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In conducting an investigation of real property intended for potential winery or vineyard development, a buyer’s counsel must carefully evaluate and consider the status of title.  A diligent investigation of title matters before the closing provides an opportunity for the prospective buyer to limit its risk arising from title issues.  The investigation may reveal issues that make or break a deal, and may lead to significant purchase price reductions for a buyer.  On the other hand, in the absence of a thorough investigation, the unwary buyer may be unable to use property for its intended purposes regardless of existing favorable zoning ordinances, to apply for permits to develop the land or borrow against the land, or even to access the property.  The buyer may end up saddled with expensive obligations that benefit others, as well as be compelled to accept the rights of third parties to use the land in ways that interfere with the buyer’s intended uses.  
This article provides guidance to the practitioner by setting forth practical techniques for conducting a diligent investigation of title matters and highlighting substantive legal issues that commonly arise when evaluating title matters in winery and vineyard acquisitions.  The authors have included real world examples of title issues that they have encountered in order to illustrate this guidance.  
I.
The Preliminary Report

The title investigation starts with a thorough review of a document generally known as the “preliminary report” for the property to be acquired.
  The purchase agreement generally provides, and in all cases should provide, that the seller has the obligation to provide a copy of the preliminary report to the buyer very early in the investigation period.  Preliminary reports are issued by the title company designated in the purchase agreement as the company that will insure the title at the closing. 
A preliminary report confirms that the title company is prepared to issue a policy of title insurance that will insure the policy holder against losses actually sustained due to defects, liens or encumbrances that are not specifically excluded by the stated exceptions revealed in the report and subject to terms, conditions and exclusions of the prospective policy.
  Thus, a preliminary report informs a prospective buyer of any liens, defects or encumbrances that will be identified as exceptions to coverage in the title insurance policy to be issued upon the transfer of title.  It is not a representation as to the state of title, but confirms that a title company is prepared to issue an insurance policy, subject to the exclusions and exceptions identified in the report.  

But what is a title insurance policy and why does it matter that there are exceptions to such a policy?  These are basic, but very important, questions to understand.  While the authors do not by any means attempt to provide a complete analysis of title insurance practice in this article, their goal is to remind readers of certain basic concepts and specific endorsements that may be pertinent in winery and vineyard acquisitions.
  

1)  Title Insurance
Purchasers of real property in the United States (in almost every state) rely on title insurance to protect against loss from defects in title to real property.  There is no government land registration system under which the government makes determinations and representations as to the state of title for properties when transferred.  Title insurance protects an owner’s or lender’s financial interest in real property against loss due to title defects, liens or other matters, up to the dollar amount of coverage specified in the policy.  Thus, title insurance protects your client’s most basic investment – their rights in the land they believe they are acquiring – and your careful review of the scope of those rights and the protection of those rights is an essential and critical aspect of legal diligence in any prospective property acquisition.  


Title insurance, however, does not protect against losses due to matters that are specifically excluded from the title policy.  These exclusions and exceptions from coverage are identified initially in Schedule B of the preliminary report obtained from the title company. 

2) Obtain Preliminary Report as Early as Possible

The practitioner is wise to obtain a preliminary report as soon as possible in the diligence process.  It is generally preferable to review a preliminary report prior to drafting an offer to purchase so that the drafter can address specific items in the purchase agreement.  For example, if it is clear from early review of the report that the seller will be required to remove certain exceptions, such as use restrictions, third party easements or third party purchase rights, the purchase agreement can be drafted to specifically require removal of those items.  A pre-purchase agreement preliminary report may also reveal if the seller is in financial distress, whether or not the seller has legal title, lacks access or reveal other aspects of the property that may prompt termination of interest in the property prior to the buyer incurring significant in the field due diligence expense typically associated with vineyard and winery development property.  The cost for a preliminary report typically is between $500.00 and $750.00 for each property, a charge that the title company will generally credit back against the cost of the title insurance policy at the close of escrow.  
It is not always practical to obtain a preliminary report prior to drafting a purchase agreement; sellers more often insist that preliminary reports be provided after execution of a purchase agreement.  The purchase agreement should contain provisions requiring the seller to deliver a preliminary report concurrently with the opening of escrow or promptly thereafter.  The agreement should specifically require that a copy of every document referenced in the exceptions accompany the report.
3) Visit the Subject Property

Before the lawyer draws any conclusions or makes any recommendations about the status of title, he or she should visit the property and touch the land.  Real property lawyers like site visits.  Dress down, put your boots on, and walk the property with your client.  The site visit clears the lawyer’s mind of abstract, often incorrect, mental images of the property and will help the lawyer identify the focal issues to evaluate in the title review process.  Physical site inspections will always reveal title issues that the preliminary report either resolves or omits.  For example, a site visit might reveal that the owner must cross other properties to reach the target property alerting the lawyer to the need for appurtenant access easements.  The lawyer may see evidence of a shared water system or other facilities that relate to an exception document disclosed by the report.  The inspection may reveal a road in bad condition that the buyer will be obligated to repair under a road maintenance agreement of record listed in the exceptions.  The inspection may also evidence use of the property by third parties that may potentially interfere with the development of vineyards and other facilities on the property.  Such issues may not be apparent from simply reviewing a preliminary report, as easements of record may not exist for such critical infrastructure facilities.  As described in more detail below, such issues might pose major obstacles for your client’s intended use of the property.  A site visit can also reveal numerous other potential diligence issues unrelated to title (e.g., prior uses of the land, jurisdictional issues due to location near stream or river, compliance with existing development permits, etc.).  

II. 

Preliminary Report:  Basic Elements

There are four basic elements to a preliminary report that the investigating lawyer should study:  1) Cover Sheet (including the effective date of the report and the vesting); 2) Legal Description; 3) Exceptions; and 4) Informational Notes.  The following sections will discuss each of these elements in turn, along with “red flag” diligence issues each report section can reveal.  

1) Cover Sheet – Red Flags
The cover sheet will disclose the most basic facts regarding ownership of the property.  It discloses how the property is vested, and in whom.  If the vestee is not identical to the designated seller in the purchase agreement, the situation will require immediate investigation.
Example:  A buyer’s attorney prepared an option agreement to purchase real property for the client/buyer.  The seller’s counsel reviewed the agreement and identified the husband and wife clients as the sellers.  A review of the preliminary report identified a trust as the fee owner of the property, with the husband and wife as trustees.  The option agreement was revised to identify the trust as the seller and to correct a basic defect in the agreement.

Example:  Buyer’s counsel reviewed a purchase agreement drafted by the seller’s counsel and concurrently obtained a preliminary report.  The report revealed that the purported seller was not the vested owner.  Further investigation showed that that seller intended to exercise rights under an option agreement (not revealed by the preliminary report) entered between the seller and the vested owner as optionor.  The owner/optionor contended that the seller failed to exercise the option to purchase in a timely manner and had no rights under the option agreement.  The buyer terminated any interest in the property prior to signing the purchase agreement while the seller and the optionor ran off to court.

A buyer’s attorney who receives a preliminary report from the seller’s attorney or broker rather than directly from the designated title company is wise to pay close attention to the effective date of the preliminary report.  It is advisable to request an update of the report if the effective date is not recent.  The most important object is to verify that the party signing the purchase agreement as seller is in fact the owner of the property.
2) Legal Description – Red Flags

The legal description is the written description of the real estate prepared in a manner sufficient for an independent surveyor to locate and identify its precise location.  The legal description is prepared, often in metes and bounds descriptions, in reference to government surveys, maps or other public records.  The legal description will include appurtenant easements – that is, easements that benefit the property.  An attorney will typically ask the title company to identify the described property, including all separately described parcels and any expressly conveyed easements as described in the legal description, on a copy of the applicable assessor’s parcel map, which the title company will customarily append to the report.  Title companies will generally plot the location of appurtenant easements.  However, title company plotting is not a substitute for plotting by a surveyor.  If preliminary title company plotting and the site inspection reveal potential problems such as encroachments, counsel should engage a surveyor to plot the easements.
Counsel should carefully review the legal description contained in the preliminary report and compare that description with the description of the property in the purchase agreement.  A surveyor can verify the accuracy of the legal description of the parcel, and ensure that it conforms to the piece of land that your client intends to acquire.  If the legal description does not match the legal description contained in the previous conveyance, further investigation will be required.  An ALTA survey conducted in connection with an application for an ALTA extended owner’s policy of title insurance will verify the accuracy of the legal description and plot all appurtenant easements and exceptions.
a) Legal Description – Easements

In identifying the location of the property, the legal description should also identify the location of any appurtenant easements that benefit the property.  If the description identifies the appurtenant easements by reference to other documents in the chain of title, counsel should request copies of those documents from the title company.  Specific types of easements are common in vineyard and winery acquisitions, and can be critical to a client’s proposed use or development of the target property.  

i) Easements for Physical Access.    

If the subject property does not front on a public road, review the legal description to determine whether there are any easements for physical access to the property from a public road across the lands of others.  Road easements frequently allow for use of a road for specific purposes (e.g., residential, agricultural) and may restrict the width of the road.  Counsel should obtain and carefully review copies of all underlying documents that describe the scope, restrictions and limitations on the use of access roads that cross the lands of others.  

Specific issues that should be considered when examining an access road easement include:  

· Can the road be used for winery and agricultural purposes and other intended purposes?

· Does the easement impose road maintenance, repair and insurance obligations on the owner of the benefited parcel?
 

· If future development is likely, does the easement allow for construction of a road that would meet minimum county road requirements (e.g., width, slope) for the intended uses on the property including fire standards imposed by the local jurisdiction?
· Does the easement under review contain any other restrictions that will compromise the intended uses of the property? These may include restrictions as to time of use, type of vehicle, seasonal restrictions, and amount of use. 

Each of the above issues can create a red flag for a potential buyer of land, or can allow a potential buyer to negotiate for significant purchase price concessions or holdbacks if the existing legal access is insufficient for the property’s intended use.  

If the site inspection reveals that physical access to the property requires crossing the lands of others, and the legal description does not contain any appurtenant access rights, consider ordering a chain of title.  The chain of title is the recorded history of matters that affect the title to a specific parcel of real property, such as ownership, encumbrances and liens, beginning with the original recorded source of the title.  The chain of title will show the succession of conveyances, from some accepted starting point, whereby the present holder of real property derives title.  A review of the chain of title may show previously deeded appurtenant easements that still exist as appurtenant rights benefiting the property as a matter of law but which are not shown in the legal description.
  If no easements exist as a matter of record, there are no good answers. No party should purchase a property intended for vineyard and winery development if access is dependent upon perfection of prescriptive access rights.  Permitting, development, acquisition and operational lending may all depend upon the existence of legal, insurable access to a public road.

Example:  After execution of a purchase agreement, the preliminary report revealed the lack of access from a public road to a desirable vineyard development property.  The existing access road crossed eight other properties in order to reach the subject property.  After discovery of the access problem, seller agreed to fund a seller’s “termination fee” deposit in the approximate amount of buyer’s anticipated due diligence expense, and embarked on the process of obtaining granted access easements from the eight property owners within the time constraints of the agreement.  The effort failed due to lack of cooperation by the neighbors.  The buyer terminated the contract and the termination fee was released to the buyer as reimbursement for its due diligence expenses. 
ii) Easements for Utilities (Gas, Electricity, Water, Wastewater).  

Other important easements to review are utility easements, including electricity transmission lines and facilities, water transmission lines and facilities, and shared water systems benefiting the target property.

Because of the subterranean nature of many systems intended for the delivery of utilities, ask the seller to provide information on the location of infrastructure supporting those systems, particularly water supply and water drainage systems.  If no easements exist for the identified facilities, easements may need to be prepared to clarify the record.  If recorded easements do exist, the location of such systems may not be ascertainable from the easement, or the described easement may not correspond to the actual location of the facilities, as described below.  
Appurtenant water line easements intended to transmit water from a water source such as a stream may also trigger review of riparian and appropriative water rights.  An easement for a water line does not necessarily confer a right to the water emanating from a stream or other water source within the jurisdiction of the State Water Resources Control Board.
  
iii) Location of Easements.  

In rural properties, improvements such as roads and water facilities may be located, at least in part, outside the area described in the easement document. Determining whether the actual location of the easements corresponds to the described location will require at least a physical inspection of the site.  For example, where an easement was recently recorded allowing access over “the existing roads located on the property,” a simple inspection to confirm that there are existing roads on the property may be all that is required.  

However, easement documents may describe the easement area by metes and bounds or by other descriptions not easily identified by a site inspection.  To determine the location of such easements, counsel can generally begin by requesting that the title company plot all appurtenant easements to determine whether the legal description of the easements conforms to the physical improvements on the land that are supposed to be contained within the easement.  

If it appears that the legal descriptions do not correspond to the actual location of improvements, counsel should consider engaging a surveyor to generate accurate information concerning the location of the improvements vis à vis the easement description.  If the easement description does not conform to the location of the physical improvements, the surveyor can modify the description to include all improvements within the easement.  In some cases, such as where critical utility infrastructures rely on shared facilities or easements across lands of others, and where the location of such improvements will not be evident (e.g., when underground) counsel should consider engaging a surveyor early on to compare record descriptions to known systems.  

For the greatest level of certainty, the buyer should consider engaging a surveyor to prepare an ALTA survey in order to plot the precise location of any easements.  Such a survey will also reveal any encroachments and fence line discrepancies not apparent from the public record.  Such surveys may be required in order to obtain ALTA title insurance extended coverage, which can insure either an owner or a lender.  ALTA surveys are often time consuming to prepare and are expensive.  If an ALTA survey and title coverage are desired or required, be certain to build appropriate time into the due diligence period under the purchase agreement to conduct the surveys.


If examination of appurtenant access easements reveals defects in the legal descriptions or location of the easement or inability to locate the easements, certain endorsements may be available to insure access to a designated public road.  For example, CLTA Endorsement 103.4 insures against loss or damage that the insured sustains by reason of the failure of a named easement to provide ingress and egress to and from a named public road.  Section III.2, below, discusses other specific endorsements that might be relevant for the typical vineyard or winery acquisition.
3) Exceptions – Red Flags

The preliminary report will list the exceptions and exclusions to coverage.  The report will include preprinted exclusions (not addressed in this article) as well as specific exceptions that apply to the subject property.  The title company prepares this list of specific exceptions as it conducts its title search.  The title company will not provide coverage for losses or damages that arise because of items listed in the exceptions.  In a sense, the exceptions constitute a disclosure to the insurance applicant of the obligations, liens and encumbrances that will burden the property after acquisition unless the title company agrees to remove the exceptions at the closing.  Except for non-record claims against title based on physical possession and use of the property (which can be discovered through inspections and sometimes only surveys of the property), the exceptions to title listed in the preliminary report should reveal all burdens of record against the property which will be a concern to the buyer or the lender.  These matters will include easements, monetary liens, lease rights, encumbrances, deeds of trust, covenants, conditions and restrictions, rights of first refusal and options to purchase, and other matters that affect the title to the property.  
Purchaser’s counsel should always request that the title company produce a copy of all documents referenced in the exceptions to title.  Read the documents and look closely for “hidden rights” held by others.  Any document listed in the exceptions can contain options to purchase, rights of first refusal, or other third party rights that could have a significant effect on the ability of the seller to transfer title or on the ability of the buyer to refinance the property.  Counsel may find such rights even in documents as seemingly innocuous as mineral leases.  Many documents listed in the exceptions will refer to other documents that counsel must review in order to understand the nature of the exception.  Ask the title company to provide a copy of all such documents, if they are a matter of record, and a buyer should request the seller to produce all unrecorded instruments revealed by the exceptions.  A typical example is an unrecorded lease or unrecorded option to purchase mentioned in a memorandum of record disclosed in the exceptions.  

The following discussion notes certain types of exceptions to title that commonly arise in the context of vineyard and winery acquisitions, and note some basic approaches to resolving issues that arise as a result.  
a) Lease Rights.  
Agricultural or residential leases may appear in the exceptions set forth in the preliminary report.  Since these unrecorded documents may be disclosed only by a memorandum of record appearing in the preliminary report, the buyer should always request the seller to produce the original unrecorded document. Agricultural leases often contain rights of first refusal and similar such rights that can significantly affect the pending sales transaction or future sale of the property.  Leases of a portion of the property may require an investigation of potential Subdivision Map Act
 violations in California.  Leases of a portion of the property for agricultural purposes are exempt from the California Subdivision Map Act.
  Therefore, an existing vineyard lease that covers only a portion of a target property would not require such an investigation.  
Example:  A preliminary report revealed a memorandum of lease for a 20-year lease for vineyard development purposes granted to a neighboring landowner in 1990.  The buyer requested and received a copy of the unrecorded lease from the seller.  The lease premises included a significant portion of the developable vineyard land on the subject property.  The lease contained a provision stating that it would automatically expire if lessee had not exercised its rights under the lease within five years of execution of the lease.  The seller represented that the lessee never exercised its rights under the lease and made no improvements to the property in anticipation of vineyard development. The buyer required the seller and the neighboring landowner to provide necessary affidavits to induce the title company to remove the lease from the title exceptions, subject to standard title company indemnifications.   
b) Mineral Leases and Grants of Mineral Rights 

Mineral rights may be sold, transferred or leased separately from the right to the use of the surface of the land for residential, agricultural, recreational, commercial, or other purposes.  When mineral rights are sold or retained separately from the surface rights, the mineral rights are “severed” from the surface rights.  When reviewing a preliminary report, the reviewing lawyer should examine whether any person other than the seller may own all or any fraction of the mineral rights for the subject property.  Interests in mineral rights may be fractional or may apply only to one kind of mineral, such as oil and gas, or to only one formation or depth interval.  The preliminary report should reveal whether mineral rights to the subject property have been deeded separately from the surface rights, or whether a predecessor in the chain of title reserved any mineral rights.  Reservation of mineral rights is common in some areas.  
It is not uncommon for large, rural parcels in certain parts of California to be subject to mineral, petroleum or geothermal exploration leases of exceptionally long terms, even in cases where no such exploration has taken place.  Mineral, oil or gas leases, like agricultural leases, are also exempt from the California Subdivision Map Act in California.
  The title company may agree to remove such exceptions upon timely objection by buyer’s counsel, particularly if there is no evidence of activity under the lease. A routine search with the California Department of Conservation, Division of Oil, Gas and Geothermal Resources will reveal the history of activity.  Counsel may be successful in inducing removal of these exceptions where there is no activity and the lessee is dissolved or not active in the industry.  The Marketable Records Title Act may also create a basis for removal of the exception.

Example:  A preliminary report revealed leases granted to a petroleum company in the 1970s for the purposes of exploring, prospecting, drilling, mining and operating for and producing geothermal steam, gases or minerals for energy purposes.  The leases had initial terms of 10 years each, but continued for an indefinite period for so long thereafter as 1) the leased substances were being produced from the lands, 2) the operations continued on the lands, or 3) there was located on the lands a well which, in the lessee’s opinion, could be commercially productive.  The seller could provide no evidence that such leases were terminated, but represented that the leases were never exercised and had expired.  These exceptions to the title report could have been removed with an owner’s affidavit attesting to termination of the leases.  The buyer required the seller to provide the necessary affidavits to induce the title company to remove the exceptions, subject to standard title company indemnifications.


Example:  A preliminary report revealed a 99-year lease granted in the 1960s to a mining company, allowing lessee to remove specific types of minerals from the property while the lessor retained exclusive possession of the surface of the property and all other uses of the property.  The lessee could only access the minerals by slant drilling from an adjoining parcel.  The lease was valid and enforceable and purported to remain in effect until the 2060s, assuming the lessee continued to make the nominal payments required under the lease.  The exception to title could not be removed and the potential buyer was compelled to evaluate whether mineral lease rights would interfere with its plans to develop a vineyard.  The express reservation of exclusive surface rights provided the buyer with enough comfort to proceed with the purchase.
Example:  The preliminary report disclosed that a predecessor in the chain of title reserved oil, gas and mineral rights.  Therefore, the transfer of title to the potential buyer would not include oil, gas, mineral rights and other hydrocarbons and the buyer would acquire the property subject to the rights of the holders of the mineral rights.  The buyer’s counsel requested that the title company issue a specific endorsement (CLTA 100.29) insuring the buyer from loss resulting from damage to the surface of the lands described in the title report and existing improvements caused by the exercise of rights under the reservation of mineral rights.  The buyer’s counsel requested and obtained a modification to the standard endorsement that further insured the buyer from loss resulting from damage to any future improvements on the land caused by exercise of rights under the reservation of mineral rights. 
Example:  The preliminary report revealed a grant of 50 percent of the mineral rights of all kinds, including ordinary rock, sand and gravel, but excluding any oil, gas or other hydrocarbons, within 500 feet of the surface of the subject property.  The grant dated from 1962 and was made to 45 individuals.  The grant included a right to royalties and lease rentals.  No evidence of a mineral lease was uncovered and a search with the California Department of Conservation, Division of Oil, Gas and Geothermal Resources revealed no history of activity.  The grant reserved to the grantor the right to enter into and execute leases and agreements for the purpose of mining and exploring for minerals, which allowed the property owner control over mining that could affect the surface of the property.  The holders of the mineral rights had undoubtedly expanded to a very large number since the date of the grant, and many of the holders had certainly died.  If a lender required subordination of the grant and the beneficial rights contained in the grant, it would be impossible to comply.  There was no specific endorsement that would effectively insure over the grant of mineral rights and, since the grant of mineral rights was recorded, the Marketable Records Title Act, discussed in more detail in Section III below, would not provide a mechanism for termination of the grant of mineral rights.  The buyer’s counsel carefully presented the buyer/client with an explanation of the potential issues and buyer evaluated if it was willing to accept the risk of taking the property subject to the grant of mineral rights.
c) Rights of First Refusal and Options to Purchase. 

Memoranda of record may reveal rights of first refusal and options to purchase held by third parties.  If so, request the seller to produce the underlying documents.  Valid rights of first refusal or options to purchase held by others must be examined to determine the degree of risk they raise.  

Example:  In anticipation of an acquisition of a 1,000 acre vineyard development property, the buyer’s counsel reviewed a preliminary report showing a memorandum of an unrecorded mineral lease. The buyer requested the seller to produce the underlying lease that granted lessee a right of first refusal and option to purchase the leased premises at any time during the 99-year lease term, upon the same terms and conditions that the owner is willing to sell the property to other parties.  The seller notified the lessee of the potential sale and the lessee declined to exercise its right to purchase.  However, the right of first refusal is continuing and the buyer will take the property subject to those third party rights, unless those rights are unenforceable or released by the Lessee.  The Lessee refuses to do so. The legal description of the leased premises described a 100-acre portion of the acquired property that a title search revealed was not a legal parcel, raising the question of whether the right of first refusal was unenforceable as violating the Subdivision Map Act of California.
  As it was unlikely that the question of enforceability would be resolved prior to the expiration of the due diligence investigation period, the buyer’s counsel carefully explained the issue to the buyer and assisted the buyer in determining whether it was willing to accept the property subject to the (potentially unenforceable) right of first refusal.
d) Easements Benefiting Other Properties 

As described above, easements can be a critical diligence issue when evaluating the legal title issues for a potential property acquisition.  As with the easements benefiting the property, the attorney should carefully investigate the location of each easement burdening the property, by physical inspection, with the assistance of the title company and, where necessary, with the aid of a surveyor.  All easement exceptions should be plotted and located on the ground.
Important questions to consider when reviewing an easement that burdens the subject property include:  

· What specific rights does the easement grant?

· To what extent may the exercise of the rights set forth in the easement interfere with intended uses of the property? 

· Does the easement limit the rights of the servient tenement holder to use the land within the easement for intended purposes?

· Does the easement require or allow the property owner to repair, maintain or relocate the easement?

· Is an easement maintenance agreement necessary (or recommended)?

· What rights are granted to the owner of the easement to remove or require removal of improvements that may interfere with the easement in the future?  

Example:  A buyer intended to acquire a vacant piece of land with the intent of developing the land for vineyard.  The buyer evaluated the plantable acreage and prepared a block map of planting sites.  A review of exceptions in the preliminary report revealed a right of way granted to a neighbor.  The right of way granted 150-foot buffer zones on both sides of the right of way.  A survey of the described location of the right of way showed the right of way bisecting the subject property as well as the area of planned vineyard plantings.  A physical inspection of the property revealed no roads or driveways over the surveyed course.  The buyer sought a quitclaim deed from the benefited parcel to remove the exception to title, which the neighbor refused to do.  The project did not pencil out in light of the substantial reduction in plantable acreage.  When the seller refused to reduce the price, the buyer terminated the transaction during the due diligence period.  

e) Williamson Act Contracts (Agricultural Preserve Contracts).

It is very common for agricultural lands in California to be subject to a Williamson Act contract.
  If the property is subject to a Williamson Act contract, the contract will contain significant restrictions on the uses permitted on the property.  Not all Williamson Act contracts are the same.  Counsel must review all Williamson Act contracts carefully, particularly with respect to term and cancellation rights.  Rights to divide contract properties or lot line adjust with adjoining parcels are often restricted, particularly when the adjoining parcel is not in contract. 


Some jurisdictions impose stricter land use regulations on Williamson Act properties compared to otherwise applicable regulations, particularly with respect to winery operation, size and production limitations.  If the property is subject to a Williamson Act contract, it is imperative to review the Williamson Act Agricultural Preserve Rules in the applicable jurisdiction, and not assume that the agricultural zoning district rules apply.  

Special attention should also be paid to the applicable jurisdiction’s interpretation and implementation of the Williamson Act amendments enacted in 2004 (AB 1492) that provide enhanced penalties for material breach of a Williamson Act contract.
  The amendment, codified in California Government Code Section 51250, defines a “material breach” on land subject to a Williamson Act contract as a commercial, industrial, or residential building that is:  (a) not allowed by the Williamson Act, the specific Williamson Act contract or local uniform rules or ordinances implementing the Williamson Act; (b) not related to an agricultural use or compatible use; and (c) greater than 2,500 square feet.  AB 1492 does not apply to a building permitted or constructed prior to January 1, 2004.  AB 1492 allows a local government to levy a monetary penalty for a material breach of contract up to 25 percent of the unrestricted fair market value of land rendered incompatible by the breach, plus 25 percent of the value of any incompatible building and related improvements on the contracted land.  Interpretation and implementation of AB 1492 varies by county, so the local jurisdiction’s current rules and interpretations of this provision should be researched and considered by counsel.  
The preliminary report also should list notices of non-renewal of such contracts, but that is not always the case.  You may consider checking county files for the property to determine whether any such unrecorded notices exist. 

Example: A buyer and seller entered into a purchase agreement pursuant to which the buyer would acquire 600 acres of vacant land from the seller.  The seller owned an additional 400 acres adjacent to the land acquired by the buyer.  Pursuant to the purchase agreement, the seller conveyed 600 acres to the buyer, and the buyer was obligated to effect a parcel split after closing and convey back to the seller an undefined forty (40) acres of the property.  The buyer did not review the exceptions to title before entering into the agreement.  The property was subject to a Williamson Act contract that prevented any subdivision of the property.  In order to perform its obligations under the purchase agreement, the buyer was required to terminate the Williamson Act Contract and lost the associated tax benefits as a result of  failure to conduct thorough diligence.
  

f) Conservation Easements

Conservation easements are voluntarily donated or sold by landowners, but constitute legally binding agreements that limit certain types of uses or may prevent certain types of land development from taking place on the land.  Limitations imposed by conservation easements bind the landowner, and successors in interest, in perpetuity, so long as land is in private hands.  

Buyer’s counsel should review conservation easements of record carefully to evaluate compatibility with the client’s intended uses, development plans, or plans with respect to a future division or lot line adjustment.  In many cases, the grantor sacrifices significant development rights in substantial portions of the land in favor of forever-wild restrictions. Those development rights may include the right to develop a winery. Conservation easements may specifically restrict further parcelization of the land, including lot line adjustments. If the easement encumbers multiple parcels, the easement may contain provisions prohibiting the sale of separate parcels. Construction of residential sites and development of additional access roads may also be limited by the terms of the easement.  Special attention should be paid to any rights of third party land trusts to inspect, police and enforce the terms of the easement, as such rights also could impact the intended uses of the property.


Example:   Buyer sought to acquire a large tract of vineyard lands, with the intent to subdivide and develop the land into four large parcels for vineyard estate homesites.  The buyer would then sell the parcels separately.  The property was subject to a conservation easement that contained the following restriction:  “Grantor covenants and agrees that none of the individual legal parcels which together comprise the Property shall be sold, transferred or conveyed separately.”  The buyer requested that the conservation easement be modified to eliminate the sale restriction while preserving all other easement restrictions.  The grantee land trust refused to do so.  The buyer terminated the proposed transaction.  
g) Conditions, Covenants and Restrictions 

The preliminary report should also reveal whether the property is subject to any conditions, covenants and restrictions (CC&Rs) that may have been implemented at the time of a property subdivision.  CC&Rs for subdivisions in rural areas may impose road maintenance obligations or impose significant obligations to contribute to the cost of physical improvements.  Such CC&Rs may also impose use restrictions that limit property uses to agricultural or residential use and may specifically exclude commercial use, which could include certain winery uses, though whether a winery is deemed an “agricultural” or a “commercial” use may ultimately depend on local zoning definitions and interpretations.  

Example:  A buyer sought to acquire land with the intention of developing the land for vineyard and winery purposes.  A Declaration of Conditions Covenants and Restrictions regulated the use, maintenance and repair of a shared access road crossing numerous parcels before reaching the subject property.  The CC&Rs contained provisions requiring that the property be used solely for single-family residential and agricultural purposes.  Under local ordinances, a vineyard clearly qualified as an “agricultural purpose.”  A question existed as to whether or not a winery would qualify as an agricultural purpose, particularly where the local ordinance did not mention agricultural processing as a permitted use, but did allow the preparation of the crop for market.  The CC&Rs prohibited “business, commercial, or industrial uses, or any other uses inconsistent with the residential ranch community use.”  A winery with tasting and retail sales facilities may fall within the CC&R restriction.  Given the provisions of the CC&Rs and the uncertainty of the result in the event of a dispute, counsel advised buyer to determine prior to the end of the investigation period whether the neighbors would enforce the CC&Rs against a winery proposal.
h) Boundary Line Disputes

The preliminary report may also reveal whether there are any boundary line disputes affecting the subject property.  While such disputes are often difficult to resolve quickly, the purchase agreement can place the burden on the seller of resolving or litigating the dispute within a negotiated period, together with appropriate indemnifications of the buyer in the event of loss.   

Example:  The preliminary report disclosed a possible boundary line dispute affecting portions of a seller’s land.  The seller disputed an adjoining landowner’s claim to ownership of a 25-acre portion of land within the seller’s fences, including several acres that could be developed to vineyard.  The boundary dispute was unlikely to be resolved prior to close of escrow.  The buyer’s counsel advised that the purchase agreement be amended to provide specifically that the seller would retain responsibility for resolving or litigating the dispute, and that it would be conclused within a specific timeframe.  The agreement included a significant escrow holdback with appropriate provisions for refunding the holdback, or a portion thereof, depending on the nature of the ultimate resolution, coupled with a right on the part of the buyer to approve any proposed settlement.  

4) Informational Notes – Red Flags
The Informational Notes section of the preliminary report will typically contain a comment as to the willingness of the title company to issue a CLTA 116.7 (Subdivision Map Act) endorsement insuring that the parcel has been created in compliance with the California Subdivision Map Act.  This endorsement insures against “loss or damage which the insured shall sustain by reason of the failure of the land described … to constitute a lawfully created parcel according to the Subdivision Map Act (Section 66410, et seq., of the California Government Code) and local ordinances adopted pursuant thereto.”  If the Informational Notes do not address the issue, it is important to ask the title company at the beginning of the due diligence process whether it will issue a CLTA 116.7 endorsement.  If the title company is not willing to issue the endorsement, a red flag immediately arises that the parcel under consideration may not be a legal parcel. 
a) Parcel Legality

i) Subdivision Map Act issues. 

While your preliminary report may list several assessor’s parcel numbers for a particular property, it does not necessarily follow that each assessor’s parcel is a legal parcel.  Actions by the County Assessor to create or consolidate parcels are not determinative of whether legal lots of record have been created.  Nor does the fact that the Assessor has or has not placed an “SFAP” or “CFAP” designation on a parcel map have any significance regarding whether or not parcels have been lawfully created.  Assessor’s parcels that are separated for assessment purposes only (SFAP)
 or combined for assessment purposes only (CFAP) are not legal parcels.  

California’s laws regarding parcel division are complex and have changed over time.  Because California’s earliest subdivision rules did not come into existence until 1893 and have by no means remained a static set of regulations since that time, determination of the legality of the underlying parcel requires an examination of the complete chain of title to determine the time of the genesis of the parcel.  In all cases, an examination of the deeds or other documents creating the parcel and the law in effect at that time will determine whether or not a parcel was lawfully created.  It may be necessary to engage a skilled title review lawyer or consultant to resolve legal lot title issues.  

The ramifications of illegality of the parcel are significant and may lead to immediate termination of the transaction.  Parcel legality is important because the jurisdiction issuing land use permits for the proposed use will require that the parcel be a legal parcel.  If the issue is not investigated in the due diligence phase, the property owner may incur substantial delay later perfecting the legality of the parcel before any development permits can be obtained.  Lenders against real property will always require the CLTA 116.7 endorsement. 
The title company is generally willing to state the reason for refusing to issue the endorsement, which, in turn, will dictate whether the property owner can cure the defect.  There are instances when the defect may be easily cured.  More typically, however, it will be necessary for the property owner to obtain approval from the county of an application for a certificate of compliance pursuant to which the county certifies the legality of the parcel.
ii) Certificates of Compliance

Certificates of compliance in the applicable county may be required before the title company will recognize parcel legality and issue a CLTA 116.7 endorsement.  Certificate of compliance process differs from county to county and trigger dates for determination of parcel compliance may differ as well.  In Napa County, and generally in all counties in California, the pivotal date is March 4, 1972, the date of enactment of the California Subdivision Map Act, the state law requiring that a parcel or a tentative/final map is filed for all land divisions.  Thus, after March 4, 1972, all land divisions required the approval and recordation of a tentative and final map or a parcel map if a parcel was to be considered lawfully created. 

In the case of divisions of four or less parcels prior to March 4, 1972, the method of parcel creation needs to be compared to applicable county ordinances in existence at the time of creation.  If no county ordinances existed at the time of parcel creation, the Subdivision Map Act requires that the parcel be conclusively presumed to have been lawfully created.  In Napa County, the first subdivision ordinance (Ordinance 191) was adopted on November 29, 1955.  Any parcel created by deed prior to that date must be recognized as lawfully created.  After that date, until 1969, the requirements of Ordinance 191 must be satisfied to be entitled to a certificate of compliance.  In February 27, 1969, Napa County adopted Ordinance 291, creating a new set of rules for parcel creation which lasted until the adoption of the Subdivision Map Act.  Thus, in validating the lawful creation of four or less parcels prior to 1972, the real property lawyer can expect the laws of the local jurisdiction to apply and vary widely.
 

The certificate of compliance process varies from county to county.
  The county has discretion to impose conditions of compliance that must be satisfied before the county will recognize the parcel as legal.  The process of certifying the legality of parcels created prior to the effective date of the California Subdivision Map Act can absorb months, if not years, depending on the jurisdiction.  If a development permit has already been issued for a parcel, this can serve as a means of determining the legality of a parcel under California Government Code Section 66499.34,
 and can require a county to issue a certificate of compliance.

Example:  A parcel was created by lot line adjustment in 1985 and the deeds creating the subject parcel failed to contain a county-required recital that all underlying parcels are merged.  The title company was willing to issue a CLTA 116.7 endorsement upon re-recording of the creation deed with the appropriate recital and upon issuance by the county of an expedited certificate of compliance. 

Example:  The title company declined to issue the CLTA 116.7 endorsement for the parcel adjoining the parcel described above for the reason that it was created by deed in 1996 in clear violation of the Subdivision Map Act.  The parcel did not meet the minimum parcel size required of parcels in the applicable zoning district.  Counsel advised buyer to assess the feasibility of obtaining a conditional certificate of compliance and to evaluate the nature of the conditions that the county would likely require in the event the certificate was approved.  Counsel also advised buyer to assess the possibility of merging the illegal parcel into the adjoining legal parcel in order to cure the problem.
Example:  A title search revealed that a 100-acre portion of the subject property was not a legal parcel because a prior conveyance did not comply with the then existing county subdivision ordinance or the Subdivision Map Act.  The title search also revealed that the conveyance deed attempting to create the parcel did not expressly reserve riparian rights for the benefit of the new parcel, thereby severing riparian rights from the land located within the parcel.  Since the client intended to develop the land within the parcel to vineyard, the potential severance was fundamental to the irrigation of the designated plantable area.  Buyer’s counsel evaluated whether the potential illegality of the original conveyance could give rise to an argument that the conveyance was void and that, therefore, no severance of riparian rights occurred.  Counsel advised buyer to seek backup sources of water such as well water in order to assure the success of the project.



Example:  While researching the possible legality of several potential parcels within a large tract of land, the buyer’s counsel discovered two deeds in the chain of title purporting to create two parcels described by metes and bounds.  The deeds did not comply with the then applicable county subdivision ordinance or the Subdivision Map Act. However, county files revealed an unrecorded lot split map, duly approved by the county, and describing the same parcels described in the previously recorded deeds.  A letter from the County Surveyor in the county files opined that it was not necessary to record the lot split map because of the earlier conveyances.  County Counsel acknowledged the validity of the map even though the county approved the map after the properties had been conveyed illegally.  The acknowledgment by the County Counsel was sufficient to induce the title company to issue a CLTA 116.7 endorsement and the parties proceeded to close the transaction.
iii) Parcel Merger 

Parcel merger refers to the consolidation of two or more lots under common ownership into a single lot.  

While “automatic” parcel merger is no longer legal in California,
 the Subdivision Map Act provides a mechanism for “involuntary” mergers, which may be initiated by local governments under specified circumstances.  For example, one provision permits the involuntary merger of parcels that were created in violation of subdivision laws and ordinances applicable at the time of their creation.
  Another provision permits local governments to compel involuntary mergers under specified circumstances when at least one of the parcels is substandard under the local zoning ordinance.
  

Such involuntary mergers may be accomplished “only in accordance with the authority and procedures” prescribed in the Act.
  Under the Act, a merger of parcels is initiated by recorded notice to the owner of an intention to determine status.
  In addition to notice, another key safeguard under the statute is the opportunity to be heard.
  Despite these due process safeguards, special attention should be paid to how title will be taken in multiple parcel acquisitions and to the relevant local jurisdiction’s rules regarding parcel merger.  In some jurisdictions, the vesting of adjoining parcels in the common ownership may create a possibility of parcel merger, which could negate your client’s plans for possible subdivision or result in loss of otherwise legal parcels.
  

Example:  A buyer entered into a purchase agreement to acquire nine separate legal parcels, intending to later sell the parcels individually.  The seller held the subject property in three separate entities in order to insure that the county could not merge the parcels into a single legal parcel under the county’s involuntary merger ordinance.  This approach, known as “checker boarding,” was also adopted by the buyer, who established two additional entities and took title to the nine parcels in three separate entities, none of which individually took title to adjoining parcels.
  
III. 
Title Insurance Coverage and Correcting Deficiencies in Title
The previous section described various title deficiencies that can be revealed by a thorough review of a preliminary report and a site inspection and other diligence issues that can be revealed through such investigations.  Many title deficiencies uncovered during the due diligence process can be resolved or corrected through direct negotiations with the seller, neighboring landowners, or other third parties with interests in the subject property.  When such efforts are not feasible or are fruitless, there are various other means of addressing or remedying issued identified in the preliminary report, several of which we discuss in the following sections.  

Again, it is important to remember what the preliminary report is and what it is not.  It is a confirmation that the title company is willing to issue a policy of title insurance covering title defects, liens or encumbrances not specifically excluded by the specific exceptions in the preliminary report; it is not yet a contractual agreement binding the title company to issue the title policy.  As such, it should be considered the starting point for negotiating with the title company.  
1) Can the Exception to Title be Removed?  

A buyer’s attorney can negotiate with the title company for removal of exceptions and clean up of title.  Do not assume that the preliminary report is correct.  Title companies make mistakes and are very willing to discuss possible errors in the preliminary report so that title is delivered and insured properly.  In addition, some exceptions are listed out of an abundance of caution, not mistakes, and the title officer involved does not always evaluate the validity of an excepted interest.  By negotiating to remove such exceptions, coverage can be expanded to protect against otherwise meritless but uninsured claims that require considerable time and expense to defend. 
The timing of the review of the preliminary report and physical inspection, as well as negotiations with the title company, is also important.  Typically the buyer’s counsel must file timely objections to the exceptions with the seller according to the requirements of the purchase agreement.  Failure to do so may result in a waiver of the right to object, potentially eliminating an opportunity for buyer to terminate the purchase agreement without risking the deposit and almost always lessening the buyer’s leverage to induce the seller’s cooperation in cleaning up title to buyer’s satisfaction

There are various grounds for removing an exception to title.  The most basic would be if it can be shown that the exception does not burden the subject property. 

As noted above, it is advisable to engage a surveyor to specifically plot all easements and entitlements held by others (title company plotting is not as accurate) and determine potential interference with development plans for the property depending on the location of the easements and the nature of the rights.  Occasionally such plotting will indicate an exception does not burden the subject property and can lead to its removal.  Even if the survey shows that the exception does burden the subject property, such plotting may allow the title company to more narrowly tailor the exception and increase buyer’s coverage under the policy of title insurance. 
Another tool for removing an exception to title is the Marketable Record Title Act.
  The Act provides a mechanism for clearing title records of obsolete interests by operation of law, without the need for court proceedings.  Under the statute, certain types of recorded interests in real property, including ancient mortgages and deeds of trust, dormant mineral rights, unexercised options to purchase real property, powers of termination, unperformed contracts for sale of real property and abandoned easements, become extinguished after a sufficiently long period of time and can therefore be removed from the preliminary report. Of course, a party wishing to preserve the applicable property interest may do so by recording a statutory form that extends the life of the interest.  If, however, the statutory notice has not been timely recorded, then the relevant property interest is extinguished in accordance with the statute and counsel should be able to successfully negotiate with the title company for the removal of that exception. 

The Marketable Record Title Act contains specific time frames for expiration of each type of interest covered by the Act, and those time frames are “absolute and apply notwithstanding any disability or lack of knowledge of any person or any provisions for tolling a statute of limitations.”
  For example, a mortgage or deed of trust expires ten years after the final maturity date (or the last date for payment that can be determined from the recorded document) or, if there is no ascertainable final maturity date (or last date for payment), sixty years after the relevant document was recorded.  If you uncover an ancient mortgage, dormant mineral rights, an unexercised option to purchase real property, or other interest covered by the Act you should review the provisions of the Act to determine the applicable time period and other conditions that may allow the title company to consider such liens extinguished and to remove them from the preliminary report.

Occasionally you may find that there is a termination of a lien by its express terms.  For example, an easement agreement may require that a private roadway be kept open until an alley or other roadway is opened to provide access.  Once the alley or other roadway is opened, the easement is terminated.  The title company may get sufficient information from an ALTA survey or from a visit to the property to determine that the alley or other roadway is opened and can then remove the easement from the preliminary report.  Similarly, if an easement is no longer being used for the purpose for which it was created, then the easement is terminated and the exception should be removed from the preliminary report.

Another legal ground for removal of an exception may be merger.  That is, if the owner of a benefited parcel acquires the burdened parcel, then the relevant easement is extinguished and merged.  Once an easement is extinguished by merger, it is not revived by subsequent severing of the original dominant and servient estates.  However, many title companies will not rely on the doctrine of merger to remove an easement as an exception from the preliminary report and will instead require an express termination or release of record. 
2) Are Endorsements Available to Provide Specific Coverage for Deficiencies?  

Endorsements provide insurance against risks that are either omitted or specifically excluded from the coverage of the policy of title insurance.  Both the CLTA and ALTA forms of policies of title insurance contain standard forms of endorsements that are identified by number.  In addition to the CLTA Endorsements 100.29, 103.4 and 116.7 discussed above, endorsements that might be relevant for the typical vineyard/winery acquisition include those that insure against losses resulting from covenants, conditions and restrictions; easements; modifications, subordinations and partial reconveyances; site issues such as access and contiguity; and statutory violations.  If an adequate endorsement can be issued, the buyer may allow certain exceptions to remain even if they would be difficult, costly, or time consuming to remove after the buyer acquires the property. 

For example, if there are past or present violations of CC&Rs, or if the intended use of the property may result in future violations, there are a number of possible endorsements in the CLTA Endorsement 100 series.  CLTA Endorsement 100.19 provides assurance that there are no present CC&R violations,
 Endorsement 100.5 provides the title company’s assurance with respect to past violations,
 and Endorsement 100.6 provides the same coverage for present and future violations.
  CLTA Endorsement 100, primarily used in lender’s policies of title insurance, contains the title company’s assurance that there are no CC&Rs that can cut off, subordinate, or otherwise impair the lien of the insured deed of trust, that there are no present violations of the CC&Rs, and insures against unmarketability resulting from any such violation.  

In a typical vineyard/winery acquisition, the parcel or parcels being acquired are likely encumbered by one or more easements for any number of purposes.  If your review of the preliminary report and of the property reveals that existing improvements encroach upon one or more easements, you should consider requesting a CLTA Endorsement 103.3,
 which insures a lender against losses that might occur if the easement owner compels removal of any existing improvements that encroach upon the easement.  CLTA Endorsement 103.1 is often requested to insure a lender or an owner against the use or maintenance of an easement that may be encroached upon by construction of new improvements.
  It is also used when a property is subject to a blanket easement, such as a utility easement where the location is not specifically described.

If your review of the preliminary report and the property make you aware of specific deficiencies in coverage, review the list of available endorsements and request specific endorsements that may be available to provide the specific coverage you need, e.g., for access to a public road, CLTA Endorsement 103.7
 assures that the land abuts upon a specific street, designated by name; for assurance that there are no strips, gaps or gores between multiple parcels being acquired, CLTA Endorsement 116.4
 provides assurance that the parcels described in the title policy are contiguous; for zoning matters, CLTA Endorsement 123.1
 provides assurance that land falls within a particular zoning classification and lists permitted uses of the land or CLTA Endorsement 123.2
 provides the same assurances but also insures against an order prohibiting the use of an existing structure or requiring the removal or alteration of the structure on the basis that zoning ordinances have been violated with respect to certain dimensional requirements.  

3) ALTA vs. CLTA coverage in vineyard acquisitions
The title policy forms commonly used by title companies in California are the CLTA 1990 standard coverage policy and the ALTA 1992 extended coverage policy.  As previously mentioned, the purchase agreement typically provides that the seller will pay the premium for the CLTA standard coverage policy and that the buyer may, but is not obligated to, obtain an ALTA extended coverage policy.  The ALTA extended coverage policy is more expensive, in large part because of the cost of the ALTA survey typically required by the title company in connection with the ALTA extended coverage policy.  The CLTA standard coverage policy contains preprinted exceptions from coverage.  Those preprinted exceptions eliminate coverage for matters not shown by the public records, including the rights of persons in possession of the land, easements, liens and encumbrances, and facts that a correct survey would disclose.  In addition, the insuring clauses for a lender in the CLTA standard coverage policy provide no coverage for unrecorded mechanics’ liens.  In general, the CLTA standard coverage policy insures against defects that can be discovered by an inspection of public records and certain narrowly tailored risks that may not discovered in the public records.  The ALTA extended coverage policy does not contain those standard preprinted exceptions, and it insures against many defects, liens and encumbrances that may not be found in the public records.  The title company will likely require an ALTA survey and the title policy will include exceptions for matters reflected in the survey.  
IV. 
Mergers and Entity Acquisitions:  Title Insurance & Documentary 
Transfer Tax 

The foregoing discussion has focused on title deficiencies and risks and how such deficiencies and risks may be identified, evaluated and addressed in the context of a real property acquisition.  In this section, we briefly discuss title insurance and documentary transfer tax issues that may arise in acquisitions of entities that own real property assets.  
1) Title Insurance in Mergers or Entity Acquisition Transactions
As noted throughout this article, the preliminary report (and the policy of title insurance to be issued) is subject to negotiation between the buyer, the seller and the title company.  Most real property purchase agreements provide for the delivery of a preliminary report issued by a reputable title insurance company, and most also include the issuance of (or commitment to issue) a policy of title insurance as a condition precedent to buyer’s obligation to purchase the property.  Many merger agreements, however, do not initially contemplate either the delivery of preliminary reports or the issuance of policies of title insurance, even when the material assets of the entity to be acquired are real property.  Buyer’s counsel will want to include a commitment from the seller to cause an agreed-upon title company to issue a preliminary report as promptly as possible following execution of the merger agreement and a covenant from the seller to cooperate with buyer in inducing the title company to issue a policy of title insurance in a form reasonably acceptable to buyer.  Specific aspects of such cooperation can include an agreement to timely deliver owner’s affidavits in a form reasonably acceptable to seller and the title company, an agreement to use reasonable efforts to remove any liens or encumbrances that are unacceptable to buyer, and an agreement to remove all monetary liens prior to closing. 

Example: A seller’s draft of a merger agreement contained no references to policies of title insurance.  The buyer’s counsel included a provision for the issuance of preliminary reports and for the seller’s cooperation in obtaining title insurance.  During the due diligence process the buyer’s counsel discovered that an awning permanently affixed to the hotel on the property was constructed by the seller in violation of local building setback codes.  Title company agreed to issue a modified encroachment endorsement insuring buyer against loss in the event the city required removal of the awning only after seller provided an owner’s affidavit and indemnity agreement.

Another consideration in merger or entity acquisition transactions is whether the buyer wants obtain a new owner’s policy of title insurance at the closing of the transaction or if it wants to date down an existing policy.  The most cautious course of action is to obtain a new policy; however, in some transactions the cost of a new policy can be substantially higher than obtaining a date down endorsement to an existing policy.  Whether the buyer obtains a new policy or dates down the existing policy, consider requesting a “non-imputation” endorsement if the entity owning the real property following the closing of the transaction contains members (or partners) other than the original members (or partners).  The purpose of the non-imputation endorsement is to prevent subsequent denial of coverage by the title company based on policy defenses for matters “created, suffered, assumed, or agreed to” by the insured and for matters not available in the public records or know only to the insured and not to the title company.  Non-imputation endorsements can be expensive, and may require a more substantial owner’s affidavit than the seller is willing to provide, so the decision to request the endorsement should be made during the negotiation of the merger agreement—and buyer’s counsel should ensure that the merger agreement provides for seller’s cooperation in the issuance of the non-imputation endorsement.

The practitioner should also consider obtaining a Fairway endorsement.  Under the “Fairway” rule, if less than the statutorily or contractually required number of members of a limited liability company or (partners of a partnership) decides to reconstitute or continue the business of the entity holding the policy of title insurance, coverage under the entity’s policy may be terminated.
  The Fairway endorsement will protect the insured against any lapse of coverage resulting from a change in the membership of the limited liability company (or partners of the partnership) or from any resulting dissolution.  If the buyer decides not to get a new policy, it should request an “additional insured” endorsement from the title company.  This endorsement will specifically amend the existing owner’s policy to add the entity (as constituted at the closing of the transaction) as a named insured.  However, the coverage provided by the additional insured endorsement is no greater than that provided under the original policy—and the policy limitations remain the same.  Adding a date down endorsement will allow the exclusions to be negotiated during the due diligence process and will increase the total liability of the title company under the policy (typically up to the purchase price allocated to the real property).
2) Documentary Transfer Tax in Mergers and Entity Acquisition Transactions  

a)  Statutory Background
While not a title issue, in an acquisition of an entity that holds real property assets, the question of the applicability of the documentary transfer tax will arise at the close of escrow.  While the applicability of the documentary transfer tax in acquisitions of partnerships and other entities treated as partnerships for federal income tax purposes, such as the typical limited liability company, is not subject to debate (as described below), the acquirer of the stock of a corporation owning real estate will need to evaluate possible liability for the tax.  By way of example, we have researched the applicability of the documentary transfer tax to stock acquisition transactions in two northern California counties – Napa County and Mendocino County.  Both Napa County and Mendocino County impose a documentary transfer tax (or “real estate transfer tax” in Mendocino) on every transfer of real property ownership valued at more than $100.
  Both county code provisions apply a 0.11% tax on “each deed, instrument, or writing by which any lands, tenements or other realty sold within [the relevant county] shall be granted, assigned, transferred or otherwise conveyed to or vested in the purchaser or purchasers or any other person or persons by his or their direction,” taking this language from Section 11911 of the California Documentary Transfer Tax Act.
  The state statute has authorized the imposition of such taxes at the county level since the repeal of the federal documentary transfer tax (called the Federal Stamp Tax) in 1967.  Because these county taxes are modeled on the former federal tax, both Napa and Mendocino County Codes require that their local documentary transfer tax provisions be interpreted consistently with the federal law’s regulations as they existed just before repeal.
  

The federal documentary transfer tax generally applied only to transfers of title to real estate, but also captured situations where a partnership owning realty was “terminated” within the meaning of Internal Revenue Code Section 708—i.e., when more than 50 percent of the partnership changed ownership within a 12-month period.  California’s Revenue and Taxation Code broadened that special application to encompass both partnerships and any other entities treated as partnerships for federal income tax purposes, such as the typical limited liability company.
  The federal, state, and county language all fail to explicitly address the applicability of the documentary transfer tax to a land-owning corporation undergoing a change of ownership.  This issue has recently surfaced in large stock acquisition transactions with ramifications to any stock transaction involving corporations owning real property assets.
b)  The Current Debate
In light of the statutory history, some dispute exists regarding the applicability of the tax to corporate stock acquisitions, in which the owner of record of the real estate does not change.  Case law interpreting documentary transfer tax provisions in California is unfortunately rather sparse.  The most relevant case speaking to the this issue is Thrifty Corp. v. County of Los Angeles, 210 Cal. App. 3d 881 (1989), in which a California Court of Appeals examined whether a long-term lease had resulted in a constructive transfer of ownership to the lessee, thereby triggering Los Angeles County’s documentary transfer tax.  The Court of Appeals noted that the state Documentary Transfer Tax Act does not define what constitutes “realty sold” subject to the tax, but reasoned that the phrase was “sufficiently similar to the phrase ‘change in ownership’ contained in the same code and governing an analogous subject, to warrant that each phrase be defined to have the same meaning.”
  The court then applied the property tax definition of “change in ownership,” and determined that the lease in question had not transferred ownership to the lessee.
  The court specifically concluded that state legislators had intended the term “realty sold” “to be defined consistently with the phrase ‘change of ownership’ in section 61 [of the Revenue and Taxation Code].”  A more recent Court of Appeals decision has followed Thrifty and applied the property tax definition of a change in ownership, again in the long-term lease context.
  

The Napa County Assessor reads Thrifty as authorizing the application of the documentary transfer tax to all situations described in the change in ownership rules for property tax purposes.  The Napa County Assessor will assess the tax on a stock acquisition of a corporation owning land worth more than $100, if that transaction constituted a change in ownership as defined in section 64 of the Revenue and Taxation Code.  Ownership changes of this nature must be reported on corporate income tax returns filed with the California Franchise Tax Board, which body forwards the names and addresses of any entity reporting such a change to the State Board of Equalization.  County assessors receive notice of such transactions through this system, or through the press covering the transaction, if the transaction is large enough to warrant such attention.  The Napa County Assessor will assess the fair market value of the property as of the date of ownership change, and send a demand letter to the entity.  At his time, no interest or penalties accrue on documentary transfer taxes due, but the Napa County Assessor intends to propose an amendment to the applicable ordinance authorizing penalties if a taxpayer does not timely respond to the demand letter.

Some legal professionals have taken the position that Thrifty’s holding extends no further than its facts, and that wholesale importation of the change in ownership rules for property tax purposes is not warranted in light of the original federal law’s scope.  They argue that a state appellate court decision about long-term leases can not create “new” legislation, especially when counties are bound to interpret existing legislation in accordance with federal regulations applicable only to partnership termination and actual transfers of title.  Other states, including Connecticut, New Jersey, Maine, and New Hampshire, have enacted a separate “controlling interest transfer tax” as well as the Stamp Tax-inspired documentary transfer tax in order to capture these corporate stock transactions.  California’s failure to do the same arguably supports the conclusion that such transactions fall outside the scope of the documentary transfer tax.

Mendocino County only collects documentary transfer taxes on transactions that transfer the ownership of property by means of a recorded instrument.  This interpretation exempts a stock acquisition from documentary transfer taxes in Mendocino County, and comports with the historical interpretation of the federal Stamp Tax.  
V. 
Summary 

In conducting an investigation of real property intended for potential winery or vineyard development, careful evaluation and consideration of the status of title is critical.  As discussed above, a diligent review of a preliminary report and a site inspection can reveal numerous issues that could make or break a deal, lead to significant purchase price reductions for a buyer, or necessitate additional protections that can be built into the purchase agreement or obtained through specific title insurance endorsements.  On the other hand, the absence of a thorough investigation can result in an inability to use a subject property for its intended purposes, to apply for permits to develop the land or borrow against the land, or even to access the land.  Diligent investigation of title issues can spare your client from ending up saddled with expensive obligations that benefit others or from being compelled to accept the rights of third parties to use the land in ways that interfere with your client’s intended uses.  

A diligent investigation can add significant value to a client’s investment or save a client from making an ill-advised investment.  For these reasons, Buyer’s counsel should emphasize the importance of a diligent title investigation to any client considering acquiring real property intended for potential winery or vineyard development.  
� Although it is generally referred to among practitioners as a preliminary title report, “title” was removed from the California Land Title Association (CLTA) preliminary report form in an attempt to clarify that the preliminary report is not an abstract of title and does not contain a promise to insure.   Also note that the CLTA form of preliminary report is typically used for review even in transactions where the party anticipates receiving an American Land Title Association (ALTA) policy.  Primary distinctions between CLTA and ALTA policies are discussed in Section III of this article.  CLTA and ALTA develop the familiar title insurance forms used voluntarily by title insurers across the country.  CLTA is a non-profit corporation representing member title companies throughout the State of California, whose membership is comprised of title insurance companies and underwritten title companies conducting business in California. According to CLTA, its goals include “expediting the transfer and insurance of title to real property throughout California, increasing the public’s awareness of the value and purpose of title insurance, and finally, protecting and defending private property rights.”  See www.clta.org.  ALTA is the national trade association representing the abstract and title insurance industry.  Most title insurance companies hold ALTA membership, in addition to abstracters and title agents.  According to ALTA, its purposes are:  “to promote the safe and efficient transfer of ownership of, and interest in, real property within the free enterprise system; to provide information and education to consumers, to those who regulate, supervise, or enact legislation affecting the land title industry, to its members, and to affiliated state, district, territorial, provincial, regional, and international associations; to maintain liaison with users of the products and services provided by its members and with government; to maintain professional standards and ethics; and to provide assistance to affiliated associations.”  See www.alta.org.


� Parties may also order a “title commitment” from the title company.  The title commitment is the binding commitment to issue a title policy, subject to the pre-printed and special exceptions contained in the commitment and to the satisfaction of certain requirements prior to the issuance of the final title policy.  Due in part to the higher costs of obtaining a title commitment, parties in California typically order preliminary reports.


� For a comprehensive discussion of the role title company products and title insurance play in California real property transfers, sales and financings, as well as in prosecuting and defending title disputes and foreclosures, see CEB California Title Insurance Practice, 2nd Ed. (1999).  


�  Even if an easement does not contain express language providing for maintenance and repair obligations, California Civil Code Section 845 requires the owner of any such easement to maintain the land to which such easement is attached.  Section 845 reads, in part, as follows:  


(a) The owner of any easement in the nature of a private right-of-way, or of any land to which any such easement is attached, shall maintain it in repair.


(b) If the easement is owned by more than one person, or is attached to parcels of land under different ownership, the cost of maintaining it in repair shall be shared by each owner of the easement or the owners of the parcels of land, as the case may be, pursuant to the terms of any agreement entered into by the parties for that purpose. If any owner who is a party to the agreement refuses to perform or fails after demand in writing to pay the owner’s proportion of the cost, an action for specific performance or contribution may be brought against that owner in a court of competent jurisdiction by the other owners, either jointly or severally.


(c) In the absence of an agreement, the cost shall be shared proportionately to the use made of the easement by each owner.


Any owner of the easement, or any owner of land to which the easement is attached, may apply to any court where the right-of-way is located and that has jurisdiction over the amount in controversy for the appointment of an impartial arbitrator to apportion the cost. The application may be made before, during, or after performance of the maintenance work. If the arbitration award is not accepted by all of the owners, the court may enter a judgment determining the proportionate liability of each owner. The judgment may be enforced as a money judgment by any party against any other party to the action.


Cal. Civ. Code § 845(a)-(c).  





� A review of the chain of title may also be necessary to analyze issues regarding legality of parcels and to determine the extent or existence of riparian water rights.  See infra Sections II.4.a and b.  


� See infra Section II.4 for further discussion of riparian water rights.  


� Cal Gov’t Code §§ 66410 et seq.


� Cal Gov’t Code § 66412(k).  “Agricultural purposes” means the cultivation of food or fiber, or the grazing or pasturing of livestock.  Id.


� Cal. Gov’t Code § 66412(b).


� Cal. Civ. Code §§ 880.020 et seq.  See discussion infra Section III(1).


� Counsel would need to analyze whether any possible exemption from Subdivision Map Act applied to the right of first refusal.  Mineral, oil or gas leases are exempt from the Subdivision Map Act.  See Cal Gov’t Code § 66412(b).  


� The California Land Conservation Act of 1965 (Cal. Gov’t Code § 51200 et seq.), commonly referred to as the Williamson Act, enables local governments to enter into contracts with private landowners for the purpose of restricting specific parcels of land to agricultural or related open space use.  In return, landowners receive property tax assessments which are much lower than normal because they are based upon farming and open space uses as opposed to full market value.  Local governments receive an annual subvention of forgone property tax revenues from the state via the Open Space Subvention Act of 1971.As of 2005, more than half of California’s 30 million acres of agricultural lands and open space was protected under the Williamson Act, including over 70 percent of the State’s prime farmland.  See California Department of Conservation Celebrates 40 Years of the Williamson Act, July 15, 2005, available at http://www.consrv.ca.gov/index/news/2005%20News%20Releases/NR2005-12_Williamson_Act_at_40.htm.


� See Cal. Gov’t Code § 51250.


� In addition, a violation of a Williamson Act contract may subject the owner to a civil penalty.  See Cal. Gov’t Code § 51250(j).


� An area of land designated SFAP may be so delineated by the assessor due to unique physical characteristics of the property that assist the assessor in valuing the property, or because the parcel straddles a tax rate area boundary or simply doesn’t fit on one assessor’s map page.


� In the case of divisions of five or more parcels, there are numerous time tranches created by state law starting with the 1893 Act, the first statewide subdivision map statute.  State law was amended in 1901, 1915, 1929, 1937, 1947, 1955, 1961, 1963, and 1965, creating a complex array of requirements depending upon the date of parcel creation. In Gardner v. County of Sonoma, 29 Cal.4th 990 (2003), the California Supreme Court held that an antiquated map recorded prior to 1893, when the Legislature enacted the first statewide subdivision map statute, did not create legal subdivisions under the Map Act’s grandfather clauses where the property remained intact and had never been conveyed in separate parcels.


� The process in Napa County and the requirements for the application are set forth in Napa County Code §§ 17.52.010 et seq.  The application must contain a narrative explaining the basis for recognition of the parcel as a legal lot and the application must be accompanied by a complete chain of title from the creation of the parent parcel to the present parcel.


� Section 66499.34 reads, in pertinent part: 


The issuance of a permit or grant of approval for development of real property, or with respect to improvements that have been completed prior to the time a permit or grant of approval for development was required by local ordinances in effect at the time of the improvement, or with respect to improvements that have been completed in reliance upon a permit or grant of approval for development, shall constitute ‘real property which has been approved for development,’ … and upon request by the person owning the real property or a vendee of such person pursuant to a contract of sale, the local agency shall issue a certificate of compliance for the affected real property.


� The issuance of a permit or grant of approval for development of real property, or with respect to improvements that have been completed prior to the time a permit or grant of approval for development was required by local ordinances in effect at the time of the improvement, or with respect to improvements that have been completed in reliance upon a permit or grant of approval for development, shall constitute “real property which has been approved for development,” for the purposes of subdivision (c) of Section 66499.35, and upon request by the person owning the real property or a vendee of such person pursuant to a contract of sale, the local agency shall issue a certificate of compliance for the affected real property.


� A key legal aspect of the riparian rights doctrine is that riparian rights only attach to the smallest tract of land that abuts the water body held under one title in the chain of title.  Non-contiguous parcels that have been separated and conveyed away from the contiguous parcel, in the absence of an express reservation of riparian rights, permanently lose their riparian rights.  This is likely the case even if the parcel creation is illegal. 


� This, as a result of a California Supreme Court decision in 1971 (Hill v. City of Manhattan Beach (1971) 6 Cal.3d 279), and a subsequent opinion of the California Attorney General (56 Ops.Cal.Atty.Gen. 509 (1973)).  


� Cal. Gov’t Code § 66451.11(b)(2).


� Cal. Gov’t Code § 66451.11(a).


� Cal. Gov’t Code § 66451.10(b).


� See Cal. Gov’t Code § 66451.12.


� See Cal. Gov’t Code § 66451.14.


� CAL. GOV’T Code § 66451.22 specifically authorizes the County of Napa to merge an undeveloped substandard parcel into any other contiguous parcel in common ownership as a condition to issuance of permits for the development of either parcel, subject to certain exceptions.  The County is required to enact an ordinance implementing this section, which it has not done. 


� If each entity created for “checker boarding” purposes has the same underlying owner, a local jurisdiction may ignore the different entities in an effort to enforce the local merger ordinance.  Counsel should take care to create different underlying ownerships where possible. 


� Cal. Civ. Code §§ 880.020 et seq.


� Cal. Civ. Code § 880.250.


� Despite the provisions of the Marketable Record Title Act, a title company may refuse to delete an exception from the preliminary report without receiving an indemnity agreement from the owner—and may sometimes demand a bond or cash collateral, particularly for ancient mortgages or deeds of trust.  As a result, your negotiations with the title company may not result in getting the exception removed and you may need to exert additional pressure on the seller to obtain a reconveyance of the lien.


� Practice is, of course, often more difficult than theory.  The title company may agree that the alley or other roadway is opened, or that the easement is no longer being used for its intended purpose, but the title company may refuse to remove the exception without an owner’s affidavit or indemnity agreement.  Getting the seller’s cooperation in these matters is significantly easier if it is requested prior to the end of the title review or due diligence inspection period, or if such cooperation is specifically required under the terms of the purchase agreement.


� CLTA Endorsement 100.19 states that the title company “hereby insures the insured against loss which the insured shall sustain by reason of present violations on the land of the covenants, conditions and restrictions referred to in paragraph of Schedule B. For purposes of this endorsement, the words “covenants,” “conditions” or “restrictions” shall not be deemed to refer to or include any covenants, conditions or restrictions relating to environmental protection, except to the extent that a notice of a violation or alleged violation affecting the land has been recorded in the public records at Date of Policy and is not excepted in Schedule B.”


� CLTA Endorsement 100.5 states that the title company “hereby insures the insured against loss which the insured shall sustain by reason of any final judgment enforcing the covenants, conditions and restrictions referred to in paragraph of Part II of Schedule B, based upon a violation thereof on the land prior to Date of Policy.  For purposes of this endorsement, the words “covenants,” “conditions” or “restrictions” shall not be deemed to refer to or include any covenants, conditions or restrictions relating to environmental protection, except to the extent that a notice of a violation or alleged violation affecting the land has been recorded in the public records at Date of Policy and is not excepted in Schedule B.”


� CLTA Endorsement 100.6 states that the title company “hereby insures the insured against loss which the insured shall sustain by reason of any final judgment enforcing the covenants, conditions and restrictions referred to in paragraph of Part II of Schedule B, based upon a violation thereof on the land, present or future.  For purposes of this endorsement, the words “covenants,” “conditions” or “restrictions” shall not be deemed to refer to or include any covenants, conditions or restrictions relating to environmental protection, except to the extent that a notice of a violation or alleged violation affecting the land has been recorded in the public records at Date of Policy and is not excepted in Schedule B.”


� CLTA Endorsement 103.3 states that the title company “hereby insures the owner of the indebtedness secured by the mortgage referred to in paragraph ________ of Schedule _______ against loss which the insured shall sustain in the event that the owner of the easement referred to in paragraph   of Schedule B shall, for the purpose of [insert use(s) against which insurance is to be given] compel the removal of any portion of the improvements on the land which encroach upon said easement.”


� CLTA Endorsement 103.1 states that the title company “hereby insures the owner of the indebtedness secured by the mortgage referred to in paragraph   of Schedule   against loss which the insured shall sustain as a result of any exercise of the right of use or maintenance of the easement referred to in paragraph   of Schedule B over or through the land.”


� CLTA Endorsement 103.7 states that the title company “hereby insures the insured against loss or damage which the insured shall sustain by reason of the failure of the land to abut upon a physically open street known as (insert name of street).”


�  CLTA Endorsement 116.4 states that the title company “hereby insures the insured against loss or damage which the insured shall sustain by reason of the failure of the land described in Schedule _____________ to be contiguous to [insert description of the land contiguous to subject land by legal description or by reference to a recorded instrument].”


� CLTA Endorsement 123.1 states that the title company “insures the Insured against loss or damage sustained by reason of any incorrectness in the assurance that, at Date of Policy: (i) According to applicable zoning ordinances and amendments thereof, the land is classified Zone and (ii) The following use or uses are allowed under that classification subject to compliance with any conditions, restrictions, or requirements contained in the zoning ordinances and amendments thereto, including but not limited to the securing of necessary consents or authorizations as a prerequisite to the use or uses: [Insert agreed upon uses].  There shall be no liability under this endorsement based on the invalidity of the ordinances and amendments thereto until after a final decree of a court of competent jurisdiction adjudicating the invalidity, the effect of which is to prohibit the use or uses.  Loss or damage as to the matters insured against by this endorsement shall not include loss or damage sustained or incurred by reason of the refusal of any person to purchase, lease or lend money on the estate or interest covered by this policy.”


� CLTA Endorsement 123.2 includes the same language as Endorsement 123.1 and also “further insures against loss or damage arising from a final decree of a court of competent jurisdiction (a) prohibiting the use of the land, with any structure presently located thereon, as specified in paragraph 1(b); or (b) requiring the removal or alteration of the structure on the basis that, at Date of Policy, the ordinances and amendments thereto have been violated with respect to any of the following matters: (i) Area, width or depth of the land as a building site for the structure; (ii) Floor space area of the structure; (iii) Setback of the structure from the property lines of the land; or (iv) Height of the structure.”





� Although this example is from a transaction involving a luxury hotel in New York City, the problems that can result from failing to get seller’s contractual obligation to cooperate with buyer in obtaining a policy of title insurance in a form reasonably acceptable to buyer are also very relevant in winery and vineyard acquisitions.  


� See Fairway Development Co. v. Title Ins. Co. of Minn., 621 F.Supp. 120 (N.D. Ohio 1985).  Here, the title insurance company successfully asserted that when two of the partners in an existing general partnership sold and transferred their interests in the partnership to the remaining partner and a new partner, who then entered into a new partnership agreement with the same partnership name, the original partnership was dissolved under applicable state law.  According to the court, a new partnership was created when the partnership interests were transferred, and the new partnership thereby created had no insurable interest under the policy with respect to an alleged defect in the partnership’s title to the property.


� See Napa County Code § 3.24.020; Mendocino County Code § 5.24.010(b).


� Cal. Rev. & Tax. Code §§ 11901-11934.   


� See Napa County Code § 3.24.160; Mendocino County Code § 5.24.040(d).


� Cal. Rev. & Tax. Code § 11925(a).  


� 210 Cal. App. 3d at 886.


� Id.


� McDonald’s Corp. v. Bd. of Supervisors of Mendocino County, 63 Cal. App. 4th 612 (1998).
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