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TAXING MARIJUANA: THE PRICE IS RIGHT

David Gordon

ABSTRACT: Research for this paper began in November 2012 after Washington State citizens vot-
ed in favor of Initiative 502, which would legalize recreational marijuana; the initiative was passed 
by a solid margin. The central logic and selling point used by legalization proponents was the large 
amount of tax revenue that the state was going to accumulate beginning in 2014 when Washington 
would begin regulated and taxed sales of marijuana. Over 18 months following the vote, studies 
found large disparities in potential users and consumption rates, as well as inconsistencies in pre-
note calculations of tax revenue that Initiative 502 was based on. This paper proposes a different 
tax for recreational marijuana in Washington that would allow the state to collect the maximum 
amount of revenue while keeping other stakeholders satisfi ed.

Introduction

In the State of Washington, with 70% 
of marijuana users making less than 

$50,000 per year (BOTEC Reports), we can 
expect price sensitive users. If regulated 
marijuana is taxed too high, it will not be 
able to compete with the medical and black 
markets. The state will not sell as much as 
predicted and therefore will receive less tax 
revenue. This issue is complex because it 
affects multiple stakeholders (e.g. tax pay-
ers, pharmaceutical companies, medical 
professionals, law enforcement, the judicial 
system, and educators, among others). The 
actions of each will likely affect consumer 
choices and therefore tax receipts, which are 
the key focus of this paper. This paper will 
show that a newly proposed tax of 20% on 
recreational marijuana will produce more 
revenue for the state than the existing policy 
of three separate 25% taxes. This proposed 
tax rate will be better able to compete with 
the tax-free options (and receive the most 
revenue overall) than the current tax rates, 
which go into effect as early as summer 2014.

Background

In 1998, voters in Washington State 
passed Initiative 692, which allowed certain 
people legal access to medical marijuana. 
The legislature found that “there is medi-
cal evidence that some patients with termi-
nal or debilitating medical conditions may, 
under their health care professional’s care, 
benefi t from the medical use of cannabis” 
(State Initiative 692, 1998). Fifty-nine per-
cent of voters approved the Initiative, mak-
ing Washington the second state to allow the 
use of medical marijuana. In anticipation 
for what has amounted to a multi-billion 
dollar industry, many entrepreneurs have 
been cashing in on the “green rush” that 
was established when the law was passed.                   
Initiative 692 allowed collective gardens 
for medical patients and dispensaries, which 
permitted up to 45 mature marijuana plants 
to be distributed tax free to the patients. 
Since then, dispensaries have been pop-
ping up all over the state, at one point even 
outnumbering Starbucks in Seattle (Martin, 
2012). State lawmakers have been tallying 
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their missed opportunities on collecting tax 
revenue from these medical marijuana dis-
pensaries due to a gray area generated by 
confl icting federal and state laws. A spe-
cial notice written by the Washington State                        
Department of Revenue, dated May 31, 
2011, states that, “Retail sales of cannabis 
remain subject to retail sales tax even when 
sold by a dispensary for medical purposes.” 
In  short, since marijuana sales of any sort 
are illegal under federal law, many medi-
cal marijuana dispensaries do not fi le with 
the Department of Revenue, fearing that if 
they pay the required sales and Business 
&  Occupation  taxes, they are inherently 
admitting to a federal department that they 
are selling marijuana, and thus are subject 
to federal prosecution.  The cognitive dis-
sonance here between the state allowing 
medical marijuana authorizations but disal-
lowing tax-free purchases is illogical on its 
face, but it does provide a tax stream.

Tax loopholes and a lack of regu-
latory oversight of medical marijuana 
dispensary sales led to the creation of                                              
Initiative 502, which was passed decisively 
on November 6, 2012. In a revised fi ling of 
the Initiative, submitted July 8, 2011, the             
Secretary of State’s offi ce described that the 
measure would “license and regulate mari-
juana production, distribution, and posses-
sion for persons over twenty-one; remove 
state-law criminal and civil penalties for 
activities that it authorizes; tax marijuana 
sales; and earmark marijuana-related rev-
enues” (Initiative Measure No. 502, 2011).  
Colorado’s recreational marijuana initia-
tive passed on the same day, making it and 
Washington the fi rst two states to have legal 
and regulated marijuana markets.

Effects from Similar Taxes

The recommended 20% tax can be com-
pared with Colorado, where a similar recre-
ational market has taken place.  In Colorado, 
a 25% tax was voted by state lawmakers in 
2013 and passed with over two-thirds ma-
jority. But even this tax, which is similar to 
Colorado’s alcohol and cigarette tax, is seen 
as too high by some legislators who are con-
vinced that this would raise the price of le-
gal marijuana so high that it would serve to 
sustain the black market that the legalization 
amendment was created to end (Hughes, 
2013). Additionally, lawmakers in Colorado 
fear that heavily taxed marijuana will lead 
to a boom in homegrown marijuana just as 
a means to avoid the high prices in stores 
(Ingold, 2013). Retail sales began January 
1 in Colorado, and in less than two months, 
Governor John Hickenlooper signed a new 
budget proposal with projections exceeding 
original expectations. The new projections 
in the budget proposal predict over $117 
million from July 2014 to July 2015 (State 
of Colorado, 2014). It is important to keep 
in mind that a substantial amount of this rev-
enue has come from out-of-state customers.

A second example shows what hap-
pens when states raise excise taxes on items 
such as cigarettes and alcohol with the in-
tention of creating revenue. California ex-
amined the effects of its cigarette tax after 
it was raised in 2007. The Investigations 
Division of The California State Board of                                    
Equalization estimated cigarette tax eva-
sion at over $21 million from 2007-2008 
(Board of Equalization, 2007-2008). Ad-
ditional studies have confi rmed a correla-
tion between high sin taxes and interstate 
smuggling (Hawken, Kulick, & Prieger, 
2013). Some people are quick to “seek new,                                                                             
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cheaper purchasing outlets including pur-
chases on the black market (e.g., interstate 
smuggling) to offset some of the effects of 
taxes” (Callison & Kaestner, 2014). For 
medical or black market marijuana grow-
ers in Washington, this trend could mean 
increased demand for their tax-free product, 
to the detriment of state coffers, and the con-
sumer would not need to cross state lines.

Current Policy Review

Last year, the Washington State Offi ce 
of Financial Management (OFM) estimated 
that taxes on the drug sold under this ini-
tiative could generate up to $532 million 
in fi scal year 2015, the fi rst full year legal-
ized sales could occur (Shown in Figure 
1). The majority of this revenue is expect-
ed to come from the 25% surcharge from 
grower to retailer, with the rest of the rev-
enue coming from business and sales taxes                                                     
(Initiative 502, 2012). The OFM Fiscal                                            
Impact Statement predicted the revenue 
based on taxes from “100 state-licensed 
growers supplying more than 300 marijua-
na stores that — based on federal drug-use 
surveys — would sell 187,666 pounds to at 

least 363,000    customers” (OFM, 2012).  As 
of April 2014, total growing space is capped 
at two million square feet with no more than 
334 stores statewide (Young, 2013). 

The calculated projection of consum-
ers written into Initiative 502 is based on 
the U.S. Department of Health and Human                                                                         
Services, Substance Abuse and                                
Mental Health Services Administration’s                 
(SAMHSA) National Survey on Drug Use 
and Health (NSDUH) 2008–2009 data for 
Washington (OFM, 2012). This data was 
gathered by a nationwide survey involv-
ing interviews with approximately 70,000 
randomly selected individuals aged 12 and 
older; the results indicated that 16.5% of 
people aged 18-25 and 4.2% of everyone 
aged 26 and older have used marijuana 
at least once in the past year (SAMHSA, 
2009). Applying those percentages, the au-
thors of Initiative 502 predicted 363,000                                
Washington residents would use marijuana 
in 2013 . The total predicted population for 
Washington State residents was determined 
using the Census Bureau’s forecasted 2013 
population. The miscalculation here is 
the projected 363,000 consumers. Not all 
of them will be inclined or allowed to be                                                   

Taxing Marijuana

State Revenue Impact FY 2013 FY 2014 FY 2015 FY 2016 FY 2017

Dedicated Marijuana Fund $0 $248,639,000 $434,201,000 $447,213,000 $460,615,000
Total State General Fund $0 $47,418,000 $97,682,000 $100,611,000 $103,630,000
Fingerprint Identifi cation 
Account

$8,000 $8,000 $8,000 $8,000 $8,000

Impaired Driver Safety 
Account

$48,000 $82,000 $83,000 $83,000 $84,000

Highway Safety Account $505,000 $832,000 $839,000 $846,000 $853,000
Federal Grants $0 - $368,000 $0 $0 $0
State Total $561,000 $296,611,000 $532,813,000 $548,761,000 $565,190,000

All Revenues Minus Costs to Implement I-502 (OFM, 2012)

Table 3.1 State Revenue Impact
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consumers in the recreational system, and 
therefore the projected tax revenues are too 
high. 

There are three main reasons why this 
prediction is too high. First, it does not sub-
tract medical patients who will continue to 
buy from medical establishments or con-
tinue to grow marijuana. Washington State 
is the only medical marijuana state in the 
country to not have a patient registry for au-
thorized medical marijuana patients, mean-
ing there is no database that lists authorized 
patients’ names (Cooke, 2011). However, 
we can look at Colorado to try to estimate 
the number of patients in Washington. In 
Colorado, there is a required medical mari-
juana patient registry; the amount of regis-
tered patients as of December 31, 2013 was 
110,979 (Colorado Department of Public 
Health and Environment, 2014).  According 
to this information, 21 of every 1,000 resi-
dents in Colorado have their medical mari-
juana authorization. If that same ratio of pa-
tients to overall population were applied in 
Washington, there would be 143,430 regis-
tered medical patients. If these medical pa-
tients who are 21 and over do not switch to 
the recreational market, the state will miss 
revenue from almost 40% of projected con-
sumers. It is relatively easy for Washington 
citizens to obtain medical marijuana autho-
rizations compared to those in other states; 
for that reason, that number of projected 
medical patients could be even higher. As 
one example of how simple it can be to 
become a medical patient in Washington, 
a  Seattle Times article described a Seattle-
area doctor who had his license suspended 
after he awarded 109 marijuana authori-
zations (out of 110 applications) over one 
weekend where the appointments averaged 
less than 15 minutes each, and no medical 

records were needed (O’Hagan, 2012).
Additional members of the 363,000 

people who may bypass the retail stores 
will be growing their own marijuana and 
are under the age of 21; others will contin-
ue to purchase from the black market. In a 
study published in The Journal of Palliative   
Medicine, Bowles found that the majority of 
persons registered for medical marijuana in 
the United States appear to be young (2012). 
As the law currently stands, 18-20 year olds 
will not be able to purchase marijuana from 
retail stores, so we can expect them to rep-
resent a substantial portion of the 363,000 
users accounted for in the OFM’s initial pre-
dictions.

Lastly, the prediction could be mislead-
ing; if the prices in the retail stores are even 
slightly higher than elsewhere, there is a 
much larger fi nancial incentive for heavy 
users to avoid retail purchases. When the 
tax revenue was predicted, total annual 
consumption was averaged out between all 
of the 363,000 consumers. Occasional us-
ers may not care if they are paying more 
at the retail stores if they only go once or 
twice a year, and of course, the state collects 
very little tax revenue from them. BOTEC   
Analysis Corporation, a think-tank special-
izing in crime and drug policy that was hired 
by Washington’s Liquor Control Board and 
headed by Mark Kleiman, predicted that 
the fi rst year of legal sales will only capture 
15% of Washington’s total marijuana mar-
ket (2013). Kleiman understands the threat 
of the medical marijuana industry, and 
stated in April, 2013 that competition from 
medical marijuana could easily undercut 
the recreational system the state is trying to 
create, siphoning away millions in potential 
taxes (Young, 2013).  

This information leads us to believe that 
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the amounts of users and revenues used in 
Initiative 502 are overly optimistic, and 
more analysis will be needed to accurately 
measure the size of the new recreational 
marijuana industry.

Policy Analysis

This paper analyzes and estimates the 
number of potential consumers given vary-
ing tax rates. This analysis can be used to 
calculate the total revenue that the govern-
ment would receive. The fi rst model repre-
sents the current proposal of three separate 
25% taxes and a fi nal sale price of $12.00 
per gram. The second model represents the 
current medical marijuana system, which 
currently stands untouched by the rules of 
the new law and sells for around $10.00 
per gram. The third model is the proposed 
one-time 20% tax, which would be paid by 
the consumer at the point of purchase in the 
retail store. This model predicts a fi nal sale 
price of $10.00 per gram.

Model 1 assumes a $3.00 per gram pro-
ducer price, a $6.00 per gram processor 
price, and a $12.00 per gram average retail 
purchase price. Based on annual user con-
sumption averages that were used to calcu-
late revenue in the initiative, Figure 1 would 
accrue $175,087,500 in annual tax revenue.

This is based on 145,000 yearly retail 

consumers, and was calculated by taking 
the original estimate of 363,000 consumers, 
and subtracting all parties (consumers who 
grow their own marijuana, buy from medi-
cal establishments, or are under the age of 
21) who are not likely or allowed to trans-
fer their purchases to the retail stores. Of 
the 145,000, each is predicted to smoke or 
otherwise consume an average of 230 grams 
per year. At an assumed $12.00 per gram, 
each person would spend $2,760.00. We can 
then calculate the total tax revenue paid an-
nually per consumer to be $1,207.50 (230 
grams x $5.25 tax paid per gram). Multiply-
ing that amount with the expected 145,000 
consumers, the total annual revenue would 
be $175,087,500. Similar to any other com-
modity market, frequent users have a much 
larger fi nancial incentive to seek out a less 
expensive product compared to occasional 
users, so it is very unlikely that the medi-
an of the 145,000 consumers will purchase 
230 grams per year. The majority of these 
145,000 retail consumers are expected to be 
infrequent users who consume marijuana 
occasionally, but enough to still be calculat-
ed into the OFM estimate. Still, this estima-
tion is signifi cantly smaller than the OFM’s 
estimate of $532,813,000 in revenue for the 
fi rst full year of legalization in 2015.

Figure 1 shows another example of 
the effects the current tax rates would 

Taxing Marijuana

MODEL 1 Producer Processor Store
Per Gram Sale Price $3.00 $6.00 $12.00
25% Tax $0.75 $1.50 $3.00
Total Tax Revenue Per Gram - $5.25

Revenue based on assumed producer, processor, and retailer prices used in Initiative 502
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have on $10.00 worth of marijuana before 
taxes are accounted for (Washington State                           
Department of Revenue, 2013).

This example on the effect that the three 
tiers of taxes have on the fi nal sale price is 
astounding. Ten dollars worth of product 
has $10.81 worth of taxes added on, and to 
substantiate these numbers even more, this 
example does not include the price markups 
that each tier will add to make a profi t.

The model shown will not be able to 
compete with medical marijuana. A $100.00 
annual license allows a medical grower up 
to 15 plants, which bring in $6.00-$10.00 
per gram, with little overhead. Additionally, 
because it is an unregulated donation-based 
system, the grower does not pay any type 
of tax. This is a stark contrast to the pro-
posed law that regulates the licensed grow-
ers, processors, and retailers. Based on the 
OFM estimates, growers would receive less 
than half the price per gram ($3) while pay-
ing a 25% tax, a $1,000 annual license fee, 
combined with an application process that 
introduces 43 pages of regulations.

The second model represents the cur-
rent medical marijuana system which, as                 

mentioned earlier, is  not taxed at  the  point 
of sale because of legal gray areas, and sells 
for around $10.00 per gram.

The third model proposes a one-time 
tax of 20% that is administered at the retail 
store when the consumer makes a purchase. 
This tax is similar to the tax proposed for 
Colorado’s recreational system. First, we 
must subtract a projected 55,000 people 
who are not allowed by the Initiative to 
purchase from the retail stores—residents 
aged 18-20—who were still counted in the 
estimated 363,000 consumers. That leaves 
us 308,000 consumers paying an average of 
$10.00 per gram. Using the same consump-
tion rates as Model 1, 230 grams per year 
x $10.00 per gram x 308,000 consumers = 
$637,560,000. Twenty percent of this total 
would equal $127,512,000 in expected an-
nual revenue.

Signifi cance

The revenue from I-502 is allocated 
for health care, youth drug abuse preven-
tion, research, and public health educa-
tion. It would be a shame if these earmarks 
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Retailer
Cost of Goods Tax (25%) Retail Price Plus State Tax (6.5%) Total Price
$15.63 $3.91 $19.54 $1.27 $20.81

Producer
Cost of Goods Tax (25%) Total Price
$10.00 $2.50 $12.50

Processor
Cost of Goods Tax (25%) Total Price
$12.50 $3.13 $15.63

Figure 1.
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are not adequately funded due to a lack of            
foresight among the Initiative’s authors and 
the Washington State Liquor Control Board 
(WSLCB), the organization in charge of 
implementing this law. We know from pre-
vious examples that tax evasion occurs if 
local prices are too high. In this case, if the 
price is too high, consumers will avoid the 
retail stores and add to the already fl ourish-
ing black market and medical industry. This 
is just what the Initiative hoped to mitigate.
WSLCB offi cials, who are in charge of im-
plementing the law, do not have the author-
ity to change the taxes that were voted for 
by the public. A change to the tax structure 
would have to come from the legislature. 
During the fi rst two years, a change to the 
Initiative would require a two-thirds major-
ity vote (WSLCB, 2014).

The policy problem could be devastat-
ing if the cost of marijuana in retail stores 
is not priced effectively. If the Washington 
State Legislature enacts a 20% tax rate in-
stead of the current proposal, the state can 
collect the maximum amount of revenue 
while still serving the other stakeholders’ 
interests.

Recommendation

The demand will be low if the prices 
are higher than medical and black market 
marijuana. With the convenience, experi-
ence, and quality that thousands of medical 
marijuana growers across the state provide 
marijuana to consumers in the tax-free mar-
ket, only an equally priced product would 
achieve the states’ ultimate goal of directing 
the consumer purchases to the regulated and 
taxed market. Therefore, we can expect the 
recommended policy of changing the cur-
rent tax rate to a one-time tax of 20% will 

increase demand for regulated marijuana 
because it will allow recreational marijua-
na prices to be more competitive with the 
consumer’s tax-free options. This tax is low 
enough that it will not deter consumers who 
have other options to purchase marijuana, 
and it gives the state licensed growers more 
of an incentive to produce a greater variety 
of high-quality marijuana.

It will be very diffi cult to shift the medi-
cal patients over to the recreational stores, 
and therefore collect the potential taxes 
established. The proposed taxation of the 
medical marijuana industry will be met with 
much legal resistance, as the I-502 system 
may realize it cannot compete side-by-side 
with medical marijuana. If the Washington 
State Legislature enacts the proposed 20% 
tax rate instead of the current excessive 
rates, the state can collect the maximum 
amount of revenue while still serving the 
other stakeholder interests, primarily allow-
ing legitimate medical patients access to 
their medicine at an affordable rate.
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