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GRAPES TO WINE:

Business Models and the Regulation of Wine Production
The wine industry is a heavily regulated industry whose participants must comply with a unique and burdensome combination of federal, state and local regulations.  High entry costs have led to the development and widespread adoption of several non-traditional business models as potential wine producers seek alternatives to the traditional stand-alone winery, which is expensive to build, expensive to operate and carries the largest regulatory burden, both in terms of initial approvals and ongoing reporting requirements.  This discussion will examine the legal issues that arise under several common wine production business models, the regulatory and licensing requirements applicable to each model, and the commercial contracts commonly employed in implementing the models. In addition, we will briefly consider entity selection and name protection issues unique to the wine industry.   
I. Traditional Stand-alone Winery

It takes a great deal of time and capital resources to build a new winery operation from scratch.  Production of wine requires raw materials, in grapes, equipment, manpower and packaging.  Each of these is expensive.  To plant a vineyard requires land, an increasingly scarce and expensive resource.  A newly planted vineyard usually takes four years to produce a commercial quantity of grapes, thus requiring a large, sunk capital investment with no opportunity for returns for several years, until the first grapes are harvested, the first wine is made, aged, and finally bottled.    

As if the capital investment entry barrier were not intimidating enough to scare off a prospective new winery owner, the legal permits and approvals required to start and operate a winery are burdensome and potentially time-consuming and expensive to obtain.  New bricks and mortar winery operations must obtain permits from the Alcohol and Tobacco Tax and Trade Bureau (“TTB”), which is part of the United States Treasury Department, and from the state liquor authority.  In California, this is the California Department of Alcoholic Beverage Control.  The application process involved in obtaining such permits can be intrusive, time-consuming and expensive.  Moreover, before obtaining federal and state permits, a prospective winery owner must show that he or she has obtained all necessary local land use permits.  Increasingly in many cities and counties in California, these local land use permits are difficult to obtain and have a significant impact on the day-to-day operations of a new winery.  

In this section, we will first examine federal and California regulations applicable to a new stand-alone winery and then survey local land use regulations in several California counties.  We will examine the effect of these regulations on a winery’s design, its means of marketing and selling its wines, and, generally, to operate in the manner envisioned by its founders.  
A. Federal Regulation of a Stand-alone Winery
Federal law requires anyone wishing to produce wine for commercial purposes to receive permission from the federal government prior to conducting operations.  TTB summarizes its regulatory purposes as follows:  

Our mission is to collect taxes owed, and to ensure that alcohol beverages are produced, labeled, advertised and marketed in accordance with Federal law. Our objectives are to protect the revenue, protect the consumer and promote voluntary compliance.

TTB regulates the commercial production of wine under both the Federal Alcohol Administration (“FAA”) Act
 and the Internal Revenue Code (“I.R.C.”)
 and the rules and regulations promulgated thereunder.  These laws and regulations require that wine producers obtain an FAA Act “basic permit” as a producer of wine, qualify their premises as a bonded wine cellar, pay the applicable excise tax on wine, obtain the Special Occupational Tax Stamp and obtain a Certificate of Label Approval (“COLA”) on all wine that is bottled.  

As TTB’s mission statement makes clear, the regulation of alcoholic beverages is largely a revenue collection function of the government.  The I.R.C. governs the collection of taxes on alcoholic beverages and requires the establishment of bonded premises prior to conducting wine operations.
  After a winery becomes operational, the I.R.C. governs the payment of federal excise taxes on wine produced.
  

The FAA Act requires that anyone who produces, processes or warehouses alcohol beverage products must obtain a permit.
  All such persons must file an application and necessary documents with the TTB.  The permit must be approved by TTB before engaging in business.  After a winery becomes operational, the FAA Act and its rules and regulations govern truthful labeling and advertising claims and fair trade practices.
  

To obtain the necessary federal permits, a proposed winery must submit numerous forms to TTB, which collectively describe the bonded premises, in detail, and the winery’s proposed operations and provide TTB with information regarding the personal and financial information of the ownership of the proposed winery operation, the amount, source and disposal of garbage and liquid waste, the source of power, operational noise sources and discharges into navigable waters.
  Applicants also must post a Wine Bond,
 which provides security to the TTB that taxes will be paid in a dollar amount based on estimated tax liability, calculated from the gallons produced by the winery.  Once prepared and filed, the application review and investigation process can take two to four months to complete.  Applications are reviewed by TTB’s National Revenue Center in Cincinnati, Ohio.  TTB will conduct a telephone interview with the applicant and may conduct a field investigation, whereby an investigator would visit the premises, interview the applicant, verify the applicant’s sources of funds and generally ensure that the application is accurate.  The field investigator must verify that the applicant is not prohibited from obtaining a permit,
 “tied-house” rules will not be violated by issuance of a permit to the applicant,
 there is no hidden ownership of the applicant, the applicant is likely to commence operations and do so in accordance with state and Federal law,
 and the government’s source of revenue will be protected by adequately secured premises.  The investigator will then report back to the National Revenue Center, which must grant final approval before a winery can commence operations.  

Once qualified by TTB, a winery’s ongoing reporting obligations to the federal government begin.  These obligations require substantial recordkeeping responsibilities designed to substantiate proper payment of taxes and conformance with trade practices and labeling regulations, including filing of regular reports of all wine premises operations, making regular payments of excise taxes and seeking label approvals for each wine label.  

A new winery must also register with the Food and Drug Administration as a “food facility” pursuant to the Bioterrorism Act before beginning wine production activities.  That Act was passed in the wake of September 11, 2001, among other things, to enhance the security of the nation’s food supply.  The Act also imposes an ongoing recordkeeping obligation on food producers, including wineries.  Wineries must establish and maintain, for two years, records that allow the FDA to identify the immediate previous sources and immediate subsequent recipients of their products in order to address credible threats to public health.
  
B. State Licenses Required of a Stand-alone Winery (California)

Under the California Constitution, power is vested in the state, through the Department of Alcoholic Beverage Control (“ABC”), to license the manufacture, importation and sale of alcoholic beverages.
  The state’s authority to regulate transactions in alcoholic beverages has been implemented through California’s Alcoholic Beverage Control Act (the “ABC Act”), which sets forth the types of alcoholic beverage licenses that ABC may issue.  

Any transaction involving the manufacture, importation or sale of an alcoholic beverage in the State of California must be permitted specifically under the ABC Act and conducted by a licensed individual or entity, or specifically exempted from the licensing requirements of the ABC Act.  In other words, an unlicensed person may not exercise any privilege or perform any act that a licensee may exercise or perform under the authority of a license, unless a specific exception is set forth in the ABC Act.
    

The ABC Act sets forth a specific type of license for a traditional wine producer – a Type 02 “Winegrower” license.
  Thus, a stand-alone winery cannot operate in California without first obtaining such a license.  To obtain a Type 02 Winegrower license, an applicant must prepare and file an application with ABC.  Applications require information regarding the business entity, the amount and source of funds invested in the business, qualification of officers, directors, managers and persons holding a 10 percent or greater interest in the business (including their spouses), any tied-house interests held by any officer, director, manager or owner of the business, regardless of the amount of ownership interest, and information regarding the premises.
  Qualification of officers, directors, managers and owners requires that those persons complete personal and financial affidavits and provide fingerprints and copies of their valid driver’s licenses.
  


ABC applications are filed in person by appointment at the local District Office.  However, some districts allow consultants such as attorneys or alcohol beverage compliance consultants to file applications by mail.  If filed by mail, ABC may take one to two weeks to review the application and accept it as filed.  Once the application is filed, the premise must be posted with a Public Notice of Application provided by ABC for thirty consecutive days, during which the public may protest the application.  Processing of the application may take up to ninety days barring any protests.  If a protest is filed, ABC may need to conduct a hearing and delay issuance of the license.   

ABC requires a license at each location where orders are accepted.  If the winery will be using a separate or additional office location for accepting and processing orders or an off-site tasting room, then a separate application for a Duplicate Winegrower license will be required.  Wineries may only have one Duplicate Winegrower premise where they engage in winetastings and where wine is sold to consumers for consumption off the premises. 
In addition to completing the various applications, to obtain a Type 02 Winegrower license, an applicant must (i) have facilities and equipment for the conversion of fruit into wine and engage in the production of wine; (ii) post a bond with the State Board of Equalization to secure payment of sales taxes and obtain a seller’s permit from the State Board of Equalization; (iii) provide a copy of the federal TTB application and final issued federal basic permit; and (iv) show proper zoning and permitting by the local jurisdiction.

A license issued under the ABC Act is a permit to do that which would otherwise be unlawful.  Such a license is not a right, but is a privilege, which can be suspended or revoked by administrative action because of violation of the ABC Act or departmental rule by ABC.  The privileges conferred by a Type 02 Winegrower license include the ability to (i) conduct wine tastings under certain specified conditions;
 (ii) sell wine to any person holding a license authorizing the sale of wine;
 (iii) sell off-sale to consumers, provided that at least 50 percent of the wine sold is produced on the winery’s premises;
 (iv) operate a public eating place on licensed premises and sell beers, wines and brandies, regardless of source, in that eating place for consumption on the premises;
 (v) manufacture grape brandy for fortification purposes only;
 (vi) provide samples to retailers in certain proscribed circumstances;
 (vii) sell wines for export;
 and (viii) hold an importer’s license, provided the importer’s license is limited to wine only (unless already licensed for sale of beer).
  
 Certain California tied-house provisions apply specifically to holders of Type 02 Winegrower licenses.  Such licensees may hold both off-sale beer and wine and off-sale general licenses, and may hold an interest in certain on-sale licenses under specified conditions.
  There is no tied-house prohibition against a winegrower holding wholesaler’s, rectifier’s, manufacturer’s or other supplier-type licenses.  

A stand-alone California winery that purchases wine grapes, even if from related entities, for the purpose of making wine also must register with the California Department of Food and Agriculture as a “processor.”
  Processor license fees are based on the volume of grapes purchased.  It takes approximately three to four weeks for the application to be processed, and the licenses must be renewed each year.
C. Potential Local Permitting Issues Applicable to a Stand-alone Winery
As noted above, for the stand-alone winery, the applicant must show proper zoning and permitting by the local jurisdiction in order to obtain the necessary state winegrower’s permit and federal basic permit.  

Proper zoning and permitting by the local jurisdiction is now, in some counties and cities, the most complicated and onerous part of the process in building a new bricks and mortar winery.  Local rules vary tremendously between jurisdictions, and can have a great impact on the day-to-day operations of a winery.  
We surveyed the local land use regulations applicable to wineries and wine production in five California counties –   Mendocino County, Napa County, Sonoma County, Santa Barbara County and San Luis Obispo County – and found significant variation in the regulation of wineries at the local level.  A general summary of these variations follows.  Our discussion is intended solely to demonstrate the potential variability of regulation between jurisdictions and is not an exhaustive explanation of the land use rules that apply to wineries.      
Assuming that the prospective winery either owns or leases real property and intends to develop and use the property as a new winery, it is critical to conduct at the outset a thorough review of the jurisdiction’s general plan, zoning and use permit process. Typically, though not in every jurisdiction, a prospective winery owner must obtain a use permit to build a new winery.  The procedure for obtaining a use permit and the difficulty of obtaining a use permit varies from jurisdiction to jurisdiction.  

Some jurisdictions have ordinances specifically devoted to winery development and regulation, while others have little regulation specifically applicable to winery development and operations.  Napa County, for example, passed a “Winery Definition Ordinance” in 1989 that regulates many facets of a winery’s operations and design, including size, location, signage, availability of tours and tastings, production capacity, grape source, special events and retail sales.
  Santa Barbara County passed a Winery Permit Processing Ordinance in 2004 that was “intended to clarify and streamline the permit process for new winery development on lands designated for agricultural uses in the inland area of Santa Barbara County….”
  The Santa Barbara ordinance regulates winery design, grape source, and marketing and mandates a specified minimum on-site vineyard development.  San Luis Obispo County also has specific rules applicable to wineries built into its inland zoning ordinance.  Sonoma County does not have a comprehensive set of rules dedicated exclusively to wineries.
  There, land use approvals often hinge on a subjective determination of compatibility with surrounding activities, based on policies set forth in the Sonoma County General Plan.  Mendocino County has a zoning rule that applies to winery tasting rooms, but no other winery-specific zoning rules.
  

Prospective winery owners should verify several major issues when considering a property as a potential winery development site.  We have grouped these issues into three main categories:  general property suitability, production limitations and marketing restrictions.  

1. General Property Suitability

The most basic question to ask is whether the local zoning allows for a winery.  We are unaware of a county that prohibits wineries, but the type of approval required varies from county to county.  Napa, Santa Barbara, Sonoma and San Luis Obispo Counties all require a use permit from the County, while Mendocino County allows wineries in some zoning districts without a use permit.     

The next pertinent question is whether the County imposes a minimum parcel size on winery development properties.  Napa County requires at least a 10 acre parcel for winery development,
 while the other counties we surveyed did not contain a minimum parcel size for a new winery.  Santa Barbara County, however, does have rules that tie vineyard development to case production levels, and require a specified number of acres for each 1,000 cases of wine produced depending upon production levels.
  These vineyard rules create a de facto minimum parcel size for new wineries in Santa Barbara County.  

Some counties restrict the amount of a parcel that can be occupied by winery facilities.  In Napa County, a maximum of twenty five percent of the site, or 15 acres, whichever is less, may be occupied by winery facilities, including parking areas, concrete pads, and the like.
  Santa Barbara County imposes a maximum facility size of 20,000 square feet, unless a development plan is approved by the Planning Commission, and imposes a maximum size of ten percent of the property when such property is under a Williamson Act Agricultural Preserve Contract.
  The other counties we surveyed do not impose similar restrictions. 

Road access requirements can be problematic in rural areas where roads may not be county-maintained or where a new development relies on an easement over an adjacent property.  Easement documents should be reviewed carefully to assure that they meet county minimum standards for winery development and that access for winery purposes is not prohibited by the terms of the easement.  

Other design considerations that are affected by County regulations include restrictions on square footages of accessory structures, minimum setbacks from roads, streams and adjacent parcels and maximum building heights.  

2. Wine Production Limitations 

Several counties impose limitations on how much wine may be made in a winery and how such wine may be made.  

Both Napa and Santa Barbara county regulations require that a certain percentage of the grapes processed at a winery be from within the local county.  In Napa, 75 percent of the grapes must be from Napa County, unless the winery project is located in an industrial zone.
  In Santa Barbara, 50 percent must come from Santa Barbara County or San Luis Obispo County.
  Wineries located on Williamson Act Agricultural Preserve properties in Santa Barbara County are further limited in that the primary purpose of the winery must be to process grapes grown on the premises.
  In Sonoma County, certain land use categories refer to agricultural processing facilities as those facilities used for the processing of agricultural products “of a type grown or produced primarily on site or in the local area.”
  Typically, this would mean that a winery must source grapes primarily from Sonoma County, but is subject to interpretation on any given project.  

With the exception of Mendocino County, which allows wineries without a conditional use permit in certain zoning designations, each of the counties that we surveyed may impose a wine production limitation on a new winery.  

3. Marketing Restrictions

Each of the counties that we surveyed may impose certain limitations on a winery’s marketing activities.  Counties restrict special events, public tours and tastings, sale of wine and wine-related items, size of tasting room facilities and signage guiding potential visitors to a winery.  

Napa County is the most restrictive in terms of restrictions on marketing activities, as with most other topics discussed here.  Under the Napa County Winery Definition Ordinance, marketing events are only permitted in Napa County pursuant to use permit and only where they are related to the education and development of the consumer or trade about the wines which can be sold at the winery at retail.
  Cultural and social events unrelated to such education and development, including weddings, are prohibited.  No new winery in Napa County is permitted to hold public tours and tastings, and all new winery signs must state “Tours and Tastings by Prior Appointment Only”, assuming that private tastings are approved as part of the winery’s use permit.  Santa Barbara County similarly restricts special events, but does allow public tours and tastings at new wineries upon approval of a development plan by the County.
  

 

Each of the counties we surveyed, except for Sonoma County, imposes restrictions on the size, number or location of winery tasting rooms.  In Napa, a tasting room cannot exceed 40 percent of the production area;
 in Mendocino, a tasting room cannot exceed 25 percent of the floor space of the winery;
 and in Santa Barbara, a tasting room cannot exceed the greater of 400 square feet or 10 percent of the winery structure, unless constructed pursuant to a development plan approved by the County Planning Commission.
  
4. Use Permit Process and Potential Roadblocks 
The use permit process allows a County to analyze the consistency of a proposed use with the County’s general plan, compliance with requirements of the applicable zoning ordinance, and the appropriateness of the site for the level of development, based on review by other agencies of issues such as water availability, waste water, fire hazards and environmental concerns.  

Preparation of a use permit application and obtaining approval of a permit requires several months, at a minimum, and can become a multi-year process depending on the environmental (or neighborhood) sensitivities that surface during the approval process.  

A use permit application will typically require detailed physical plans of the site, detailed operational information regarding the proposed use, description of the proposed business’s marketing plan, anticipated visitor levels and traffic generation, water supply, wastewater treatment plans
 and design and solid waste and hazardous material disposal methods.  

Submittal of a use permit application typically triggers review by County departments and certain state agencies, including Fire, Public Works, Environmental Health, Building Department, California Department of Transportation (“Caltrans”), California Department of Fish and Game and Federal Emergency Management Agency (“FEMA”), depending on the project’s location and characteristics.  For example, analysis of a project by FEMA is required where a project is located in a flood plain, Fish and Game when a project might impact any endangered or threatened species or any lakes, streams or rivers that contain fish or wildlife resources, and Caltrans when a project adjoins a state highway or freeway.   Recommendations of the various departments and agencies will be the basis for conditions of approval for a use permit. Winery use permits are subject to discretionary approval at the planning commission level after public notice, with right of appeal to the Board of Supervisors.
Since use permit applications are discretionary approvals, they subject to the requirements of the California Environmental Quality Act (“CEQA”)
 and the CEQA Guidelines,
 which impose on government agencies a mandate to consider the environmental impacts of their action prior to approving a project.  Additionally, counties adopt local procedures for implementing CEQA, which vary from county to county and which must be applied in conjunction with the state Guidelines.  CEQA and the CEQA Guidelines set forth several categories of projects that are exempt from the CEQA-mandated review of environmental impact.  If categorically exempt, no further environmental review by the agency is required.
  If a project is not categorically exempt, the agency must prepare an “initial study” to identify environmental impacts and identify mitigation measures so that project will not have a significant environmental impact.  If the agency’s initial study concludes that there will not be a significant environmental impact, it can issue a “negative declaration” and thereby obviate the need for further CEQA compliance.  Alternatively, if an agency’s initial study identifies environmental impacts, but concludes that such impacts can be mitigated by conditions to approval, such that there will not be a significant environmental impact, it can issue a “mitigated negative declaration” and again obviate the need for further CEQA compliance.  
If, however, the agency determines that any adverse environmental impacts cannot be mitigated to levels of significance, CEQA requires that an environmental impact report (“EIR”) be prepared.  Preparation of an EIR adds substantial time and expense to the approval process.  It is therefore critical for an applicant to consult local sensitivity maps to identify and be aware of any environmental or archeological sensitivities prior to commencing design of a winery project.  Such maps identify sensitivities such as rare and endangered species, biological habitats, flood and fire hazard, land subsidence and earthquake risks, and known archeological resources.  The existence of critical environmental sensitivities on a project site can cause substantial project delay by reducing the likelihood that a government agency could determine, in the absence of an EIR, that the environmental impacts can be adequately mitigated to avoid a significant environmental impact.  

D. Summary

State and federal alcoholic beverage laws may affect a winery’s ownership, its management structure and its marketing plan, and local permitting requirements can affect every aspect of a winery’s design, from winery location, structural design, production capacity and marketing.  Obtaining the necessary permits from all levels of the government can take many months or possibly even years if a project has significant potential environmental impacts. Given these federal, state and local regulations, prospective winery owners and their counsel must be aware of such potential restrictions when formulating a business plan for a stand-alone winery, and should include in that plan a strategy for obtaining the required permits long before the first anticipated crush.  
II. Custom Crush Business Models
This section of the discussion will explore various models for entering the wine industry without a producer’s license and without expending the capital required to develop a stand-alone winery.  
A. The Negociant Custom Crush Model

While the term “Negociant” is not traditionally applicable to business models used in the United States, domestic models have their roots in the historical Negociant model as it developed in the European wine industry.  A Negociant is a wine merchant who assembles the produce of smaller growers and winemakers and sells the result under its own name.  Historically, the Negociant buys grapes or bulk wine from the grower who otherwise would have no direct access to buyers.  The Negociant ages the wine, blends it, bottles it and sells it under the name of the Negociant, not the name of the original grape or wine producer.  This system gave large numbers of small grape growers the opportunity to sell grapes or wine to the Negociant and the grower or small producer avoided the overhead and the uncertainty associated with bottling, packaging and marketing the wine annually.  The same concept has taken root in the domestic wine industry. 
1. Characteristics of a Custom Crush Relationship

In California and the United States, the most common Negociant model is the custom crush structure. The custom crush operator is best defined by what it is not – it is not a bonded winery and does not have state and federal licenses required for fermentation and production of wine.  The custom crush model typically does not own a winemaking facility, does not necessarily own equipment (though many custom crushers do own some equipment) and has no production and reporting responsibilities.  The custom crush operator has a relationship, usually contractual, with a Host Winery, that controls the winemaking process, though the custom crusher may provide instructions and guidelines to the Host Winery to guide the winemaking process.  The model translates into lower overhead for the custom crusher and provides the opportunity for building value in the company through the development of brands and distribution lines.  

The custom crush operator typically purchases grapes or bulk wine and delivers the product to the Host Winery with whom it contracts under a written agreement for custom crush processing, storage, bottling and labeling. No fermentation and production licenses are required of the custom crush operator, and the custom crusher has no bonded premises.  The custom crush operator relies upon the production permits and bond of the Host Winery until the point the wine is bottled, labeled and released as tax paid (or transferred in bond to another bonded premises such as a warehouse).  The terms of the relationship between the custom crush operator and Host Winery are typically set out in a custom crush agreement.
2. The Custom Crush Contract

The custom crush contract must reflect the regulatory underpinnings of the relationship.  Since the custom crusher has no licensing or permitting for the production, fermenting, processing, storage, bottling and packaging (including labeling) of wine, those obligations must be those of the Host Winery.  It is the obligation of the Host Winery to store the wine in bond, maintain all required licenses, comply with all reporting requirements under federal law, and comply with TTB requirements for varietals content.  Only the Host Winery as the bonded winery can apply for and obtain the appropriate COLA. In order to label the wine, the bottling winery must adopt the labeling trade name of the custom crush operator by adding the trade name to the Host’s federal Basic Permit. The Host Winery also must file and publish a Fictitious Business Name Statement in the county in which it does business, and file the Statement with TTB along with an authorization letter from the custom crusher authorizing the Host Winery to add the client’s labeling trade name to the Host’s Basic Permit.  The label will reflect that the wine is “produced and bottled by the Trade Name.” The Host Winery should receive contractual indemnifications from the custom crush operator with respect to losses or liabilities it may incur arising out of trade name or trademark infringements occasioned by the custom crusher.  
Since the custom crush operator does not have a license to make wine, the contract should reflect that production responsibility falls squarely on the Host Winery. Custom crush contracts typically require the custom crusher to provide specifications to the Host Winery with respect to processing, branding and winemaking.  Title to the wine remains in the custom crush operator at all times.  The Host Winery returns the finished wine to the custom crusher for sale to other dealers.  The Host Winery is responsible for payment of the federal excise tax upon release of the wine from the bonded premises, though contracts typically require the custom crusher to reimburse the Host Winery for the taxes paid.  The Host Winery contracting with multiple custom crush clients must include all wine produced for custom crush clients for purposes of calculating the federal excise tax and determining eligibility for the Small Domestic Producer’s Credit.
 

Since the winemaking responsibility necessarily falls on the Host Winery and the Host Winery is required to produce wine according to the specifications of the custom crush operator, the drafting of the custom crush contract often focuses on risk adjustment and liability protection for both parties.  The Host Winery may seek broad indemnifications for its winemaking activities, coupled with releases of liability.  Contracts generally recognize that a Host Winery may be liable for its negligence, but the Host Winery often seeks liquidation of its liability to the bulk value of the wine in question.  The Host Winery generally requests disclaimers of express and implied warranties of fitness, quality and character of the wine, seeks releases of consequential damages, and seeks disclaimers of responsibility for shrinkage and breakage, subject to negotiated limitations.  Dispute resolution, arbitration and mediation provisions are common.

In custom crush arrangements, fees charged by the Host Winery are generally based on production measured by cases or gallons.  This is appropriate where the Host Winery has control over the winemaking process, as compared to the Alternating Proprietorship models mentioned later in this discussion.  The Host Winery should strongly consider obtaining a security interest in the customer’s wine under the California Commercial Code securing the customer’s payment obligations, and the Host Winery should file a financing statement.   The Host Winery should also obtain representations from the custom crusher with respect to competing liens such as grower’s liens, and liens of lenders.  The Host Winery is well advised to do a UCC search and at a minimum require the custom crush operator to make warranties and representations that the grapes and wine are free of encumbrances.  

3. Licenses Required of a Typical Custom Crush Operator
In the custom crush relationship discussed above, the custom crush operator is not a bonded winery, does not need a federal basic permit and does not need to obtain a Type 02 Winegrower license.  The type of licensing required of the custom crusher typically depends on the marketing and sales plan of the company.  

a) State Licenses (California)
The license most typically issued to a custom crush operator by ABC is the Type 17 Beer and Wine Wholesaler’s license.  The Type 17 license allows sales to other licensees for the purpose of resale, including retailers.  Sales to unlicensed persons, for example consumers, are prohibited.  Exportation of wine is allowed.  The Type 17 license authorizes labeling, packaging and bottling of wine. The custom crush operator with a Type 17 license may distribute samples of beer and wine to licensees.  However, a wholesaler may not engage in wine tastings that are reserved to licensees holding a Winegrowers Type 02 license.  The Type 17 licensee may also purchase other wine to blend with its own wine or to bottle separately.  

In general, a Type 17 licensee is required to hold a separate license at every location where the licensee will exercise its privileges under the license.  This location is generally the business office where sales or orders are accepted, but not the place where the wine is produced.  If the licensee changes the location of the business office, then the licensee must transfer the license to the new location.  Licensed activities cannot commence at the new location until the licenses have transferred.
The custom crush operator often holds a Type 09 and a Type 20 license in addition to the Type 17 license.  The Type 20 license is required if the custom crusher desires to make direct retail sales to consumers via mail, telephone, and internet.  If a Type 20 license is obtained, ABC will require that the Type 17 and 20 licenses (and the Type 09, if obtained) be restricted to wine only.
  A Type 17 licensee who wants to import can also obtain a Type 09 (Beer and Wine Importer) license.  The Type 09 license authorizes the importing and exporting of wine and must be held with another license that authorizes the resale of beer and wine, such as a Type 17 license.  A typical model for a custom crush operator is to hold Type 09, Type 17 and Type 20 licenses where the imported wines obtained under the Type 09 are “sold” under the Type 17 at wholesale or the Type 20 at retail.  Since the Type 17 license requires bona fide sales to retailers,
 the holder of the Type 17 and 20 licenses are best advised to sell to retailers other than themselves.  
 The general application process for the Type 17 license and related licenses, including supporting documentation and the timing of issuance are the same as those for the Type 02 license, including the thirty day posting period.  All applications are subject to applicability of California Tied-House restrictions set forth in Business and Professions Code Section 25500 et seq., and require filing of a Certification Regarding Tied-House Restrictions.
  
b) Federal Licenses 

The custom crush operator must also obtain a Wholesalers Basic Permit from the TTB.  The Wholesaler’s Basic Permit authorizes the purchasing of distilled spirits, wine or malt beverages for resale at wholesale.  If the custom crusher is also importing wine, the applicant must also obtain an Importer’s Basic Permit, which authorizes importing into United States of distilled spirits, wine or malt beverages.  The application for these permits is made on the Basic Federal Permit Form 5100.24.  Required information includes details on the applicant entity, including formation documents, employer’s identification number, information on owners holding ten percent or more interest in the applicant, including personal and financial information.  Documentation required to support the application includes entity formation documents, including evidence of signing authority, fictitious business name statements, custom crush agreements, copy of the lease from which the business premises is leased, and a letter of authorization from at least one importation source in the event that an importing license is requested.  Processing time for the licensing generally takes 60 to 90 days from the date of the filing of the application, including a telephone interview with a TTB specialist.    
B. The Grower Custom Crush Model

Some wine industry literature refers to the situation as the “Piggy Back” model.  It is typically analyzed from the perspective of the grower that desires to reduce a portion or the entire crop to wine for the purpose of entering into the wine making business or preserving the economic value of excess crop.  If a grower has crop on the vine at the harvest without a home, the grower’s primary concern will be to conserve the economic value of the crop.  In order to do so, a grower may want to custom crush its grapes at a local winery and make arrangements with the winery to produce, market and sell the wine, typically in bulk.  Upon sale of the wine, the winery and grower agree that the price per ton for the grapes will be retroactively computed, based upon proceeds of the wine at the time of the sale.  The legal issues arising out of this scenario are different, depending on whether or not the arrangement is characterized as a sale of wine by the grower, or a sale of grapes from the grower to the winery.  
1. Sale of Wine?

The described hypothetical may constitute a sale of wine by the grower without a license under California law.  A critical component of California law is ownership of the alcoholic beverage when it is transferred.  Any entity with title to the alcoholic beverage at the time of sale must have a license.
  California Business and Professions Code Section 23025 provides that the sale of alcoholic beverages includes “any transaction whereby, for any consideration, title to alcoholic beverages transfer from one person to another, and includes delivery of alcoholic beverage pursuant to an order placed for the purchase of such beverages and soliciting or receiving an order of such beverages, but does include the return of alcoholic beverages by a licensee to the licensee from which the beverages was purchased.”
In the stated scenario, the grower entity can be considered a hidden owner or partner with the producing winery if the profits and losses and/or other incidents of ownership reside with the grower. Since the price of the grapes or wine will not be determined until time of a future sale of the wine, and the grower is at risk economically, the true title to the wine may rest in whole or in part with the grower, and therefore, a license must exist for the sale of the wine.  
At the state level, the legislature has provided a solution with the Type 29 Winegrower’s Storage license.  The Type 29 license allows the grower to store bulk wine made from the grower’s grapes at a winery, allows sale of wine in California only in bulk to wineries, blenders and others, but does not allow a sale of bulk wine to a wholesaler or retailer.  Under the Type 29 license, the wine must be produced from grapes grown by the licensee.  The grower need only obtain a single Type 29 license, not separate licenses for the site of each custom crush operation.  The grower may use as many wineries as it chooses and may move bulk wine from one bonded premises to another without obtaining additional licenses.  A Type 29 licensee is not required to post a surety bond with the State Board of Equalization. With respect to federal permitting, if the grower is engaged in the business of purchasing wine for resale at wholesale and if the grower has control over activities normally associated with wholesaling (price determination, buyer selection and marketing), the grower may be required to obtain a Wholesaler’s Basic Permit from TTB.  If, however, the client merely receives the proceeds from the sale by the winery of the resulting wine, a federal Wholesaler’s Basic Permit from TTB would not be required.

The Type 29 application requires the same application forms as the Type 17 application and processing times are equivalent.  The license should be applied for when the custom crush process begins (it is not required before) and sales cannot occur until the license issues.
2. Sale of Grapes?

In the stated scenario, if the transaction is not characterized as a sale of wine, because title to the crop is deemed to have been transferred to the winery, then the transaction may constitute a sale of grapes from the grower to the winery.  A legal problem arises from the fact that the price of grapes will not be determined until the bulk wine is sold.  The Clare Berryhill Grape Crush Report Act of 1976 (the “Berryhill Act”), codified at California Food and Agricultural Code Sections 55601 through 55603, requires every processor who crushes grapes to furnish the Secretary of Food and Agricultural reports on the total number of tons of grapes purchased by the processor in California during the preceding crush within each grape-pricing district together with information concerning the final prices, as specified.  A violation of these provisions is a crime.  California Food and Agricultural Code Section 55601.5(g) provides that “all grape purchase contracts entered into on or after January 1, 1977, shall provide for a final price, including any bonuses or allowances, to be set on or before the January 10 following delivery of the grapes purchased.  Any grape purchase contract entered into in violation of this subdivision is illegal and unenforceable.”  The Berryhill Act defines “purchase” as meaning “the taking by sale, discount, negotiation, mortgage, pledge lien, issue or reissue, gift or any other voluntary transaction creating an interest in property”.  The Berryhill Act further defines “sale” as the passing of title from the seller to the buyer for a price.
     

Since under the described scenario the price or the amount of the consideration will not be determined until after the January 10 following the harvest, the arrangement will necessarily result in a violation of the Berryhill Act.  The violation results in non-enforceability of the contract.  Assuming that the grape price can be fixed and reported under the Berryhill Act prior to January 10 of the year following the harvest, the winery entering a transaction with a grower should be advised to enter a written grape purchase agreement with the grower if the parties intend that payment for the grapes will be made beyond 30 days after delivery of the grapes.
  
III. The Alternating Proprietorship Model

An Alternating Proprietor arrangement is a small winery operation located within an existing winery facility (commonly referred to as the Host Winery).  The alternating concept comes from the ability of two or more qualified licensed and bonded proprietors to alternate the use of parts of the winery premises, typically crushing and fermentation equipment, bottling equipment and storage.
    
A. Characteristics of an Alternating Proprietor Relationship

An Alternating Proprietorship relationship with the Host Winery is inherently different than a custom crush relationship, though they often co-exist in the same Host Winery facility.  The relationships are similar in that both the custom crush client and the Alternating Proprietor share space and equipment and frequently rely on Host Winery cellar workers as part of the services offered by the host.  The key distinguishing factor is that an Alternating Proprietor is a separately bonded winery and is responsible for its own production, record keeping, recording, labeling and taxes, independent of the Host Winery.  The Host Winery, of course, is a bonded winery as well.  The Alternating Proprietorship model is a collaboration of independent bonded wineries, each with responsibility for its own wine making practices.  
The Alternating Proprietorship model offers numerous advantages over the custom crush arrangement or stand-alone winery.  The Alternating Proprietor as an independently licensed winery has more control over the wine making process than the custom crush customer.  The Alternating Proprietor typically has a much lower investment in major wine making equipment or winery facilities compared to a stand-alone winery, and do not need to comply with increasingly restrictive land use policies and conditional use permits of local jurisdictions.  The California Type 02 Winegrower license also offers the Alternating Proprietor additional privileges not available to the custom crusher, including retail sales, direct shipping privileges, and tasting privileges under certain circumstances.  In addition, the Alternating Proprietor may, under certain circumstances, avoid Tied-House problems that would otherwise confront a custom crusher with a Type 17 Wholesaler’s license.
  Finally, the Alternating Proprietor will enjoy the benefit of qualifying for the Small Domestic Producer’s Wine Tax Credit.
  
B. TTB Scrutiny of Alternating Proprietor Arrangements

In December, 2003, the TTB issued an important Industry Circular announcing certain TTB policies with respect to the qualification of Alternating Proprietors and related issues affecting Alternating Proprietors.
   While TTB has retreated from certain announcements contained in the Industry Circular, it remains an important document to understand and refer to when creating contractual documents between the Alternating Proprietor and the Host Winery.  The Industry Circular reflects an increased level of scrutiny by TTB over Alternating Proprietorships to assure that the applicant truly intends to be an independently operating winery and not simply a custom crusher with a license.  The root of the TTB concerns arises out of excise tax avoidance by the Alternating Proprietor.  The custom crusher is not entitled to the Small Domestic Producer’s Wine Tax Credit, since the wine tax is paid by the Host Winery.  An Alternating Proprietor, however, is typically entitled to the credit in the amount of $0.90 per gallon on the first 100,000 gallons of wine removed if the Alternating Proprietor produces no more than 150,000 gallons of wine. 
  The credit is applicable to many Alternating Proprietors.  The Industry Circular makes it clear that if the Alternating Proprietor looks and feels like a custom crusher, the TTB may disallow the Small Domestic Producer’s Wine Tax Credit and collect the full amount of the winery tax from the Host Winery.  TTB looks for Alternating Proprietorship arrangements that may reflect an effort to split the production of one large proprietor into smaller custom crush businesses in order obtain maximum advantage of the wine tax credit.  
The Industry Circular sets forth the following guidelines that TTB will consider in reviewing an Alternating Proprietor’s application for a bonded winery permit:

1. Business History and Development Plans 

TTB considers the applicant’s business history, including plans for development of future winery assets and demonstrated level of commitment to the industry as being relevant to the application.  Marketing investment is not considered relevant since marketing effort is equally applicable to a custom crusher. 
2. Structure of the Alternating Proprietor Contract

The TTB will review the contract between the Alternating Proprietor and Host Winery in evaluating the qualification of the applicant as an Alternating Proprietor.  TTB has asserted that the contract should be structured more as a rental or a lease of space and equipment than a contract for services.  Payment for services based on gallons of wine produced or cases of wine produced is a structure most typically used for custom crush arrangements and may raise questions with TTB.  In addition, if the contract reveals that the Host Winery is making the wine with no or little supervision or control over the operation by the Alternating Proprietor applicant, the application may be denied.  The agreement should reflect that the Alternating Proprietor controls all aspects of production, bottling and storage of wine and the management of its business.  
3. Use of Host Winery’s Employees and Winemaker

TTB recognizes that the Alternating Proprietor often uses the services of the Host Winery cellar employees.  However, TTB emphasizes that if the applicant Alternating Proprietor contracts to hire the Host Winery’s wine maker, the application will be given additional scrutiny.  While such an arrangement is not necessarily fatal, the TTB will look for final authority and control to fall on the side of the Alternating Proprietor to establish that the proprietor is running a bona fide and independent wine premises, even if equipment is being shared and Host Winery cellar employees are being used.
4. Suitability and Dedication of Premises for Alternating Use

It is important to the TTB that the premises are suitable for sharing or alternation of premises.  The delineation of the applicable alternating premises by physical barriers, placards, painted stripes and other visible delineation of the alternating areas, is important not only to define the bonded premises, but to enable Host Winery employees to respect the premises of the Alternating Proprietors.  TTB looks at each situation on a case-by-case basis and physical barriers are no longer an absolute requirement.  For example, a Host Winery with only one Alternating Proprietor may have a far easier time designating the alternating premises without physical indicia than a Host Winery entertaining up to as many 100 custom crushers and alternating proprietors in the same facility.  In the more complex Alternating Proprietorship models involving many alternators, clear physical differentiation becomes increasingly important to TTB.  In those cases where TTB deems that such separation or dedication of the premises is required, or where the Host Winery wishes to physically establish a separate premises for each Alternating Proprietor, then each Alternating Proprietor applicant must complete the diagram portion of Form 2257-NR.  Similarly, the Host Winery is required to complete a new diagram reducing its existing bonded premises.
If there is a dedicated premise for the Alternating Proprietor, then the dedicated area and the alternating area should be clearly defined.  This is usually done by color-coding the alternating areas differently from the dedicated premises of the Alternating Proprietor.  The areas where the wine is produced are the “alternating” areas shared by each proprietor.  These “shared” areas may consist of a crush pad, wine processing tanks, barrel areas and bottling lines. If there is a dedicated premise, it usually has barrels containing wine that is in the fermentation or aging process or it may have cases of finished wine.  In either situation, neither federal nor state excise taxes have been paid on this wine.  This is known as wine “in-bond”. Wine that is moved in and out of these areas must be documented by the wineries and reported to the TTB.  In this manner, the TTB is able to identify whose wine is located in a specific area for a specific period of time.  
Historically, the TTB has required that some part of the premises be dedicated or remain under the control of each Alternating Proprietor at all times.  The Industry Circular clarifies that it is no longer an absolute requirement of TTB that the Alternating Proprietor have an assigned space at the Host Winery that always remains the Alternating Proprietor’s bonded premise.  Instead, the Host Winery can designate numerous alternating areas (crushing, fermenting and barrel aging) which the Alternating Proprietor uses.  The alternating areas will be described in an alternation plan approved by TTB during the application process that describes the area to be used by each proprietor when the proprietor is active.  
C. The Alternating Proprietorship Contract

In light of the clarifications contained in the Industry Circular, the TTB concerns should be addressed in a properly prepared Alternating Proprietorship contract.  The general concepts to incorporate into the agreement are described below.

 The Alternating Proprietor should pay directly for its floor space, equipment use, personnel time and material consumed with pricing structured around rental space and rates for specific services rendered.  Do not use volume rates based on tons, gallons or cases produced because that structure is highly suggestive of a custom crush arrangement.  TTB perceives an Alternating Proprietorship arrangement as more of a lease of physical premises and equipment than an arrangement for the provision of services.
The contracts should clearly describe that the Alternating Proprietor is in control of bottling under its permit, storing of bulk wine in its premises and removing wine from taxable bonded premises.  The contract should also provide that the Alternating Proprietor is responsible for its own production, record keeping, reporting, labeling and taxes independent of the Host Winery.
It is important to provide that the Alternating Proprietor has absolute access to the premises and to the wine at all times.  The agreement should also reflect a right of access by TTB.
The contract should clearly provide for record keeping and documentation of the movement of the wine.  Each proprietor must keep records of gallons of wine received or moved in any alternating area, as well as the active date and hour when it takes over or when it surrenders operation of the premises.  Movement of wine from an Alternating Proprietor’s bonded area to an area that does not alternate (for example) for processing, may be a bond to bond transfer and must be reported.  This can happen in the case of transfers of wine from one tank to another within the same building.  A bond to bond transfer may also occur even if the wine does not physically move, as in the case where control over an area changes to another bonded winery.
  In general, the contract should require both parties to comply with the specific regulations governing alternation of proprietors.
The contract should specifically state the relationship between the Host Winery and the Alternating Proprietor as that of independent producers, as opposed to a relationship of joint venturers or that of custom crush customer and a service provider.
D. Licenses Required of an Alternating Proprietor

The Alternating Proprietor is an independent licensed winery under California federal jurisdictions.  In California, the Alternating Proprietor requires a Type 02 Winegrower license.  In addition, the Alternating Proprietor must obtain a Federal Bonded Winery Permit and the federal Basic Permit from TTB.  The application process is described in the discussion of the stand-alone winery model.
IV. Grape Purchase Contracts

All of the business models described herein, with the exception of the negociant sourcing bulk wine, may require a supply of grapes for wine production.  Most wine producers purchase some portion of their grape supply from outside growers.  The contracts that govern such grape purchases are as varied as the parties negotiating them and the outcome turns on the balancing of issues of control, quality, price, and term.  Contracts take different forms and structures depending on a resolution of those issues.  As in all contracts, the resulting agreement reflects the uniqueness of the negotiation of the particular deal, including the bargaining strength of the parties and the goals of the winery and grower.  


A. Basic Elements of a Grape Purchase Agreement

The basic elements of the grape purchase agreement are the term, pricing mechanisms, viticultural practices (including picking and delivery), quality standards and dispute resolution mechanisms.  
1. Term
Provisions with respect to term range from short fixed term (as in the case of single harvest agreements with no renewal rights) to multi-year contracts in which pricing formulas, crop control and quality standards, and relationship-building become an inherent part of the grape purchase contract.  Where grapes are destined for premium wine and quality is a significant winery issue, it is not uncommon for the winery to negotiate for a “look-see” period of a relatively short term coupled with the winery’s right to renew for a longer term or terminate at the end of the look-see period if the vineyard and grapes do not meet the winery’s quality standards.  Evergreen provisions are common in grape purchase agreements.  Evergreen provisions typically focus on the continuation of the agreement for a stated term in the absence of notification. The provision should be equally clear with respect to the mechanism for termination, the timing of termination, and the length of time the contract will continue post termination notification.

2. Pricing Mechanisms.  
The Berryhill Act requires that all grape purchase agreements provide that the final price for grapes be set by January 10 of the year following the harvest, including any bonuses and allowances.  Violation of the Berryhill Act renders the contract “illegal and unenforceable”.  The thrust of the Berryhill Act is that grape prices be fixed by January 10 following the harvest, even if payment is delayed.  Pricing mechanisms under grape purchase agreements need to assure that the price is capable of being determined in compliance with the Berryhill Act.

A fixed price per ton pricing mechanism, most typically used in short term “spot” contracts, are Berryhill Act compliant.  If a fixed price per ton is used in longer term agreements, the fixed price may be tied to indexes, such as the Consumer Price Index or to percentage shifts in the Final Grape Crush Report published by the California Department of Food and Agricultural for the particular varietal and geographical area.  In evergreen contracts, pricing per ton determined by reference to the price reported in the Final Grape Crush Report for the year prior to the harvest are not uncommon.  Those formulas often refer to the weighted average price as reported in the Final Grape Crush Report, or to higher percentile levels, or the weighted average level plus a stated percentage, depending upon the quality of the grape, the term of the contract and the outcome of other negotiated elements in the contract.  
If the grower’s fruit is destined for a varietal brand of the winery to be sold at premium wine prices, bottle pricing formulas may provide a method for the grower to participate in the growth of a successful product.  Bottle pricing formulas are typically structured to determine a price per ton based on a multiplier of the bottle price as of a pre-harvest or post-harvest date.
   Provisions providing for the determination of the grape price based on future release prices of the wine appear to violate the Berryhill Act and run the risk that the contract will be unenforceable because the release will not occur, and the price will not be determined, until long after January 10 following the harvest.  Bottle price formulas incorporating the retail price per bottle as of a date prior to the harvest are Berryhill Act compliant, but may be less desirable for the grower absent objective indexes related adjustments or other mechanisms intended to reflect the current state of the market.  
While the above pricing mechanisms tend to revolve around a determination of a price per ton, the winery may negotiate a price per acre, under which the winery agrees to purchase all of the wine grapes grown on the vineyard notwithstanding the level of production, though often subject to negotiated protections.  Pricing per acre is not uncommon where quality is a significant issue and the winery retains significant control over viticultural practices.  Pricing per acre is typically coupled with price adjustments in the event of reduction of grape production due to Mother Nature or reductions in the acreage of healthy and producing vines due to replanting or disease.  In general, a fixed price per acre contract will provide for minimum production requirements with adjustments in price through various mechanisms if production falls below the stated minimum.  

3. Timing of Payment.  
Every processor shall pay for any farm product which is delivered to the processor at the time and in the manner which is specified in the contract with the producer.
  If no time is set within the contract for time and delivery, then the processor shall pay for the farm product within 30 days of delivery or taking possession of the farm product.  Though it seems obvious, it is important for the grape purchase agreement to address and state the time for payment of the price.  In the absence of a payment date, the winery will be required to pay within 30 days of delivery.
  
4. Viticultural Practices and Quality Standards.  
In the world of premium wine production and increased prices, the winery has more interest in being involved in the farming process.  Many grape purchase agreements provide for winery input into viticultural practices, including planting location, selection and spacing of vines, pruning, thinning or harvest.  The negotiation of viticultural control balances the interests of the winery in assuring high quality grapes for premium wine production against the grower’s desire to retain control of the farming. These are issues that get resolved in the context of the overall relationship, the length of the contract, the price and quality of the grapes and other goals of the parties. The more that viticultural control rests with the grower, the more emphasis the winery will place on negotiating quality standards such as freedom from defects (mold, rot, or mildew), MOG standards (material other than grapes), winery retention of the right to trigger the harvest, and winery right to reject the crop or the grapes that do not comply with the quality standards set forth in the agreement.  As the winery plays a greater role in defining viticultural practices, or controlling viticultural practices, the emphasis on compliance with objective quality standards tends to relax.  The issue of winery viticultural control is more heavily negotiated in contracts where grapes are sold by the block or by the acre.  

An open question exists as to whether or not a winery may retain sufficient viticultural control so that the resulting wine may be labeled as “Estate Bottled” under federal law.  The term “Estate Bottled” may be used by a bottling winery only where 100 percent of the grapes were grown within the named viticultural area in which the bottling winery is also located, where that winery crushed the grapes, fermented and processed the wine, and bottled it, without the wine ever having left that winery’s bonded premises, and where the grapes are grown on land owned or controlled by the winery.
  The regulation defines “controlled” as being the performance of all acts common to viticulture under the terms of a lease or similar agreement with at least three years’ duration.  Wineries should rely on fee ownership or long term agricultural leases to assure compliance with federal “Estate Bottled” regulations.
The issue of “hang time” has surfaced as an issue in recent years and is an example of winery/grower tensions over quality and control leading to negotiated resolution in grape purchase agreements.  The balancing of the winery desires to delay harvest for quality reasons against the grower perception of increased risk of crop loss and income reduction can be addressed by the insertion of economic incentives such as bonuses or purchase price increases for each level of Brix increase during the delay.  The issue is clearly most important where the winery retains control over the harvest date, which is typically the case, and has the right to delay harvest beyond stated Brix levels.
  
  If the winery controls viticultural practices and price is determined by the acre or by the block, the hang time issue is less significant.
5. Remedies and Dispute Resolution.  
Standard contractual dispute resolution provisions such as mediation and arbitration are typical in grape purchase agreements.

The terms of a grape purchase agreement are not limited to the written words in the agreement.  Since wine grapes are “growing crops” their purchase and sale is governed by the Commercial Code in California.  Those written terms may be explained or supplemented by usage of trade, course of business dealings or by the actual conduct of the parties to the contract.  The Commercial Code allows evidence of trade usage to explain or interpret a sales contract even though the written terms of the contract are not ambiguous or unclear.
  For example, if a grape purchase agreement does not clearly state what happens when the crop is unexpectedly light or heavy, the established trade usage, modified by the course of conduct of the parties in performing the contract, will provide the answer, generally after litigation or arbitration.
  In order to avoid disputes, the grape purchase agreement should either state that the trade usage will apply, or, specifically state the mechanism for resolution, such as the manner in which the price will be adjusted in certain events.
Certain provisions can be included in grape purchase agreements to enhance statutory remedies available to both the winery and grower.  California Commercial Code Section 2315 provides that when a seller of goods “has reason to know any particular purpose for which the goods are required and that the buyer is relying on the seller’s skill or judgment to select or furnish suitable goods, there is . . . an implied warranty that the goods shall be fit for such purpose.”  
Section 2315 has been construed to include four distinct components.  The statute requires that each of the following be shown:

An implied warranty of fitness for a particular purpose arises only where (1) the purchaser at the time of contracting intends to use the goods for a particular purpose, (2) the seller at the time of contracting has reason to know of this particular purpose, (3) the buyer relies on the seller’s skill or judgment to select or furnish goods suitable for the  particular purpose, and (4) the seller at the time of contracting has reason to know that the buyer is relying on such skill and judgment.
Keith v. Buchanan, 173 Cal. App. 3d 13, 25 (Cal. Ct. App. 1985).
Appropriate recitations in the grape purchase agreement highlighting the winery’s intended use of the grapes, particularly in the context of premium wine production, where the grower exercises viticultural control, can serve as important evidentiary support where the winery has rejected a crop because the grapes’ lack quality required of the winery’s premium wine program.  The implied warranty of fitness for the buyer’s intended purpose is a powerful tool on the part of the winery, in addition to the negotiated contractual protections.

On the grower’s side, the grower retains a statutory producer’s or “grower’s” lien
 on the grapes sold and the wine produced from those grapes in order to secure the payment obligations of the winery.  The grape purchase agreement can provide an effective enhancement of the rights of the grower’s lien by allowing the grower to file a financing statement under the California Commercial Code in order to create a security interest securing the payment obligation of the winery.  The enhancement comes from the fact that the holder of a California Commercial Code security interest may extend the lien to cash proceeds
 and exercise repossession rights,
 rights not otherwise available under the producer’s lien.  The winery, of course, may balk to the extent that its lender holds superior security interests in the winery’s inventory or cash proceeds thereof.
  

6. Vineyard Designation.  
It is the grower, not the winery, which possesses the rights in the vineyard name.  If a grower sells wine grapes under a vineyard name to a winery, the winery may fairly use that vineyard name on the wine produced from those grapes to designate origin so long as such use complies with the vineyard designation labeling requirements of TTB,
 even in the absence of grower consent.  If the grower wishes to control the winery’s ability to use the vineyard name on the wine, the Grower should insert language in the grape purchase agreement prohibiting use absent the prior consent of the grower.  
On the other hand, if vineyard designation is intended at the time of the contract negotiation, the contract should specifically authorize the winery to use the name on its label as a vineyard designation and specify that upon termination of the contract, the right of the winery to continue to use the vineyard names ceases.  A grower holding a trademark of a vineyard name should consider licensing the name to the winery intending to use the name as a vineyard designation on the winery’s label.
  Such an arrangement would more likely be used in a long term relationship, providing the winery with clear rights to use the name and the grower with additional economic value arising out of the vineyard.
V. Protecting the Wine Brand

In today’s wine market, a wine brand is almost as important as the wine in the bottle.  Market research shows that most in-store purchases of wine are based on the name of the wine and the image on the label.  Accordingly, it is important to protect the brand image early and thoroughly.

A. Elements of a Brand That Can Be Legally Protected
1. Trade name 
The trade name is the name of the company or the winery.  Sometimes the trade name is also the house brand, but this is not always the case.  The trade name of the winery must appear on the back label of the wine to identify the party responsible for the wine.  If a trade name is not also the wine brand or the name of the winery, it may only be protected in a limited fashion through corporate registration or fictitious business name statements.   This is because the name is not being used in a brand manner in commerce to identify the product or service, and will not be recognized as a trademark or service mark by the United States Patent and Trademark Office (“USPTO”).
2. Trademark or Service Mark
A trademark or service mark is a symbol which functions to designate the source of the product.  These can include house brands (SUTTER HOME, BERINGER), sub-brands (FIREBREAK, MENAGE A TROIS), vineyard designations (MARTHA’S VINEYARD, BELLA OAKS), logos (Ravenswood’s interlocking ravens), bottle shape (Corbett Canyon square bottle) and overall packaging (combination of bottle shape, graphics, colors, label location etc.).  A trademark is a mark which is used on goods, such as wine or wine grapes, and a service mark is a mark used in association with services, such as operating a wine tasting room, a wine club or the retail sale of wine at a winery.  
3. Copyright 
Copyright protects creative works.  Logo designs, label graphics, advertisements and web sites are all subject to copyright protection.

4. Patent
Unique closure systems or shipper cartons may be protectable by technical patents.  Bottle shapes or appearance may be protectable by design patents.

B. Protecting the Brand

1. Clearance for the brand 
Before adopting a brand, it is important to make sure that another party isn’t already using the same or similar brand.  The U.S. is home to 4,280 wineries.  In 2005, 460 new wineries were started in the U.S.  That same year over 70,000 COLAs were issued for wine and over 3,000 trademark applications for wine were filed in the USPTO.  Finding a unique brand is becoming more difficult all the time and failure to conduct proper clearance creates a very high risk of potential infringement.  Clients can conduct “knockout” searches for identical marks by using the USPTO and TTB COLA database web sites, as well as Internet search engines.  Once it is clear there are no identical marks, a lawyer should be consulted for final clearance to assess the risk created by potentially similar marks for similar goods.

2. Fictitious business name statements and incorporation 

Many lawyers and lay people are under the misperception that the filing of fictitious business name statements or the reservation of a corporate name secures trademark rights.  This is not the case.  While incorporation provides some protection against the adoption of identical corporate names by others, and fictitious business name statements provide some rights within the county in which the statement is filed, the rights are very limited and untested in the published case law.

3. Certificate of Label Approval 
Many wineries mistakenly believe that once they receive a COLA from TTB they have authorization to use their brand name.  TTB only examines labels for purposes of determining whether they comply with administrative requirements, such as not being vulgar, properly designating the geographic origin of the wine and properly stating alcohol content and the inclusion of sulfites in the wine.  The TTB makes no judgment as to whether a proposed brand or fanciful name identified on a COLA infringes the trademark rights of another winery.  In fact, this is clearly stated at the bottom of the COLA application, but is often overlooked.

4. Farm name registration 
California provides that a vineyard name may be registered as a farm name and such registration provides the same protection for the goods emanating from the vineyard as would a state trademark registration.
  However, these rights are also untested in the published case law, and it is unclear whether a farm name registration, which would cover wine grapes, would extend protection against others’ use of similar names on wine.  The rights are also restricted to the state of California.

5. State trademark registration 
A California state trademark registration provides rights against use by others of similar marks for similar goods in the state of California.  While this is a good option for a winery that never intends to sell its product outside of California, this is not a realistic marketplace solution for most wineries.

6. Federal trademark registration 
The best form of protection for a wine brand is a federal trademark registration.
  Elements of the brand image, i.e., the house brand, the sub-brand, the logo, the label design, the package design, may be registered individually or together.  Individual registration of each brand element, while more expensive, provides a wider scope of protection.  One major benefit of federal registration for wineries is that applications for trademark registration may be filed based on intended use rather than current use of the mark in commerce.
  Since most wine brands may be planned long before the wine is to be released due to elements such as vineyard maturation, production and bottle-aging, an intent-to-use trademark application allows a party to secure its rights so as to prevent another party from adopting the mark before the product can be released.  After five years of federal registration, a trademark also becomes incontestable, meaning it cannot be challenged on the basis of conflict with another mark.  Trademark registrations can also serve as security in obtaining financing.

7. International Trademark Registration 
Trademark registration in the U.S. only provides right against infringement in the U.S.  If a winery sells a significant amount of product in a foreign country, trademark registration for that country should be considered.  While a party can develop common law trademark rights in the U.S. based on use of the mark in commerce, many civil law countries will not recognize any trademark rights absent registration.  Registrations may be obtained directly in foreign countries, or through the USPTO via an international registration submitted to the USPTO based on the international treaty known as the Madrid Protocol.
  
8. Copyright 
Many wineries pay outside contractors to do label design.  What most wineries fail to understand, however, is that the act of paying an artist to create a design does not entitle the winery to the copyright in the work, only the use of the work for the contemplated purpose, i.e., for a wine label.  If the winery uses the design for another purpose, for instance, a t-shirt or a poster, the artist could claim copyright infringement and demand additional money. Furthermore, if the winery does not own the copyright, it cannot sue other parties for infringement based on copyright law.  Accordingly, it is always best that a winery obtain assignment of all copyright in any label design or other creative works commissioned by the winery for its use.  Such assignments must also be in writing to be valid.

9. Enforcement 
Once a winery has established rights in its brand, it must enforce those rights against infringing use by others.  Failure to enforce rights in a brand can result in the brand becoming diluted such that other parties can use similar marks with small variations without repercussion as consumers will become conditioned to distinguishing the various marks based on such small variations (e.g. FIVE SISTERS v. FOUR SISTERS).

C. Pitfalls in Branding of Wines

1. Surnames 
It is very popular for winery owners to use their surnames for their wine brands (e.g., GALLO, HARLAN, DALLA VALLE).  However, surnames by themselves are considered to be “descriptive” marks.  Descriptive marks are not entitled to the same level of protection as distinctive marks without demonstrating acquired consumer recognition.  Furthermore, there is a general judicial reluctance to prevent a party from using his or her personal name in identifying the products he or she produces.  Thus, unless a surname mark is well-known or famous (e.g., GALLO), it would be virtually impossible to stop another with that same surname from using his entire name as a mark, i.e., it would be almost impossible for SMITH WINERY to stop John Smith from calling his winery JOHN SMITH CELLARS.

2. Geographic terms 
If a trademark encompasses a geographic term, it is very difficult to prevent other wineries from using that geographic term in a fair descriptive sense to describe the origin of the wine (e.g., a geographic reference for origin on the label).  For instance, CHALK HILL is a wine brand, but also an American Viticultural Area (AVA) used to identify the source of the grapes used to make different brands, i.e., RODNEY STRONG, Chalk Hill, Chardonnay.  Under the labeling scheme of the TTB, CHALK HILL is a “grandfathered” brand, meaning that because the brand was first used in a COLA prior to July 7, 1986,     (the date of adoption of the AVA system by TTB), the mark can be used on wine not from that AVA so long as there is an appropriate appellation of origin on the wine.  However, if a winery today adopts a geographic term as part of its brand name and that geographic term evolves to become recognized as an AVA by the TTB after July 7, 1986, the winery may be precluded by the TTB from using its mark encompassing the geographic terms for wine produced outside of the AVA.  For instance, ROCKPILE VINEYARD is a trademark that was adopted for wine in 1999.  In 2002, Rockpile was recognized as an AVA in Sonoma County.  Accordingly, use of the mark ROCKPILE VINEYARD for wine not derived 85 percent or more from grapes grown in the Rockpile AVA, would not be allowed by the TTB.  This obviously limits the production under the brand and the scope of protection that can be claimed in the mark.
3. Vineyard designations 
A vineyard name belongs to the vineyard owner, even if it is used as a vineyard designation by a winery for wine made from grapes purchased from the vineyard.  Thus, absent a strong relationship between winery and vineyard owner, it does not make sense for a winery to build up brand equity in a mark it does not own, especially when such brand equity developed by the winery can be exploited by a competitor upon purchase of grapes from the same vineyard owner. In some situations, a winery owner and vineyard owner may agree to adopt a unique vineyard name and jointly own the name as a vineyard designation for as long as the vineyard supplies the grapes to be make the wine carrying the vineyard designation.  This fosters a unified effort to work together to build the brand, and should the relationship end, the party with a greater interest in the brand may buy out the interest of the other party.  In other situations, instead of using a vineyard designation, the winery may adopt a unique sub-brand that it can retain ownership in and source grapes from different locations and make any reference to the vineyard name of the vineyard owner on the “romance” section on the back label.
D. Summary

Since the sale and marketing of wine is driven to a large extent by brand, it would be an oversight to not address the issue of intellectual property when forming a winery for a client.  Protection of the brand at the outset preserves the value of the company and avoids potentially costly litigation down the road.

VI. Entity Selection Issues Unique to Wine Industry

Entity selection for a winery, as in any industry, is multi-factorial depending upon many considerations including the assets of the company, likelihood for appreciation, the goals of the client and the life cycle of the business. For purposes of this discussion, “pass-through entity” refers to entities which are subject to partnership taxation,
 that is, the net income and losses of the entity are passed through to the owners of the company rather than being taxed at the entity level. The pass-through entities referred to in this discussion are either a limited liability company (“LLC”) or an S Corporation. The discussion will compare pass-through entities to each other and to the C Corporation (a non-pass-through entity)
.  Generally, a pass-through entity is the entity of choice in the wine industry business models due to a variety of tax and non-tax reasons. 
A. Pass-through vs. C Corporation
In general, the tax treatment of losses, profits, retained earnings and distributions of sale of the company, indicate that a pass-through entity is preferable to a C Corporation in a wine company. 

1. Losses 
If it is anticipated that a start up business, particularly a winery, will incur initial losses, and the owners have other income that could be offset by such losses, a pass-through entity is advantageous. However, in certain circumstances the taxpayer’s ability to offset losses may be limited by the owner’s tax basis in the entity. Losses of a C Corporation do not pass-through, but are allowable as deductions only against future taxable income of the C Corporation.  

2. Profits 
When the pass-through entity becomes profitable, earnings may be distributed to the owners of the company without incurring tax that would otherwise be paid at the corporate level. In contrast, earnings of a C Corporation are subject to tax at the corporate as well as shareholder level when earnings are distributed as dividends. 

3. Retained Earnings
Where the company desires to fund growth and operation of the business through retained earnings, there is an increase in the owner’s basis (of shares in an S Corporation or membership interests in an LLC) to the extent of the owner’s share of the undistributed earnings. The adjustment of the owners outside basis effectively insulates the shareholder or member from capital gains attributable to pre-tax income on sale of the owner’s individual interest in the company.
 That is not the case in a C Corporation, where the shareholder’s basis is not increased to the extent of undistributed earnings resulting in capital gains on sale of the stock by the shareholder.  

4. Double Taxation on Sale
Finally, upon sale of the pass-through entity, a single level of tax will be incurred by the owner (generally capital gain) while a C Corporation, in comparison, is subject to double taxation on sale of the corporate assets. The gain is taxed as ordinary income at the corporate level and net distribution is taxed at the shareholder level as income, generally capital gain. The double taxation aspect of the C Corporation entity choice is particularly dramatic where the C Corporation is the owner of appreciated real property, or other appreciated assets such as goodwill.  

B. Tax and Non-Tax Factors Pointing to LLC as the Entity of Choice
An LLC is a simple and flexible structure that provides numerous non-tax advantages to the owners and the company. California law allows substantial flexibility in creating the operating and management structure of the entity as reflected in a written Operating Agreement, including restrictions on withdrawal of a member, restrictions on transfers and assignments of interests, entity governance, succession of management, structuring most voting rights, structure of percentage distributions and decision making with respect to liquidation and dissolution. The Operating Agreement may not affect the rights of members to information, may not cause a member to waive the right to challenge the unreasonableness of membership termination, and may not alter voting rights to amend the Operating Agreement or require less than a majority vote to dissolve. There is no requirement for annual meetings and other corporate type formalities unless provided in the Operating Agreement. The LLC provides liability protection for the owners with retention of control by the manager over the development and operation of the project.  The manager of the LLC, who may also be a member, is also protected from personal liability without the need for forming a limited liability entity for the manager. Therefore, the LLC structure avoids the corporate general partner structure otherwise required in limited partnerships to assure maximum protection with resultant multiple tax filings and creation of multiple entities. 

More flexibility exists in the structuring and planning of an LLC than is the case with an S Corporation, both with respect to the nature of the investor and the structure of the financial participation of the investor. An LLC generally has no restriction on the number and type of owners it may have in order to preserve its tax treatment. In contrast, S Corporation shareholders must be individuals, estates, certain trusts and qualified retirement plans. An S Corporation is limited to 100 shareholders, whereas there is no limitation in an LLC. In addition, an S Corporation shareholder cannot be a non-resident alien. An LLC may have foreign investors as well as other corporations or partnerships as members.

Flexibility in the structuring of financial elements and investment organization of an LLC arises from numerous features unique to the LLC structure. Since an LLC is taxed as a partnership, the LLC format allows special allocations or preferred returns of profits and losses and may have several classes of equity and debt. Since profits can be specially allocated, it is possible to allocate a portion of profits to a member contributing significant services but without the capacity to invest capital. In an LLC, such a contribution of services in exchange for an allocation of profits does not trigger current recognition of income (as opposed to a contribution of services by the member in exchange for a capital interest in the company). An S Corporation may not have special allocations of income and losses and may only have one class of stock. Since S Corporations do not offer the alternative of special allocations of profits, there is less of an opportunity for dealing in a non-taxable manner with the member contributing services.  An allocation of a percentage interest in the company to a shareholder in exchange for a contribution of services by that shareholder results in immediate recognition of income to the shareholder.

The partnership taxation status of an LLC allows for an I.R.C. Section 754 election to be made on death of a member or on sale of an LLC interest by the member. If the I.R.C. Section 754 election is in place, the basis of assets attributable to the member inside the LLC will be stepped up in those events, as will the outside basis (that is, the basis of the membership interest of the deceased or buying member). An S Corporation does not have the opportunity to step up the inside basis of assets upon death of a shareholder or sale of stock. While the basis of stock of the deceased shareholder is stepped up to the date of death value, if the S Corporation is liquidated and assets sold, the gain on sale will be passed through and taxable to the shareholders, including the shareholder estate. This can be a significant tax advantage to holding assets in an LLC structure.  In addition to the step up in inside basis, the LLC may be also more effective in succession planning, because it provides an efficient means for gift and wealth transfers and creates more opportunities for estate taxation fractional interest and lack of control discounts than an S Corporation.

The ownership of real property usually points to the selection of an LLC as the entity of choice. As explained above, an LLC avoids the double taxation problem. While an S Corporation also avoids the double taxation issue, the limitations of the S Corporation discussed above may support the use of an LLC in the real property ownership context. This is particularly true with respect to the favorable adjustment of the inside basis of assets in an LLC, as well as the ability of an LLC member to add a proportionate share of entity non-recourse debt to the member’s outside basis, even in excess of the member’s basis. 

C. Factors Pointing to S Corporation as the Entity of Choice

An LLC member has risk of making estimated tax payments in lieu of wage withholding particularly where member has authority to contract and substantially participates in the business. Imposition of self-employment tax on distributions from an LLC is often cited as a reason to choose an S Corporation over an LLC in certain circumstances. This is particularly the case in small yet profitable companies that are operated and managed by the owner. The owner/member of an LLC will not be treated as an employee of the entity, and earnings to the member are subject to self-employment tax in the same way as earnings to a partner/owner of a company. The S Corporation, on the other hand, can pay a salary to a shareholder as an employee and avoid the self employment tax on distributions of earnings, assuming the salary is reasonable. California imposes a fee on LLC gross receipts which starts at $900 at $250,000 of gross revenues and scales up to $11,790 at $5,000,000 of revenues. The fee remains at $11,790 for companies with revenues in excess of $5,000,000. A California S Corporation is not subject to gross revenues tax, but is subject to a 1.5 percent tax on net income. 

Miscellaneous issues may also indicate an S Corporation as the choice of preference. An S Corporation may have one shareholder and preserve its tax treatment under the Internal Revenue Code. While the California Corporations Code allows for a single member LLC, the Internal Revenue Code requires two or more members to be treated as a partnership for federal tax purposes. A single member LLC is a “disregarded entity” for federal tax purposes. If the corporation is an existing C Corporation and desires to convert to a pass-through entity, an S election is easier to accomplish than liquidation and distribution to shareholders with a subsequent LLC formation, though the new S Corporation is subject to a ten year recognition period for the built in gains tax.   Finally, an S Corporation can participate in tax free reorganizations and other tax advantaged provisions of the Internal Revenue Code. An LLC would have to incorporate to enjoy those benefits. 

D. Use of Separate Entities in the Stand-Alone Winery Model
A time-tested model in the wine industry, as in any industry, arises from the stand-alone winery model where the winery owner also owns the real estate upon which the winery is operated. It is common for the business operations to be separated from the real estate ownership by creating an operating entity (the “Winery Entity”). We can assume that the Winery Entity is owned and operated by the owner and an S Corporation is used to avoid self-employment tax. Similarly, the real estate ownership can be owned by a real estate entity (the “Real Estate Entity”), an LLC intended to hold appreciating real property with the purpose of avoiding double taxation on sale and to facilitate certain gifting and estate taxation goals of the family. The entities address the common concern of the owner to protect personal assets, including the real estate, from liabilities of the Winery Entity. In the typical model, Winery Entity will pay a reasonable rent to Real Estate Entity, thereby converting what would otherwise be ordinary earned income to the owner to passive income in the form of rent under a triple net winery lease. The rent must be a fair market rental and may be expensed by the Winery Entity to reduce the S Corporation’s net income. The Real Estate Entity can depreciate the winery building leased and occupied by the Winery Entity, offset the passive rental income against the depreciation and use the rent to cover the interest and principal debt service against the real estate. 

VII. Conclusion
Given the complexity of starting, operating and maintaining a winery in California, counsel can play an important role in guiding the winery client through the process of selecting the appropriate business model and entity, obtaining permits and licensing, preparing the business contracts required to do business and protecting the intellectual property, name and intangible value of the enterprise. Many of these functions are best discharged with prior planning and analysis by the winery lawyer in order to minimize surprises and expense. The regulatory and legal environment confronting the wine industry gives wine law counsel the opportunity to provide value-added services throughout the life cycle of the wine industry client. 
� Director, Dickenson, Peatman & Fogarty, P.C., Napa, California.  The author would like to thank his colleagues Michael P. Maher, J. Scott Gerien and Kim Tracey-Hall for their significant contributions to this article.   


� 27 U.S.C. §§ 201-219a.


� The relevant Internal Revenue Code provisions are found at 26 U.S.C. §§ 5001-5691.  


� 26 U.S.C. § 5351.  


� See 26 U.S.C. §§ 5041-5045 and 26 U.S.C. § 5081.  


� 27 U.S.C. § 203.  


� See 27 U.S.C. § 205 and 27 C.F.R. Part 4.  


� These forms include (i) an Application to Establish and Operate Wine Premises (Form 5120.25); (ii) an Application for Basic Permit under the FAA Act (Form 5100.20); (iii) a Special Tax Registration and Return (Form 5630.5); (iv) Environmental Information and Supplemental Information on Water Quality Considerations Forms 5000.29 and 5000.30; and (v) a Power of Attorney or Signing Authority (Form 5000.8 or 5100.1).  


� TTB Form 5120.36.  


� A person is prohibited from obtaining a permit if such person (or in case of a corporation, any of its officers, directors, or principal stockholders) has, within five years prior to the date of application, been convicted of a felony under Federal or State law, and has not, within three years prior to date of application, been convicted of a misdemeanor under any Federal law relating to liquor, including the taxation thereof.  27 C.F.R. § 1.24(a).   


� See 27 C.F.R. Part 6.  


� 27 C.F.R. § 1.24(b).


� See 21 U.S.C. §§ 350c-350d. 


� Cal. Const. art. XX, § 22.  


� Cal. Bus. & Prof. Code § 23300.


� Cal. Bus. & Prof. Code § 23356.  


� The ABC application package includes some or all of the following ABC forms, depending on the ownership structure:  Form ABC-217, Application Questionnaire, disclosing, among other things, sources of funds and felony convictions; Forms ABC-208A and ABC-208B, Individual Personal Affidavit and Individual Financial Affidavit; Form ABC-253, Supplemental Diagram, showing drawing of the real property and an exterior view of the premises and surrounding area; Form ABC-257, Licensed Premises Diagram/Planned Operation, showing a drawing of the floor plan, including overall dimensions to be licensed, and description of proposed operation; Form ABC-069, Statement of Citizenship, Alien and Immigration Status and supporting documents; Form ABC-255, Zoning Affidavit, confirming the property’s compliance with local zoning; Form ABC-247, Statement re: Residences, disclosing any residences within 100 feet of the proposed licensed premises; and Form ABC-251, Statement re: Consideration Points, including schools, hospital, churches, public playgrounds, parks and youth facilities.


� Fingerprinting is done after the application has been filed through California’s LiveScan digitized fingerprinting system.


� See Cal. Bus. & Prof. Code § 23356.1.  


� See Cal. Bus. & Prof. Code § 23356.  


� See Cal. Bus. & Prof. Code § 23358.


� Id.


� See Cal. Bus. & Prof. Code § 23359. A winegrower licensee must obtain a separate license if manufacturing grape brandy for any purpose other than fortification.    


� See Cal. Bus. & Prof. Code § 23386.  


� See Cal. Bus. & Prof. Code § 23356.  


� See Cal. Bus. & Prof. Code § 23775.


� See Cal. Bus. & Prof. Code §§ 25503.15, 25503.30


� The applicant must file California Department of Food and Agriculture Form 28-003.  Additionally, certain type of business entities are required to license a principal as an “Agent” with a fee of $35 per Agent.  


� Napa County Ordinance No. 947 (Jan. 1990).  


� See Santa Barbara County Code § 35-292j. 


� Sonoma County does, however, have an ordinance dedicated to vineyard development.  See Sonoma County Vineyard Erosion and Sediment Control Ordinance, Sonoma County Code §§ 30-40 to 30-85.  


� See Mendocino County Code §§ 20.032.040, 20.336.035.  


� See Napa County Code § 18.104.240.  


� In Santa Barbara, a winery producing no more than 20,000 cases (a Tier I Winery) must have 2 acres of planted vineyard for every 1,000 cases produced. A winery producing no more than 50,000 cases (a Tier II Winery) must have 1 acre of planted vineyard for every 1,000 cases produced, and a winery producing in excess of 50,000 cases (a Tier III Winery) must have ½ acre of planted vineyard for every 1,000 cases produced.  See Santa Barbara County Code § 35-292j.3.  


� See Napa County Code § 18.104.220.


� See Santa Barbara County Code § 35-292j.3.  The Agricultural Preserve rules for Santa Barbara County are more restrictive than the zoning ordinance and must be reviewed carefully. These rules are applicable to properties that are subject to a Williamson Act contract. Wineries are deemed to be compatible uses within Agricultural Preserves, provided that a vineyard has been planted on the premises prior to County approval of the winery, the primary purpose of the winery is to process wine grapes grown on the premises, and other requirements of the rules are met, including limiting the winery activities so they do not exceed 10 percent of the contract area or 5 acres, whichever is less.


� See Napa County Code § 18.104.250.


� See Santa Barbara County Code § 35-292j.4.


� Santa Barbara County is in the process of adopting new Agricultural Preserve rules. The requirements for a winery also will be loosened under the proposed new rules.  For example, 51 percent of the winery case production shall be from grapes grown on the premises and/or from other contracted land under the same ownership in Santa Barbara County, provided that at least 20 percent of the case production comes from grapes grown on the parcel with the winery.


� See, e.g.,  Sonoma County Code §§ 26-04-010(f) (permitted uses in Land Intensive Agricultural zoning district); 26-06-010(g) (permitted uses in Land Extensive Agricultural zoning district).


� See Napa County Code § 18.08.370.  In Napa County, food service may be included in the event but the winery may only charge for food service to the extent of cost recovery. Counsel should carefully review special events contracts to assure compliance and consistency with local regulation of special events in wineries.  


� See Santa Barbara County Code § 35-392j.3.


� See Napa County Code §  18.104.200


� See Mendocino County Code §§ 20.032.040, 20.336.035.


� See Santa Barbara County Code § 35-392j.3.


� A stand-alone winery facility also must obtain a General Winery Permit from the relevant Regional Water Quality Control Board (RWQCB).  The RWQCB maintains jurisdiction over discharges into all rivers, creeks, streams, and canals in the area, and regulates discharges to groundwater. Any project that will discharge wastes into any surface waters must meet waste discharge requirements set by the RWQCB with the concurrence of the State Water Quality Control Board and the Environmental Protection Agency.  The North and Central Coast Regional Water Boards have adopted General Waste Discharge Requirements for winery wastewater systems (General Permit for Wineries).  Issuance of a General Permit is a discretionary action for which CEQA requires public notice.  The General Winery Permit imposes design restrictions and regular monitoring and reporting obligations.


� See Cal. Pub. Res. Code §§ 21000-21177.  


� See Cal. Code Regs. §§ 15000-15387.  


� For example, in Napa County, a winery project is categorically exempt where the winery building has less than 5,000 square feet of floor area, the production capacity will not exceed 30,000 gallons per year, the operation will generate an average of less than 40 vehicle trips per day and the winery will hold no more than 10 marketing events per year with no more than 30 attendees per event.  See Napa County’s Local Procedures for Implementing CEQA, Appendix B, Item 10.  


� The Host Winery should carefully monitor the production of all custom crush clients to assure compliance with production conditions of the Host Winery’s use permit. All wine of custom clients, whether crushed at the facility or simply stored may be counted towards the production limitations of the use permit held by the Host Winery.


� Cal. Bus. & Prof. Code § 23378.2.


� Cal. Bus. & Prof. Code § 23779.


� Form ABC-140.


� Cal. Const. art. XX, § 22; Cal. Bus. & Prof. Code § 23300.


� See Cal. Food & Agric. Code § 55601.5(i)(6).


� Under California Food and Agricultural Code § 55601, every processor shall pay for any farm product which is delivered to the processor at the time and in the manner which is specified in the contract with the producer.  If no time is set within the contract for payment, then the processor shall pay for the farm product within 30 days of delivery or taking possession of the product.  


� TTB regulations governing Alternating Proprietorships are contained at 27 C.F.R. §§ 24.135-136.  


� The holder of a Type 02 Winegrower licensee may hold both off sale beer and wine and off sale general licenses and may have an interest in an on sale premises, under certain conditions specified in California Business & Professions Code Sections 25503.15 and 25503.30 and other tied-house provisions of the ABC Act.  


� See 27 C.F.R. § 24.278.


� Alternating Proprietors at Bonded Wine Premises, TTB Industry Circular No. 2003-7, Dec. 10, 2003.


� For persons who produce more than 150,000 gallons but not more than 250,000 gallons during the calendar year, the credit shall be reduced 1 percent ($0.009) for every 1,000 gallons produced in excess of 150,000 gallons. For example, the credit which would be taken by a person who produced 159,500 gallons of wine would be reduced by 9 percent, or $0.081, for a net credit against the tax of $0.819 per gallon for the first 100,000 gallons of wine removed for consumption or sale.  See 27 C.F.R. § 24.278(d)(2).


� Wineries producing wine under Estate Bottled regulations should be careful that labeling rights are not lost inadvertently by transfers in bond. Estate Bottled wine may not leave the bonded premises of the bottling winery until it is bottled. All cellar operations must take place under the estate bottler’s bond, and control of any area containing wine to be estate bottled should never shift to another proprietor.


� For example, 85, 95, 125 multiplied by the retail bottle price as of [date prior to harvest] or as of [release date].


� Cal. Food & Agric. Code § 55601.


� Cal. Food & Agric. Code § 55601.5.  


� See 27 C.F.R. § 4.26 


� Sample provision for price increase due to delay: “In the event a variety is delivered to Winery having average sugar in excess of twenty-five (25) Brix, the amount per ton paid for such grapes shall be (a) increased by four-tenths (4/10) of one percent (1%) for each one-tenth (1/10) degree Brix over twenty-five (25) if the grapes are picked with a good faith effort to exclude raisins from the harvested crop or (b) three-tenths (3/10) of one percent (1%) for each one-tenth (1/10) degree Brix if all clusters including raisins are harvested.”


� A sample provision for price increase due to delay was presented by David Stern in 2005 Wine & Grape Symposium: “Winery shall pay Grower a base price of $X per ton for all grapes deliver in 2005, less any penalties or deductions. Provided, however, that in the event Winery delays harvest for any reason beyond the time that the grapes reach the maximum brix, then Winery shall pay Grower a bonus of $Y per ton for each full degree of Brix measured in all loads delivered above the maximum Brix.”


� Cal. Comm. Code § 2202.  Terms with respect to which the confirmatory memoranda of the parties agree or which are otherwise set forth in a writing intended by the parties as a final expression of their agreement with respect to such terms as are included therein may not be contradicted by evidence of any prior agreement or of a contemporaneous oral agreement but may be explained or supplemented (a) by course of dealing or usage of trade (Section 1205) or by course of performance (Section 2208); and (b) by evidence of consistent additional terms unless the court finds the writing to have been intended also as a complete and exclusive statement of the terms of the agreement.


� David W. Meyers, Purchase Agreements – Parties Don’t Always Agree, Wines & Vines, Oct. 1999.


� Cal. Food & Agric. Code § 55631.


� See Cal. Comm. Code § 9315.


� See Cal. Comm. Code § 9309.


� The interplay between the Uniform Commercial Code and the grower’s lien is discussed by Matthew J. Lewis in Grape Grower’s Liens and the Revised UCC, Wine Business Monthly, Sept. 2003. 


� 27 C.F.R. § 4.39(m) “…Additionally, the name of a vineyard, orchard, farm or ranch shall not be used on a wine label, unless 95 percent of the wine in the container was produced from primary winemaking material grown on the named vineyard, orchard, farm or ranch.”


� The owner of a new vineyard may file a trademark application on a reserved rights basis pending maturation of the vineyard and sufficient use of the name in interstate commerce to qualify for trademark status. 


� See Cal. Bus. & Prof. Code §§ 14465-14465.


� See 15 U.S.C. § 1051.


� See 15 U.S.C. § 1051(b).


� See 15 U.S.C. § 1141.  


� The S Corporation is subject to Corporation taxation codes, but is treated like a partnership for tax purposes in many ways at the shareholder level. The S Corporation is a corporation created under state law that has filed an S election with the Internal Revenue Service under I.R.C. § 2553 and has elected to be taxed like a partnership


� A C Corporation is a corporation created under state law that has not filed an S election and remains subject to taxation as a corporation under applicable sections of the Internal Revenue Code. 


� A member of an LLC can still be subject to capital gain on goodwill in excess of his or her basis.
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