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I. INTRODUCTION

California has positioned itself as a leader on emerging
cannabis policy. While federal law, including the
Comprehensive Drug Abuse Prevention and Control Act of
1970," still prohibits cannabis-related activities within the
State’s borders, several largely progressive laws in California
permit the possession, cultivation, transportation, and
distribution of cannabis. Some of these laws are the first of
their kind. These state laws, collectively referred to as the
“Cannabis Laws” in this article, include the following:

*  Compassionate Use Act of 1996 (“CUA”);
e Medical Marijuana Program Act (“MMPA”);?

* Medical Cannabis Regulation and Safety Act
(“MCRSA”);*

* Certain provisions of the California Uniform
Controlled Substances Act;’

*  Control, Regulate and Tax Adult Use of Marijuana
Act ("AUMA”);® and

*  Medicinal and Adult-Use Cannabis Regulation and
Safety Act (“MAUCRSA”).”

In addition to this blend of federal prohibitions and
the myriad state authorizations, California has afforded
local governments discretion to further regulate cannabis
production and distribution for both medical and
nonmedical, also known as recreational, uses. California’s
early authorization of medical cannabis use did not preempt
or limit local land use regulation related to cannabis activities.®
AUMA propelled the principle of preserving “local control,”
and soon thereafter it MAUCRSA retained this doctrine
as well.? Interpretation of the Cannabis Laws continues to
evolve as local governments experiment with various land use
approaches, including licensing schemes and outright bans,
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resulting in responses by the California courts such as Counzy
of San Diego v. San Diegp NORML which held such bans can

violate certain Cannabis Laws.!°

In the first section of this Article, we address the history
of cannabis regulation currently prevailing within the state.
Secondly, we examine various local land use approaches to
cannabis production and distribution, and the legality of
previously enacted land use restrictions and authorizations.
Lastly, we discuss some of the nuances a property owner
should consider when negotiating a commercial lease with
cannabis cultivators, manufacturers, testing laboratories,
retailers, microbusinesses, or distributors.

The conundrum that everyone who deals with cannabis
encounters is that despite the progressive Cannabis Laws
in California and a handful of other states, the possession,
cultivation, and distribution of cannabis remains illegal under
federal law unless performed in conjunction with federally
approved research. Under the federal regime outlined in CSA,
cannabis has “no currently accepted . . . use at all.”"! While
several state courts have determined that federal restrictions
do not preempt a state from implementing state-specific

cannabis-related laws,'?

it is imperative to note that any
cannabis-related activity authorized under state law remains
a violation of federal law."® For the sake of brevity and scope,
this Article will not address federal issues related to cannabis
cultivation and distribution, including issues associated with

banking and credit."*

Cannabis laws are complex and constantly evolving. This
Article provides a broad overview of a few considerations that
a real property owner may encounter when contemplating
whether to establish cannabis facilities or whether to
lease space to a cannabis cultivator, manufacturer, testing
laboratory, retailer, microbusiness or distributor which in this
Article, we will collectively refer to as “Cannabis Operator.”
It does not address every nuance associated with land use
controls and regulations and/or negotiating a lease with a
Cannabis Operator.

II. THE HISTORY OF CANNABIS
LEGALIZATION IN CALIFORNIA

In 1996, Californians passed Proposition (“Prop.”) 215, the
first statewide ballot initiative to legalize medical cannabis that
was approved at state level. Upon the passage of Prop. 215
(CUA),"” California became the first state to legalize cannabis
for medical uses, thereby causing a nationwide conflict
between states’ rights advocates and those who support a more
federalist approach.'® CUA allowed patients, or a patients
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“Primary Caregiver,”"” with a valid doctor’s recommendation,

to possess and cultivate cannabis for personal medical use.'®

Senate Bill (“SB”) 420 (MMPA), passed in 2003,
expanded CUA to expressly authorize the growing medical
marijuana distribution system comprised of collectives and
cooperatives."” Among other things, MMPA established a
program to facilitate the documentation of qualified patients
and their designated primary caregivers via a voluntary
identification card program, which MMPA required counties
to implement.?

In 2013, the California Legislature added Health &
Safety Code section 11362.768 to MMPA, inserting
the term “dispensary” to the regulatory vernacular, as it
was not previously defined in the Cannabis Laws. This
inclusion was crucial for the implementation of the law’s
land use requirement prohibiting the location of medical
cooperatives, collectives, and dispensaries within a 600-foot
radius of sensitive receptors likes schools and residential
neighborhoods.?' Section 11362.768 also directly authorized
local authorities to regulate medical cannabis facilities.*

The state legislature then passed a trio of bills further
regulating medical cannabis, effective January 1, 2016 and
collectively referred to as MCRSA.* The first bill, Assembly
Bill (“AB”) 266 authorized commercial medical cannabis
businesses to cultivate, test, manufacture, label, dispense,
deliver, and transport medical cannabis upon issuance of
both state and local licenses.?* AB 266 also set the framework
for the licensing and regulation of medical cannabis
activities.” Lastly, AB 266 created the Bureau of Medical
Cannabis Regulation,”® which is charged with administering,
enforcing, and promulgating rules under the MCRSA.”” Like
the MMPA, AB 266 expressly preserved local government

constitutional land use and regulatory authority.”®

The second bill, AB 243, required various state agencies” to
develop regulations for the indoor and outdoor cultivation of
medical cannabis, including specifications related to pesticide
use, edible medical cannabis preparation, and labeling.*
From this legislation, the Medical Cannabis Cultivation
Program within the Department of Food and Agriculture was
born.’' Additionally, AB 243 required cannabis cultivation
by licensees be conducted in accordance with state and local
laws relating to land conversion, grading, electricity usage,
water usage, agricultural discharges, and similar issues.*
Similarly, AB 243 required state agencies to coordinate with
cities and counties in addressing the environmental impacts
of medical cannabis cultivation.” Lastly, should a licensee fail
to comply with the licensing requirements, this bill provided
for the assessment of civil and criminal penalties.®*



The last bill in the trio, SB 643, established standards and
regulations for physicians and surgeons recommending or
prescribing medical cannabis, and mirrored the dual licensing
system required under AB 266.%

On November 8, 2016, Californians passed the AUMA,
or Prop. 64, legalizing the recreational use of cannabis.*
This law allows adults twenty-one years of age and older
to: (i) ingest cannabis; (ii) grow up to six plants in their
home; and/or (iii) possess, process, purchase, obtain, or give
away, without compensation, up to one ounce of cannabis.”
AUMA creates a comprehensive regulatory and licensing
scheme governing commercial nonmedical cannabis activities
from “seed to sale,” including the commercial cultivation,
testing, manufacturing, and distribution of nonmedical

cannabis.

Voter-approved Prop. 64 resulted in two separate licensing
and regulatory schemes under MCRSA and AUMA for
medical and recreational cannabis use, respectively. To
remediate this dichotomy, Governor Jerry Brown signed
SB 94, a trailer bill for the Budget Act of 2017, formally
repealing MCRSA and consolidating MCRSA and AUMA
into a single system for administering cannabis laws in
California encompassing both medical and nonmedical uses.
This consolidated bill is known as MAUCRSA.*

III. LOCAL LAND USE CONTROLS

Local governments may regulate what they deem the
appropriate use of land within their jurisdictions.* This
authority stems from a local government’s police power—
the inherent power of government to provide for the peace,
order, health, morals, welfare, and safety of its citizens.*!

Specifically, land use regulations are a manifestation of the
local police powers conferred by the article XI, section 7 of
the California Constitution, and not the state’s delegation
of authority.** California Constitution article XI, section 7
provides that “a county or city may make and enforce within
its limits all local, police, sanitary, and other ordinances and
regulations not in conflict with general laws.”*

“[Clannabis is immensely localized” with local governments
acting as the gatekeepers.* In addition to general police
power, various statutes, including the Cannabis Laws, grant
local governments powers to regulate land use. Hence, local
governments can regulate cannabis businesses and those
businesses must comply with all local laws.* In this vein,
“cannabis is immensely localized” with local governments

acting as the gatekeeper.

Most cities in California utilize “permissive zoning,”
which means that any uses not enumerated in the
zoning code are expressly prohibited.” Engagement in a
prohibited use constitutes a public nuisance, subject to code
enforcement action and related penalties.”” In permissive
zoning jurisdictions, property owners must be authorized to
engage in cannabis use by right or by obtaining a separate,
discretionary approval issued by the local government.*®

Each iteration of the Cannabis Laws recognized the
importance of and provided for local land use controls.
Take, for example, MCRSA, which provided separate
mechanisms for local control in each of the bills. First, AB
266 expressly preserved local government constitutional
land use and regulatory authority.*” Second, AB 243 stated
that any medical cannabis cultivation must be conducted
in accordance with local city or county regulations and a
person could not cultivate medical cannabis without first
obtaining a permit from the applicable local government.”
This preservation of local land use control and regulatory
authority is reiterated in SB 643, which requires commercial
cannabis facilities to possess valid state and local permits

or licenses.’!

Likewise, MAUCRSA acknowledges local authority to
regulate or ban activities related to the use of cannabis,
and creates a more streamlined system for collaboration
between state licensing agencies and local governments to
enforce licensee compliance with local laws.>* Specifically,
MAUCRSA does not prevent local governments from
adopting and enforcing local ordinances that regulate or
completely prohibit nonmedical cannabis businesses and
their commercial activities, including cannabis deliveries.”
MAUCRSA permits local governments to regulate, or,
to completely prohibit, all personal outdoor cultivation
activity.”* However, it expressly prohibits any ban on personal
cultivation of up to six cannabis plants within a person’s
“private residence, and only allows local governments to
“reasonably regulate” personal cultivation.”® Like MMPA,
MAUCRSA restricts non-medicinal cannabis operations
within a 600-foot radius of certain “sensitive receptors”

56

or uses.”® All Cannabis Operators must comply with local

ordinances and obtain any locally required regulatory
permits.”” While MAUCRSA includes certain prohibitions
related to cannabis smoking, it also allows local governments
to prohibit cannabis possession and smoking in buildings
owned, leased, or occupied by the state or local government
and to maintain a drug-free workplace by prohibiting
cannabis use, consumption, transfer, transportation, sale,

display, or growth in the workplace.*®
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Because of the inherent and express acknowledgement
of a local government’s autonomy in determining proper
cannabis-related regulations in these laws, land use control
implementation across the state varies widely, hinging upon
the specific political make-up of the community in that
locality.”” Urban areas in Northern California, the center of
California’s fledgling cannabis market, and rural areas like
“Emerald Triangle”—where the three cannabis-growing
counties of Humboldt, Mendocino, and Trinity meet—
typically have liberal regulatory schemes, including county-
sanctioned gardens.® In contrast, San Diego County and San
Bernardino County initially refused to acknowledge the state’s
mandated medical cannabis identification card program, a
position ultimately invalidated by the California Supreme
Court. To further complicate things, some jurisdictions are
medical-use-only jurisdictions, such as the City of Linwood.®
At this time, an ever-changing patchwork of rules vary from
jurisdiction to jurisdiction, with no two exactly alike.

A. Court Reactions Sustain Local Government
Control of Cannabis Activity

In City of Riverside v. Inland Empire Patients Health
& Wellness Ctr., Inc., (“Inland Empire”)® the California
Supreme Court ruled unanimously that CUA and the
MMPA do not preempt local ordinances that completely
and permanently ban cannabis facilities. In reaching this
conclusion, the court recognized that the local police power
“includes broad authority to determine, for purposes of
public health, safety, and welfare, the appropriate uses of
land within a local jurisdiction’s borders, and preemption
by state law is not lightly presumed.”® The court concluded
that CUA and the MMPA neither expressly nor impliedly
preempt local zoning authority.® Instead, both laws have a
very limited and specific reach.® The Inland Empire court
reasoned that MMPA immunizes only “the cooperative or
collective cultivation and distribution of medical cannabis by
and to qualified patients and their designated caregivers from
prohibitions that would otherwise apply under state law,” but
does “not thereby mandate that local governments authorize,

allow, or accommodate the existence of such facilities.”®’

In Maral v. City of Live Oak,*® plaintiffs argued that the
city’s cultivation ban ordinance (i) violated equal protection
of disabled persons; (ii) reflected procedural and Ralph M.
Brown Act® “irregularities;” and (iii) brought “negative
impacts” to “long-cherished property rights.” Relying on
Inland Empire, the court rejected these claims, stating that
there is “no right—and certainly no constitutional right—
to cultivate medical cannabis.””® Much like Inland Empire,
the court in Maral determined that neither CUA nor the
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MMPA preempts a city’s police power to prohibit cannabis
cultivation citywide.”

MAUCRSA expressly preserves local government
constitutional land use and regulatory authority, including
regulation or prohibition of cannabis activity consistent
with Inland Empire and Maral”> MAUCRSA also grants
local governments the authority to adopt regulations more
stringent than the minimum state standards.”

In Safe Life Caregivers v. City of Los Angeles,”* the
court found that an initiative measure banning cannabis
businesses did not have to comply with either (i) the state’s
minimal procedural requirements for zoning ordinances in
Government Code section 65804, which require compliance
with Government Code section 65854, a public hearing
held by the planning commission, or (ii) the city’s charter
requirements for passage of an ordinance because it was passed
by the electorate and not by the city council. The measure
also provided immunity from prosecution of nuisance
violations for cannabis businesses that fell within certain
limited categories and complied with a set of regulations.”
The court held that the measure did not unlawfully grant,
in violation of substantive and procedural requirements, a
variance or a conditional use permit, nor did the initiative
grant any type of land use right; it merely provided limited
immunity under certain conditions.”® Finally, the court held

MCRSA did not preempt local regulation.””

In addition to these cases, many cannabis advocates
have unsuccessfully challenged local bans, regulations, and
permitting schemes on equal protection, due process, and
other constitutional grounds, including:

* In County of Los Angeles v. Hill,”® the court rejected a
claim that Cannabis Laws preempted a conditional
use permit requirement and locational restrictions
for cannabis dispensaries. The court found zoning
requirements for cannabis dispensaries did not
violate the Equal Protection Clause because
dispensaries created unique public safety concerns
and were not similarly situated to pharmacies.

* The holding in 420 Caregivers, LLC v. City of
Los Angeles,” rejected due process and right-to-
privacy challenges to an ordinance restricting
cannabis dispensaries.

»  County of Tulare v. Nunes®® upheld a zoning ordinance
that restricted the location of cannabis collectives
and cooperatives, and ruled that limitations on
quantity of cultivation do not render ordinances



unconstitutional in context other than criminal
prosecution. In making these determinations, the
court specifically found that the county’s public
safety concerns constituted a rational basis for
differential treatment of cannabis dispensaries.

Conejo Wellness Ctr., Inc. v. City of Agoura Hills*'
reiterated the holding that the Cannabis Laws do
not preempt a local ban on cannabis dispensaries
when rejecting substantive due process, procedural
due process, and right to privacy challenges to a
dispensary ban.

The court in City of Monterey v. Carrnshimba®*
affirmed a summary judgment against a cannabis
dispensary, holding that a dispensary was not a listed
use in the city’s planning ordinance and, thus, was
presumptively banned. In making this holding, the
court rejected the plaintiff’s claim that a dispensary
fell within preexisting land use classifications for
personal services, retail sales, and pharmacies and

medical supplies.

The Kind & Compassionate v. City of Long Beach™
upheld a ban on dispensaries, determining that it did
not violate state or federal laws protecting disabled
persons, constitute civil rights violations under 42
U.S.C. section 1983 and/or violate various state
tort laws.

City of Palm Springs v. Luna Crest, Inc.* held that the
CSA does not preempt a local ordinance requiring
cannabis dispensaries to obtain permits from the city.

Ye set al v. City of San Bernardino® is currently on
appeal to review the trial court’s determination that
a cannabis-related voter initiative, Measure O, was
invalid due to its resulting spot zoning without a
rational basis. As adopted, Measure O would result
in only two (2) parcels in the entire city that could
qualify for dispensary licenses.

In Harris v. City of Fontana,*® the ACLU and
others challenged the city’s personal cultivation
restrictions, alleging that the requirements to obtain
permits for personal cultivation are so difficult and
so expensive that the ordinance is effectively a ban
prohibited under MAUCRSA.* The court found
that the restrictions on who may cultivate cannabis
for personal use and where they may cultivate in
a physical residence were arbitrary and capricious
because they disallow certain persons from doing

what state law specifically allows them to do, and
are, therefore invalid.

Together, the case laws and the Cannabis Laws, confirm
that a local government has the authority to regulate or, if it
so chooses, ban both cannabis dispensaries and non-personal
cannabis cultivation.

It can be expected that the number of lawsuits against
local government ordinances will continue to rise, in part
due to activists like Stephanie Smith.®® Ms. Smith, who
leases properties to tenants for cannabis related uses, has sued
the cities of Colton, San Bernardino, Moreno Valley, and
Hemet.* She has vowed to go after other municipalities as
they adopt policies she considers too restrictive.” Ms. Smith
is also committed to putting forth voter initiatives creating
more advantageous regulations for property owners in the
cities and counties of Colton, San Bernardino, Kern, Hemet,
Upland, and Bakersfield, where more ballot measures are
apparently forthcoming.”

B. Application of CEQA to Local Government
Ordinances™

The California Environmental Quality Act (“CEQA”),”
which requires state and local agencies to identify the
significant environmental impacts of “projects” and to
avoid or mitigate those impacts if necessary, arguably
requires environmental review of the manner in which local
governments are implementing regulatory and licensing
ordinances related to Cannabis Laws, as well as lead agency
approval of discretionary permits related to the cultivation
and distribution of cannabis in accordance with the adopted
regulatory scheme. As with planning and zoning regulations,
local governments have varied widely in their approaches to
CEQA review of both their regulatory and licensing programs
and reviews of the subsequent cannabis permit applications.”

The City of Los Angeles, the County of Santa Cruz,
and the City of San Mateo” have relied on a temporary
statutory exemption included in MAUCRSA, which exempts
a local government’s adoption of a cannabis ordinance, rule
or regulation from CEQA if the promulgation requires
subsequent discretionary review and approval of permits

% However,

and licenses for commercial cannabis activity.
this exemption, which is effective until July 1, 2019, has
not been heavily relied upon due to its impending sunset
date and the fact that it does not expressly exempt the lead

agency’s decision to issue licenses.”

Local governments have also relied on other CEQA
exemptions when issuing new commercial cannabis
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regulations and permits and have made findings that the
ordinance is either exempt from CEQA or not a “project”
under CEQA.” Typically, a municipality will determine
that approval of any such ordinance is exempt from CEQA
under CEQA Guidelines” sections 15060(c)(2), which
exempts projects that would result in no physical change in
the environment; 15061 (b)(3), which exempts projects that
would have no potential for causing a significant effect on the
environment; and 15308, which exempts regulatory activities
aimed at protecting the environment. Yolo County, Riverside
County, and the City of Woodlake took the approach of
combining exemptions, each thereby determining that its
cannabis ordinance is exempt under CEQA Guidelines
sections 15061(b)(3) and 15308.1%°

Alternatively, additional CEQA exemptions may also
apply to some more limited cannabis licensing programs.'”'
For example, City of Coalinga determined that its ability
to license cannabis business operations in existing buildings
was exempt under CEQA Guidelines section 15301, which
exempts the operation or minor alteration of existing facilities
involving no more than negligible expansion of existing use
has been used to license.'> These exemptions have also been

used when processing cannabis permit approvals.'®

Some local governments have found that their bans or
severe limitations on cannabis activities are not subject to
CEQA because it is not possible that the ordinances at
issue could physically impact the environment.'® While
California courts of appeal upheld these local governments’
determinations that CEQA does not apply to the ordinances,
the California Supreme Court unanimously granted review
of the Fourth Appellate District’s opinion in the Union of
Medical Marijuana Patients v. City of San Diego.'” Among
other issues, the court is poised to address whether CEQA
may cause reasonably foreseeable indirect physical changes

to the environment.'%

Other local governments have prepared the necessary
environmental documents when they have determined
that their cannabis regulatory programs are not exempt
from CEQA. For example, San Joaquin County and the
City of Cloverdale prepared negative declarations for their
regulatory programs, finding that their ordinances related
to cannabis activities would not result in any significant

impacts.'”’

When cannabis-related regulatory programs
will result in impacts, but those impacts can be mitigated
below a level of significance, lead agencies will prepare a
mitigated negative declarations (“MND?”). For example,
Alameda County adopted an MND for its medical cannabis

cultivation and dispensary ordinances on July 11, 2017.'%
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Alameda County subsequently adopted an addendum to this
MND on May 8, 2018, in connection with new regulations
that would, among other things, regulate the cultivation and
sale of recreational use cannabis by businesses located in the

County’s unincorporated area.'”

In January 2018, Humboldt County certified an
environmental impact report (“EIR”)"° for amendments to
the Humboldt County Code that would add new regulations
for commercial cannabis activities and expand existing
regulations of medical cannabis operations.'""" Humboldt
County determined that operating new commercial cannabis
operations under the proposed ordinance would result in
significant and unavoidable impacts on air quality, greenhouse
gas emissions, utilities, and service systems.''? Similarly, the
County of Santa Barbara certified an EIR in February 6, 2018,
in which it considered the broader implications and impacts
of the County’s proposed commercial cannabis programs. It
concluded that the programs would result in significant and
unavoidable impacts to numerous environmental resources,

including agricultural resources, air quality, and traffic.'”

C. Trends

As discussed in Section II.A, no two jurisdictions have
adopted the same cannabis regulatory scheme. However,
there are common trends. Currently, local governments are
experimenting most commonly with the following: (i) caps
on the numbers of licenses or operating permits distributed
in the jurisdiction; (ii) a merits-based competition process
for a limited number of licenses or operating permits;
(iii) zoning restrictions; (iv) market-based approaches;
(v) permit lotteries; (vi) a lottery and competition hybrid
approach; and (vii) waiting lists.!"* Voter initiatives are also

a growing trend in cannabis regulation.'”

In addition to land use controls and permits that run
with the land, some local governments are entering into
development agreements with cannabis facility operators
as a mechanism for control and regulation, even when no
real development (e.g., retail shop) will occur on site.''® A
development agreement freezes applicable rules, regulations
and policies in place when the parties sign the agreement,
offering the operator a sense of security against the threat
of ever-changing cannabis regulations.""” These vested rights
allow an operator to construct a project without concern
that new regulations may later apply.''® These assurances can
alleviate concerns about potential ballot measures or changes
in the governing body majority that could adversely affect the

cannabis project after the operator has invested considerable



time and money in establishing its facility and/or business
in that location.

Most local governments are quoting six to eight months
as the length of time to obtain the permitting necessary to
operate cannabis related facilities.""” However, experience has
proven that the actual timing is much longer.'”® In Northern
California, which, as discussed above, is generally a more
liberal area in terms of cannabis regulations, has been typically

processing approvals faster than Southern California.'*!

The alternative CEQA strategies employed by cities and
counties, as discussed in Section II.B, are likely the result
of differing conclusions about the environmental impacts
of regulating cannabis activities, and differences between
the types of regulatory programs proposed and the types of
resources locally available. '** In addition, local governments
appear to disagree about the impacts of legalizing cannabis
activities relative to the baseline environmental conditions
created by preexisting illegal cannabis activities.'*

For instance, the EIRs certified by Santa Barbara County
found significant and unavoidable secondary impacts on
almost all other classes of environmental resources because
unlicensed cannabis operations, with more significant
impacts, would continue despite legalization at the local and
state levels. '** Santa Barbara County’s EIR explained,

[Gliven that unregulated cannabis activities cur-
rently exist and are likely to continue to exist within
the County, secondary impacts, with the exception
of aesthetics and visual resources, are considered to
result in significant and unavoidable effects on the
human and natural environment due to the diffi-
culty of effectively enforcing and regulating such
unlicensed operations.'®

Illegal growers may cause significant adverse impacts when
they do not comply with grading restrictions and cause
erosion, use chemicals hazardous to biological resources,
divert streams, cause water supply and quality issues, and
use diesel generators that contribute to air pollution and
excessive greenhouse gas emissions.'*

IV. LEASING TO CANNABIS OPERATORS

Since January 1, 2018, when California began issuing
temporary licenses for recreational cannabis operations, the
legal cannabis industry has rapidly developed in an attempt
to meet the escalating consumer demand for legal cannabis.'”’
Individual cannabis retailers alone are estimated, on average,

to generate approximately $250,000 in sales per month.'*

The California State Treasury estimates that sales within the
next few years could generate over seven billion dollars.'®
Such an increase in consumer demand has contributed to
heightened prices for raw land, industrial buildings, and
retail spaces for growing, manufacturing, distributing, and
selling cannabis and cannabis products.

The apparent lack of consistency in municipal and
county laws throughout California presents a variety of
nuances for property owners who are looking to cash in on
California’s legal cannabis industry. These nuances impose
new complications beyond the scope of typical terms and
conditions found in traditional commercial transactions.
Property owners should be aware that federal law prohibits
knowingly leasing any property for the purpose of making,
distributing, or using controlled drugs'”® and warns that such
property is subject to civil forfeiture.””" Although federal law
is not the focus of this article, it is important to underscore
the federal implications because of the obvious risks that are
associated with leasing a space to a tenant for the operation
of a business considered illegal under the United States Code.

As a threshold matter, property owners interested in leasing
space to Cannabis Operators should consider three factors to
determine whether this type of leasehold relationship is viable.
First, and likely most obvious, is to confirm whether the local
jurisdiction allows cannabis operations. If the answer is “yes,”
the second factor to consider is whether local laws permit
the real property to be utilized for the specific cannabis
operation in question, which includes zoning requirements
and permitting for the contemplated use. Third, the property
owner must identify a Cannabis Operator who is eligible
to meet the business license requirements to legally operate
under both state and local law. Only then should property
owners and potential Cannabis Operators consider entering
into a lease.

Property owners should pay special attention to certain
provisions when negotiating a commercial lease with a
Cannabis Operator. Some of these pertinent lease provisions
are: (i) commencement of the lease, (ii) early termination
rights, (ii) rent and security deposits, (iv) operating expenses,
and (v) compliance with law.

A. Lease Commencement Date

As a part of the California cannabis license application

process, applicants are required to identify the property

132 and furnish

133

boundaries where the business will take place
evidence of the applicant’s legal right to occupy the property.
If the applicant is leasing the property, the applicant must
provide a copy of the applicant’s lease agreement to the
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licensing authority as a part of the application process.'**
This often creates a chicken-and-egg conundrum for a
landlord and Cannabis Operator because a property owner
must finalize a lease agreement with a tenant who has not
yet obtained the state and local licenses required to operate a
cannabis business. There is no guarantee that the tenant will
successfully secure the necessary licenses to operate, and the
lease should address this point.

To resolve this dilemma, the lease may incorporate a timeline
that outlines certain milestone events related to permitting
and licensing, each of which must be met by the Cannabis
Operator for the lease to remain in effect. Furthermore,
the lease should be conditioned on the Cannabis Operator
successfully procuring the necessary permits and licenses for
its cannabis business. If the Cannabis Operator does not
obtain its permits and licenses by a specified date, the lease
should provide the landlord with a unilateral termination
right. The landlord should consider including a liquidated
damages clause to reimburse the landlord for any applicable
tenant improvement and leasing costs incurred by the
landlord up to that milestone date.

B. Early Termination Rights

Due to the constant evolution of laws related to cannabis
operations and the uncertainty of federal enforcement, early
termination rights are a critical issue to address when drafting
a lease with a Cannabis Operator. In addition to the typical
landlord termination rights, a landlord should also have the
right to terminate the lease if the Cannabis Operator receives
any notice from federal, state, and/or local authorities that it
is being investigated or legal action is being pursued against
it. In that regard, the landlord should require the Cannabis
Operator to covenant that the Operator shall, within a
specified time after receipt of said notice, forward to the
landlord copies of all permits and any notices from federal
state and local authorities related to the tenant’s operations
at the premises. This is especially important where the lease
term exceeds twelve months, because each license under
MAUCRSA must be renewed every twelve months.'?> If
the Cannabis Operator falls out of compliance with any
applicable state or local laws necessary to continue legally
using the space as a Cannabis Operator, the landlord should
again have the right to terminate the lease.

C. Rent and Security Deposits

Rent for Cannabis Operators comes at a high premium.'3
This is due in part to the limited amount of properties that

are viable cannabis facilities from a land use perspective, as
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previously discussed, and in part to the fact that cannabis
growth, consumption, and businesses operations remain
illegal under federal law.’”” Coupled with the risks of a
tenant’s noncompliance with California and local cannabis
rules and regulations, rents and security deposits for
Cannabis Operators are justifiably higher than for traditional

commercial tenants.

While the Cannabis Operator seeks the appropriate
licenses and permits, the parties might consider whether
rent should be fully or partially abated. These types of leases
often include escalating rent provisions. When a Cannabis
Operator obtains the appropriate licenses and permits to

operate its cannabis business, the rent increases concurrently.

Practically all landlord lease forms require the tenant to
furnish a security deposit or some other form of collateral
that secures the tenant’s performance of its obligations
under the lease. Based on an evolving legal landscape
and the uncertainty of annual license renewals, Cannabis
Operators pose a higher credit risk than a typical commercial
tenant. Security deposits related to Cannabis Operators can
be particularly critical should a Cannabis Operator fail to
restore the premises once a lease term expires. Landlords
may consider including language that allows the landlord to
retain the security deposit or such other forms of collateral
for a specified period of time after the lease expires until
the landlord has inspected the premises to confirm that
the tenant has conducted a proper clean-up, disposal and
removal of alterations at the premises, including if applicable,

the removal of all cannabis products and cannabis residue.

D. Operating Expenses

Indoor cannabis cultivation facilities often require enormous
amounts of water and electricity to sustain their cannabis
crops and operations.’*® Additionally, licensed Cannabis
Operators require supplementary security measures beyond
those required of a traditional commercial tenant. These
include security measures required under MAUCRSA,'*
which may require increased utility maintenance and
servicing beyond that required by a traditional commercial
tenant. At multi-tenant facilities, the landlord and Cannabis
Operator should appropriately address the manner in which
these excess utility and service charges pass through to the
tenant. When a single tenant occupies the property, the
landlord typically passes these operating costs directly to

the tenant.



E. Compliance with Laws

As previously noted, an over-arching point of concern
related to licensed cannabis business leases is the fluidity of
the bodies of law that govern this legal landscape. Virtually
all lease forms require that the landlord and tenant comply
with applicable law. Based on federal law, if this provision
were included in a lease with a Cannabis Operator, both
the landlord and tenant would automatically be in breach
of these terms. Consequently, from a landlord’s perspective,
compliance with law provisions should expressly place the
burden of compliance strictly on the Cannabis Operator.
Additionally, the section that addresses compliance with law
should also include an acknowledgement that under federal
law, the sale, distribution and production of cannabis is a
violation of the Controlled Substances Act, and the risk
of enforcement of such federal law rests solely with the
Cannabis Operator. The risk of enforcement should expressly
encompass all federal, state, and local laws and regulations,
including zoning ordinances that are effective before and
become effective during the term of the lease, regardless of
the cost of compliance. Should the Cannabis Operator breach
this lease section, the landlord should again be granted an
early termination right.

V.  CONCLUSION

California is a pioneer in the rapidly evolving legal landscape
governing in-state cannabis use, cultivation, production,
and sale. Despite the real risks that property owners face
when leasing space to a Cannabis Operator, there is also
the potential for tremendous opportunity in the premium
rents that Cannabis Operators must pay to operate in this
market. This opportunity may also be realized by landowners
seeking to entitle land for cannabis use in compliance with
an approved local regulatory program. Interested real estate
owners and investors must reevaluate and reposition their
real estate investment strategies to legally capitalize on this
burgeoning industry. Effective representation of these types
of commercial clients necessitates a similarly disciplined
strategy—one that concentrates on continuously monitoring
the shifting cannabis regulations that govern land use and
real estate control.
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