”87 For an organization to be for the promotion of social 
welfare it must be both for the common good and general welfare 
of the people in the community.88 Under Treas. Reg.  
§ 1.501(c)(3)-1, charitable is defined to include:  

 
Relief of the poor and distressed or of the 
underprivileged … advancement of education … 
and promotion of social welfare by organizations 
designed to accomplish any of the above purposes, 
or (i) to lessen neighborhood tensions … to combat 
community deterioration and juvenile 
delinquency.89  

 The term “charitable” is deemed to include the promotion of 
social welfare, which is the pivotal requirement of a § 501(c)(4) 
organization. If the promotion of social welfare is included in the 
term “charitable,” then it logically follows that social welfare 

�
�

83 Id. 
84 Id. at 577. 
85 Id. at 591.  
86 I.R.S. Priv. Ltr. Rul. 2013-33-014 (March 27, 2013). 
87 Leff, supra note 12, at 554. 
88 Treas. Reg. § 1.501(c)(4)-1(a)(2)(i) (2017). 
89 Treas. Reg. § 1.501(c)(3)-1(d)(iv)(2) (2017). 
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organizations could have derived from common law charitable 
trusts as the terms “charity” or “charitable” have been interpreted. 

When examining the common law roots of “charity” and the 
requirements of a social welfare organization, it is evident that 
both employ the same essential language and purpose. A social 
welfare organization requires the promotion of the general welfare 
of people in the community.90 When examining the public policy 
doctrine of a charitable organization, the Supreme Court, quoting 
Lord MacNaghten’s 1891 restatement of English law on charity, 
stated: “Charity in its legal sense comprises four principal 
divisions: trusts for the relief of poverty; trusts for the 
advancement of education; trusts for the advancement of religion; 
and trusts for other purposes beneficial to the community, not 
falling under any of the preceding heads.”91 The promotion of 
“general welfare of the people in the community”92 and “trusts for 
other purposes beneficial to the community”93 have common 
objects that a social welfare organization and a charitable trust be 
for the benefit of the people in a specified community. There are 
multiple overlaps between a § 501(c)(3) and a § 501(c)(4) 
organization. 

When examining the applicability of the public policy 
doctrine to a charitable organization, it is evident that the core of 
a charitable or social welfare organization is the promotion of the 
general welfare for the community.94 Congress has stated and used 
the phrase “promotion of the general welfare” when describing the 
reason for allowing a tax exemption for charities.95  

In fact, Congress focused on allowing charitable 
contribution deductions because it hoped society would benefit as 
a result of the promotion of the general good.96 The Supreme Court 
reasoned that “[c]haritable exemptions are justified on the basis 
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90 Treas. Reg. § 1.501(c)(4)-1(a)(2)(i). 
91 Bob Jones Univ. v. United States, 461 U.S. 574, 589 (1983) (quoting Comm’rs v. 

Pemsel, [1891] AC 531, 583 (appeal taken from Eng.)). 
92 Treas. Reg. § 1.501(c)(4)-1(a)(2)(i). 
93 Bob Jones Univ., 461 U.S. at 589 (quoting Comm’rs v. Pemsel, [1891] AC 531, 

583 (appeal taken from Eng.). 
94 Compare Bob Jones Univ., 461 U.S. at 585-89 (examining the statutory history 

and common law foundations of a 501(c)(3) organization), with Treas. Reg. § 1.501(c)(4)-
1(a)(2)(i) (defining social welfare to include both for the common good and promotion of the 
general welfare). 

95 Bob Jones Univ., 461 U.S. at 590 (citing H. R. REP. NO. 1860, at 19 (1938)). 
96 Id. 
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that the exempt entity confer a public benefit—a benefit which the 
society or the community may not itself choose or be able to 
provide, or which supplements and advances the work of the public 
institutions already supported by tax revenue.”97 Despite there 
being no case that has held that the public policy doctrine applies 
to a § 501(c)(4) organization, the IRS has determined that the 
public policy doctrine applies to § 501(c)(4) organizations.98  

For example, in Rev. Rul. 75-384, the IRS held that a non-
profit organization formed for the purposes of promoting world 
peace and sponsoring anti-war protests during the Vietnam War 
did not qualify for exemption under either §§ 501(c)(3) or 
501(c)(4).99 This determination turned on the organization 
encouraging its demonstrators to violate local ordinances 
regarding public order.100 This example could be analogous to a 
marijuana dealer, if a marijuana dealer were to tell its employees 
to disregard Colorado’s licensing or age requirements, the IRS 
probably would not find it to qualify for an exemption. 

In a recent private letter ruling, the IRS determined that 
the public policy doctrine is applicable to all tax-exempt 
organizations under § 501(c).101 In this ruling, the taxpayer 
engaged in the production of cannabis and sought tax-exempt 
status.102 The IRS stated that “Congress did not intend to provide 
tax deductions and exemptions to activities that are illegal.”103 The 
court ruled that the public policy doctrine is applicable to a  
§ 501(c)(16) organization, which deals in the business of 
marijuana.104 This supports the IRS’s strong opposition to allowing 
a business, which is deemed federally illegal, to be organized and 
operated as a tax-exempt organization. 

Since it is believed that § 501(c)(4) is meant to catch those 
organizations that are not able to meet charitable purposes under 
§ 501(c)(3),105 there is support for the proposition that § 501(c)(4) 
organizations must be derived from common law trusts. 
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97 Bob Jones Univ., 461 U.S. at 591. 
98 See generally Edmondson v. Comm’r, 42 T.C.M. (CCH) 1533 (1981); I.R.S. Priv. 

Ltr. Rul. 2013-33-014 (March 27, 2013). 
99 Rev. Rul. 75-384, 1975-2 C.B. 204. 
100 Id. 
101 I.R.S. Priv. Ltr. Rul. 2013-33-014 (March 27, 2013). 
102 Id. 
103 Id. 
104 Id.  
105 See generally Chisolm, supra note 93, at 290.  
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The reason Congress enacted § 280E can be compared to 

the reason why the public policy doctrine should apply to  
§ 501(c)(4) organizations. The congressional committee explained: 

 
To allow drug dealers the benefit or business 
expense deductions at the same time that the U.S. 
and its citizens are losing billions of dollars per year 
to such persons is not compelled by the fact that 
such deductions are allowed to other, legal, 
enterprises. Such deductions must be disallowed on 
public policy grounds.106 

Allowing an organization to become a tax-exempt entity “is not 
compelled by the fact that such deductions are allowed to other, 
legal enterprises.”107 The Supreme Court has reiterated the 
principle that:  
 

The exemption from taxation of money and property 
devoted to charitable and other purposes is based on 
the theory that the Government is compensated for 
the loss of revenue by its relief from financial 
burdens which would otherwise have to be met by 
appropriations from other public funds, and by the 
benefits resulting from the promotion of the general 
welfare.108 

 Allowing a marijuana seller to be a tax-exempt social 
welfare organization, the Government would be compensated for 
its loss in revenue by not having to promote the general welfare 
itself. The IRS, however, would not only have increased revenue if 
those organizations were taxed, but increased revenue from taxing 
marijuana sellers could also yield more money for the government 
that would allow Congress to use and distribute to other social 
welfare projects. 
 Alternatively, not only would the IRS be giving up revenue, 
but the state of Colorado would be giving up its ability to tax the 
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106 S. REP. NO. 97-494, at 309 (1982). 
107 Id. 
108 Bob Jones Univ. v. United States, 461 U.S. 574, 590 (1983) (citing H.R. REP. 
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entity because the marijuana distributor would be tax-exempt at 
the state level as well. Colorado’s government has deemed that it 
is the best possible entity for collecting the proceeds from the 
marijuana industry and feels it can spend the tax revenue on what 
it deems to be important “public purposes.”109 

Additionally, it seems far more beneficial for the state of 
Colorado, as well as the federal government, if a marijuana 
organization is a taxed entity. First, Colorado would be able to 
collect tax on the company’s sale. Second, a for-profit organization 
would have more of an ability to grow in size because they may 
operate for the sole purpose of generating a profit. Third, it would 
be easier for a marijuana distributor to receive the desired capital 
to establish the business, which would probably increase the 
number of dispensaries, ultimately increasing tax revenue. 
Finally, the increased tax revenue would increase the amount of 
money that the state could spend on promoting other general 
societal welfare.  

If the marijuana seller was set up as a corporation, the 
seller would be taxed twice. Additionally, because the company 
would not be able to take business deductions under § 162, the 
applicable tax to the company’s revenue would yield a larger 
taxable income for the government and, consequently, increase the 
federal government’s revenue. 

If a marijuana seller were considered a social welfare 
organization and the public policy doctrine did not apply, then 
federal government would not be enforcing federal statutes that 
prohibit marijuana. Additionally, Congress has enacted legislation 
to overrule a U.S. Tax Court decision that allowed those engaging 
in the illegal drug trade to deduct ordinary and necessary trade or 
business expenses.110 There seems to be no major reason why the 
public policy doctrine would be inapplicable to § 501(c)(4) 
organizations, especially when considering the plain 
interpretations of both §§ 501(c)(3) and 501(c)(4).  

Based upon the aforementioned analysis, a 501(c)(4) 
organization’s purpose cannot be illegal or contrary to established 
public policy.111 Those engaging in the sale of marijuana—whether 
state sanctioned or not—are selling in an illegal enterprise because 
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109 COLO. CONST. art. XVIII, § 16. 
110 Edmondson v. Comm’r, 42 T.C.M. (CCH) 1533 (1981). 
111 Bob Jones Univ., 461 U.S. at 585-86. 
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federal law prohibits the manufacture, distribution, possession, or 
dispensing of marijuana.112 The IRS would likely deny a marijuana 
seller tax-exempt status because of its involvement in the sale of 
illegal narcotics. 

In sum, the public policy doctrine should be applicable to  
§ 501(c)(4) organizations. Even if a marijuana seller were able to 
meet the statutory requirements of § 501(c)(4), and the IRS 
deemed them a social welfare organization, they would still not be 
able to become a tax-exempt organization because the public policy 
doctrine would be applicable to a § 501(c)(4) marijuana seller.  

 
CONCLUSION 

 
The applicability of § 501(c)(4) to a state-legalized 

marijuana seller is a theoretical solution for the tax burdens that 
affect marijuana sellers. While a marijuana seller could 
theoretically achieve § 501(c)(4) social welfare statutory 
requirements, applying Colorado’s recreational marijuana statute 
to a hypothetical marijuana seller establishes that Colorado’s laws 
would bar a marijuana merchant from achieving the desired social 
welfare status. If, however, Colorado were to carve out an 
exemption to allow for a marijuana organization to serve the social 
welfare, then § 501(c)(4) would be much more likely to apply to 
businesses in the marijuana industry.  

Even if the marijuana organization could meet the 
statutory requirements for a social welfare organization, they 
would be subject to § 501(c)(3)’s public policy doctrine. Court’s 
would likely determine that the public policy doctrine is applicable 
to a § 501(c)(4) social welfare organization because the public policy 
doctrine’s common law foundation and social welfare organizations 
have identical purposes. Since the public policy doctrine would 
apply to a social welfare organization, it would ultimately violate 
state and federal public policy for the IRS to allow a marijuana 
seller to be registered and exempt from the federal income tax due 
to its social welfare organization status. Therefore, a state-
legalized marijuana seller would have to pay federal income tax 
and would not be able to deduct trade or business expenses under 
§ 162. 
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112 21 U.S.C.A. § 841(a) (Westlaw through Pub. L. No. 114-254). 


