#72 1/15/13
Memorandum 7397

Subject: Study T2 » Liguidated Dameges

The Recommendation Relating to Liquidated Damages has been revised in
accordance with the Commission'e decisions at the October meeting. We hope
this recomrendation may be approved for printing et the quember—ﬁecember
meeting. Two coples of the recommendation are attached to tpis memorandum;
make your suggested editorfal changes on one copy and return it to the staff
at the meeting.

Reapectfully spbmitted,

Stan G. Ulrich
Legal Counsel
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INTRODUCTION

Under existing law, the perties to a contract may, In some circumstances,
agree on the amount or the menner of computation of damages recoverable for
breach-l The general statutory provisions governing such a liguidaged damages
provision are Sections 1670 and 1671 of the Civil Code.2 These sections per-
mit the use of & liquidated dameges provision only where the actusl damagee
"would be impracticable or extremely difficult to fix." In addition, the
courts have developed a second requirement that the provieion must reflect

a "reasonable endeavor" to estimate actual damages.3 The judicial decisions

1. For a discussion of the varying forms a liguidated damages clause may
take, see background study, Sweet, Liguldated Damages in California, at
p- infra, reprinted from '60 ¢al. L. Rev. (1972 )(hereinafter
referred to as "background study").

2. Bectlons 1670 ard 1671, which were enacted in 1872 and have rot since
been amended, read:

1670. Every contract by which the amount of damage to be
reid, or other compensation to be made, for a breach of an obli-
gation, is determined in enticipation therecof, 1s to that extent
void, except as expressly provided in the next section.

1671. The parties to a contract may agree therein upon &n
amount vhich shall be presumed tc be the amount of damage sue-
tained by a breach therecf, when, from the nature of the case, it
would be impracticable or extremely difficult to fix the actual
damage.

3. McCarthy v. Tally, 46 Cal.2d 577, 584, 297 P.2da 981, 986 (1956); Better
Foods Mkts., Inc. v. American Dist. Tel. Co., 40 Cal.2d 179, 187, 253
P.2d 10, 15 (1953). See also Garrett v. Coast & Southern Fed. Sav. &
foan Ass'n, 9 Cal.3d 731, S11 P.2d 1197, 108 Cal. Rptr. 845 (1973);
Ci.gx?ont 1)r Secured Investment Corp., 25 Cal. App.3d 766, 102 cal. Rptr.
3 1972 ).
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interpreting and applying Sectiens 1670 and 1671 provide inadequate guidance
to cpptract;ng parties and severely limit the use of liquidated dsmages pro-
visiuns.h Unlike the Civil Code sections which reflect a traditional hos-
tility te 11qg;datad dapagea provisions, recently enacted atatutes such ss
Section 2718 of the Commercial degs encourage the use of such provisions,6
A liguldated damages provision way serve useful and legitimste func-
tions.7 A party to & contract may seek to control his risk exposure for
his own breach by use of a }iquidated dameges -provision. Such control is
eapgcial;y important if he is engaged in a high risk enterprise, A party
also vay desire to specify the damages for his own breach because he is un-
g;lligg to re;y on the judicial process to determine the amount ef damages,
ge nay, for example, be fearful that the court will give insufficlient consid-
e:atiqp to legitimate excuses for nonperfermance, that the court may be unduly

sympethetic to the claim of the opposing party that all his losses should be

L, See background study.
5. The pertinent portion of Section 2718 provides:

2718, (1) Damages for breach by either party may be liqui-
dated in the agreement but only at an amoupnt which is reasonsble
in the light of the anticipated or actual harm caused by the
breach, the difficulties of proof of loss, and the inconvenience
or nonfeasibility of otherwise obtaining an adequate remedy. A
term fixing unreasonably large liguidated damages 1s void as a
penalty.

6. For provisions authorizing liguidated damages in marketing contracts, see
Corp. Code § 13353; Food & Agri. Code § 5426L. For provisions authorizing
late payment cherges, see Civil Code §§ 1803.6 (retail installment seles),
2982 (automobile sales finance act); Fin. Code §§ 14852 (credit unions),
18667{a ){(5) and 1893% (industrial locan companies), 22480 {perscnal property
brokers). See also Govt. Code § 54348 {services of local agency enterprise);
Pub. Res. Code § 6224 (failure to pay State Iands Commission); Sts. & Hwys.
Code § 64i2 (Improvement Act of 1911). For provisions authorizing liqui-
dated damages in certain public construction contracts, see Govi. Code
§§ 14376, 53069.85; Sts. & Hwys. Cede §§ 5254.5, 10503.1.

T. The following discussion draws heavily upon the background study. See
background study at pp. iinfra.
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paid by the breaching party, or that the court mey manifest prejudice asgainst
contract breach to the extent of assessing demeges on & punitive basis,
A nonbreaching party may use a liquldated damages provision because on
occasién a breach will cause damage, the amount of which cannot be proved
under demage fules; He may fear that, without an enforceable provision ligui-
dating the damages, the other party will lack incentive to perform since any
damageé he causes will not be sufficientiy provable to be collected, There
is also & danger that, without a liguidatsd damages provision,.the breaching
party may recover the full contract price because the losses are not provable.
iiquidated damages provisions may also be used to improve upon what the
parties believe to be a deficiency in the litigation process~-the cost and T
éifficulty of judicially proving dameges. Through a liguidation provision,
the parties attemﬁt by contract to settle the amount of damages invelwved and
thus im#rové tﬁe hommal rules of demeges. Also, when the provisien 18 phrased
in such a way as to indicate that the breaching party will pay & specified
amount if s particular breach occurs, troublescme problems involved in prove
ing causation and foreseeability mey be avoided. Finally, the parties may
feel that, if they truly agfee on damages in advance, it is unlikely that
either would later dispute the amount of damages recoverable as a result of
breach.
Use of liquidated damages provislons in appropriate cases also may im-
prove judicial administration. Enforcement of liquidated demages-provisions . .. =
will encourage greater use of such provisions, will result in fewer bresaches, o
fewer law suits, and fewer or easier triels, and in meny cases will provide
as just a result &8s & court trial.
While liguidated damages provisicns may serve these and other useful

and legitimate functions, there are dangers inherent in their uwnse, There
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is the risk that a liquidated damasges provision will be used oppressively by
a parﬁy gble to dictate the terms of an agreement. And there is the risk
that such a provision may be used unfairly against a party who does not fully
apprecilate the effect of the provision.

The Commission believes that the use of liquidated damages provisions is
beneficial and should be encouraged, subject to limitations that will prevent

the cppressive use of such provisions.

RECOMMEHDATIONS
Having concluded that the existing law dees not permit the use of a
liquidated damages provision in many cases where it would zerve a ugeful and

legitimate function, the Commission makes the following recommendations.

General Principles Governing Liquidated Damages

Sections 1670 and 1671 of the Civil Code should be replaced by a statute
that applies to liguidated demages provisions in contracts generally (absent
a specific statute that applies to the particular type of contract) and that
imp}ements the following basic principles:

(1) A contractual stipulation of damages should be valld unless feound
t0 be unreascnable., This rule would reverse the basic disapproval of such
ﬁrovision$ expresged in Sections 1670 and 1671 and in the judicial decisions
while énabling courts to scrutinize such provisions in situations where they
may be oppressive.

. (2) #easonableness ghould be judged in light of the circumstances con-
fronting the parties at the time of the making of the contract and not 5&
the judgment of hindsight. To permit consideration of the damages actually
suffered would défeat one of the purposes of liquidated Jdamages, which is

to avold litigation on the amount of actual damages.

wlin
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(3) The party seeking to invalidate a liquidated damages provision
should have the burden of pleading snd proving that it is unreasconable,
If the pa:ty seeking to rely on the provision were reqguired to prove its
reasonableness, he wou;d lose one of the significant benefits of the use
of liguidated damages, which is to simplify any litigatiqn that may arise

cut of a breach of the contract.

Real Property Leases

The ceoncurrent resolution directing the Law Revision Commission to
study liquidated damages referred specifically to the use of liquidated
damages provisions in real property leases.8 The Coomission has concluded
that no special ru;es applying to real property lesses are necessary; the
general rules :ecqmmended above will deal adequately with any ligquidated

damages problems in connection with such lesases.

Land Sale Deposits

It is uncertain under existing law whether the parties to a sale of
real property can agree that an "earnest money" deposit constitutes 1liqui-
datedrﬁamages if the purchaser fails to complete the sal.e.9 The Ccm@ission
recqmmends that the parties to a contract for the sale of real property be
permitted to provide by a clause separately signed or initisled by each party
that any part or all of any deposit thet is actually made by the purchaser
shali constitute liguidated damages to the vendor if the purchaser fails to

satisfy his obligation to purchase the property.lo The Commission further

8. See Cal. Staté;‘1972, Res. Ch. 22 (directing the Commisaion to study
whether "the law relating to liguidated dameges in contracts and, par-
ticularly, in leaseés, should be revised").

9, See background study at pp- infra .

10. The special provision for liqﬁidated demages in land sale contracts should ‘

not, however, apply to installment land contracts.

-5a
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recoamends that an "earnest money" deposit intended as liquidated demages

be deemed to be valid if it does not exceed five percent of the purchase
price of the property. This should not, however, preclude the parties fram
agreeing on a deposit of & larger amount as liguidated damages if such amount
satisfies the rules for liquidated damages generally.

The Commission's recommendation would generally conform to existing prac-
tice. The Standard Real Estate Purchase Contract and Receipt for Deposit,
approved for use in "simple transactions” by the California Real Estate As-
sociation and the State Bar of California in form only, contazins the follow-
ing provision:

7. If Buyer fails to complete said purchase as herein provided

by reascn of any default of Buyer, Seller shall be released from his

cbligation to sell the property to Buyer and may procesed ageinst Buyer

upon any claim or remedy which he may have in law or equity; provided,
however, that by placing their initials here (Buyer) (Seller), Buyer

and Seller agree that it would be impractical or extremely difficult to

fix actual damages in case of Buyer's default, that the amount of the

deposit is a reasonable estimate of the damages, and that Seller retain

the deposit as his sole right to damages.

It should be noted that use of 2 liquidated demages clause makes reten-
tion of the deposit the seller's sole right to damages. Theoretically, the
seller still has the alternatlve remedy of specific performance,ll but in

most instances the difficulties in obtaining specific performance make it

an unsatisfactory ang unmused remedy.12

11. Civil Code § 3389. See also California Real Estate Secured Transactions
§ 3.21 (Cal. Cont. Bd. Bar 1971).

12, 8See {alifornia Real Estate Sales Transactions §§ 11.62-11.67 (Cal. Cont.

Ed. Bar 1967); California Real Estate Secured Transactions §§ 3.21-3.33,
3.52-3.57 (Cal. Cont. Ed. Bar 1971).

-6



Iate Payment Charges on Loans Secured by Real Property

Background

Proposal of & general rule that a liquidated damages prbvisioﬁ is walid
unless shown to be unreasonable requires examination of the amount of late
payment charges which may be assessed in connection with a loan secured by
real property. > Until recently, the amount of the late paymemt charge an &

locan secured by real prdpert:,r wag pot significantly regulated by state stat-- -
1k _
ute. ° However, in resgponse to well-documented abuses and overreaching by -

15

, lenders in this area, legislation wae introduced at the 1973 session of tha

-- leglslsture to regulate late payment charges.. The leglslature emacted ﬁlsié"'

ke 16

ness and Professions Code Section 10242.5°° which allows mortgage loan brukers

,-,m-iWa..chrgeforhdean installmentdneanalcau e

—y

10 percent of the principal and . interest port:tons of the Installment dus or - .

[T

" five dollars, whiehever is greater. -Assembly Rill 105, also introduced at

. -____1:1_:@,,,1923 gesaion, would similarly regulate late payment charges on.all lomne

}acuredby a mortgage or deed of trust on single fémily, owner-occupled dwell-

ings. 17

13. Iate payment charges provisions have been held to be liquidated dama.ges
. provigions. See Garrett v. Coast & Southern Fed. Sav. & Loan Ass'n, 9
e . . - Cal.3d 731, 511 P.2d 1397, 108 Csl. Rptr. 845 (1973); Clermont v. Secured
Investment Corp. 25 Cal. App,3d 766, 102 Cal.-Rptr. 30.(1972).

-

1k, - late payment charges are regulated by provisions applieshble to eredit -
unions (Fin. Code § 14852}, to certain industrial loan companies EF:l.n.
Code §§ 18667, 18934), and to certain personal property brokers {Fin.
Code § 22480).

- 15. See Assembly Interim Committee on Finance and Insurance, late Payment Fees

secured by 8 mortgage or deed of trust on real property equal to m more thaﬁ.._!_“ .

6-9 {mimeographed, May 20, 1970).
16. Cal. Stats. 1973, Ch. 641,. §. 3, effective Jamuary 1, 1974«

-

17." At the time of thls wrising, A.B. 105 is in conference committee. A.B:
105 would not be applicable to credit unions, industrial loan companies,
personal property brokers, or real estete brokers.
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In the absence of such statutory regulation, the validity of meny late
payment charges imposed on delinguent installments on loans secured by real

property is uncertain. In Garrett v. Coast & Southern Fed. Sav. & Loan

Asa'n,18 the California Supreme Court held that:19
a charge for the late payment of a loan installment which is measured
agalnst the unpaid belance of the loan must be deemed to be punitive
in character. It 1s an attempt to coerce timely payment by a forfeit-
ure which is not reasonably calculated to merely compensate ithe injured
lender. We conclude, &ccordingly, that because the parties failed to
make a reascnable endeavor to estimate a falr compensation for a loss
which would be sustailned on the default of an instellment payment, the
provigion for late charges is vold.

The court held open the possibility that a lender could show the "impractice-

bility of prospectively fixing its actual damages"; in such a case, a ligui-

dated damege provision "resulting from the reasonable endeavors of the parties
to fix a fair compensation" would be upheld.20

In light of the incomplete leglislation governing late payment charges on
loane secured by real property and the uncertainty concerning the validity of
such charges under jJudiclal tests, the Commniszsion recommends that a more

comprehensive regulatory scheme be enacted,

Policy Factors

The regulation of late payment charges on lcans secured by real property

is a matter involving conflicting policy considerations. An Assembly Commit-

tee report states:21

18. 9 Cal.3d 731, 511 P.2d 1197, 108 Cal. Rptr. 845 (1973).

19. 9 Cal.3d at 740, 511 P.2d at 1203, 108 Cal. Rptr. at 851. The charge
involved in Garrett was two percent per anmum for the period of delin-
quency assessed against the unpald principal balance of the loan obligation.

20. - 9 Cal.3d at Til-742, 511 P.2d4 at 1204, 108 Cal. Rptr. at 852.

21. Assembly Interim Committee on Fipance and Insurance, Iate Payment Fees
11-13 (mimeographed, May 20,. 197C).
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From the lenders [sic] point of view, the imposition of a substantial
late payment charge serves the purpose of reducing the institution of
foreclosure proceedings when a borrower 1s tempted to use his funds to
meet obligations other then his mortgage payment. Without such delin-
quency charges at relatively high levels, & borrower m&y let his mortgege
payment slide while making other pressing debt payments. However,
generally, a mortgagee or trustee will only allow no more than 60 days to
elapse from the date of payment before filing motice of a delinquency end
instituting foreclosure proceedings. It is important thet borrowers be
made to feel the impact of potential late payment charges. If foreclosure
proceedings start, 1t will be such more expensive to cure than would the
coat of any reasonable late charge.

Most lenders would agree that late fees should not be a source of
extra profit tpthe lender. The fee should be adequate, however, to daf
eny additional expense involved in processing a late peyment as well &8
compensating for lost interest which could heve been earned if the peyent
were made on time. In addition, there should be a "motivation factor"
included., This would be & sum reasonably designed to encourage prompt
payment of the installment without amounting to an exorbitant or uncon-
sétilonable charge.

At the time a promissory note is executed by & borrower, he will
usually pay little attention to late payment provisions cor varicus pemalty
proviglionas. His main interest on real property loan transactions is the
interest rate, the term of the lean and his monthly payments. Since most
debtors, at the time of borrowing, do not intend to meke payments late, —~——-
they are not inclined to actively negotiate over delinquency payment
clauses. Nor are they likely to compute out the actual amount which
would be due if a penalty of 1% of the originel balance of & loan were
agsessed.

The Comnission has considered a suggestion that restrictions on 1atff§§?y
“ment charges for real property loans should be comparable tothoaeimmosedﬁﬂ5”:
under Civil Code Sections 1803.6 (reteil installment sales) and 2982 {auto-
mobile sales finance act). These provisions in substance limit the late pay-
ment charge to five percent of the delinquent installment or five dollmrs,
vhichever is less. The Commission hBS gigo noted the FHA charge of two percent

and the VA charge of four percent of the delinguent installment. The Com- -,

mission has concluded that such strict limitation of late payment charges onﬁﬁi“”g'
-G



loans secured by real property could operate to the detriment

of both borrowers and lenders. If the lender is forced to

use foreclosure proceedings beczuse the late payment charge is insuffiecient
to encourage borrowers to meke their mortgage pay=ents when due, the cost
to the borrower of curing the default will be much nhigher ‘than the

cost of a reassonable late payment charge.22 On the other hand, a fore-
closure procedure often is not useful as a practical matter if the lender
has only a second mortgage or trust deed, and such a lender would benefit

fram the enasctment of legislation authorizing & reascneble late payment

charge.

Conclusions

The Commission has concluded that a statutory provision should be en
acted to regulate late payment cherges on loans secured by real propert3223
Such & provision would eliminate the uncertainty that now exists as to the
vallidity of such late payment charges and would put a stop to the practice
of some lenders who are now imposing what the Commission considers une
reagsonably high charges.

The amount permitted to be charged under such a statutory provisien
would be & meximum. The enactment of such a provision would not require

lenders to impose a late payment charge equal to this maximum amount, and

22, Section 2924c of the Civil Code provides that, after the recording of
the notice of default, the borrower may cure the default by paying "the
entire amount then due . . . (including costs and expenses actually in-
curred in enforcing the terms of such obligation, deed of trust or mort-
gage, and trusieé's or attorney’s fees actually incurred not exceeding
one hundred dollars ($100) in case of & mortgage and £ifty dollars ($50)
in cese of a deed of trust or one-half of one per cent of the entire

unpaid principal sum secured, whichever is greater) . . . ."

23. The recommended provizion should not apply to & loan made by a credit
union, industrial loan company, or personal property broker. Specific
statutes now regulate late pajment charges om most of these loans. See
Fin. Code §§ 14852 (credit unions, 18667(a)(5) and 18934 {industrial
loan companies, 22480 (personal property brokers). But see Fin. Code
§§ 18649 and 18669.2 (exceptions to § 186T77), 22053 {exception to ]
§ 22480). \
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the Commission anticipates that many lenders will continue to impose a
- late payment charge that 1s less than the maximtm permitted.

Installment payment $500 or more. Where the delinquent installment

is $500 or more, the validity of a iﬁte payment charge shduld be determined

under the general rules relating to liquidated damages.ah

Thus, the late peyment charge provisliom will be valid

unlesg the party seeking to invalidate it establishes that it was unreason-
able under the circumsfances existing at the time of the flaking of the con-
tract, 'ﬁse of this general standard gives the parties considerable freedom
to negotiate a provision appropriete to the circumstances but permits a
court to invalidate an unconscionable provision. -

. Installment payment less than $500. Where an installment payment is

less than $500, the need to avold the expense to the parties of litigating
the reascnableness of a late payment charge requires that the imposition
of the charge be specifically regulated by statute., Litigation will then
be unneceasary if the charge is no greater than the maximum permitted by
the statute and ctherwise saéisfies statutory requirements.25
Where the ﬁelinquent installwent is less than $500, the following regue
lations should apply: K .
{1) A late payﬁent charge may be Imposed if the borrower fails to pay -
the full amount of the installment. (For this purpose, "installment" includes
principal, interest, and the amount to be allocated to impound accounts.)
{2) No late payment charge should be permitted on an installment which
is paid in full within 10 days after its scheduled due date even though an

earlier maturing installment, or a late payment charge on an earlier instali-

ment, may not have been pald in full. Payments should be applied first to

2h{ Seé-diégﬁésidn“étrpp. hoh infra.
., Civil Code § 2954.5 {general prerequisites to imposition of a

25. E.
Tate payment charge on loan secgied by real property).



current installments and then to delinguent instaliments. An inmstallment
éhould be considered paid as of the date it is received by the*lender.

(3) The amount of the late payment charge should not exceed 10 per-
cent of the amount of principal and interest included in the delinguent in-
stallment-es However, where the amount of prinecipal and interest included
in the delinquent installment is less than $50, a charge not to exceed five
dollars or 20 percent of the principal and interest included in the delin-
quent installment, whichever is the lesser amount, should be permitted. The
borrower is in defsult if he fails to pay in full the amount required by the
contract, which may include amounts to be allocated to impound accounts.
Although it is appropriate to Impose a late payment charge if the borrower
is in default because he has falled to make the full payment reguired, it
would be unfair to ineclude the amount to be allocated to impound accounts in
computing the amount of the late payment charge since this amount is in sub-
stance a prepayment by the borrcwer.28

(4) The lender should be given the option to add the amount of the
late payment charge to the principal and charge interest on it at the con-
tract rate if the charge is not paild within 40 daye from the scheduled due

date of the delinquent installment for which the late payment charge was

imposed.

26. The 10 . percent limit is in accord with new provision regulating mortgage
- loan brokers. Bus. & Prof. Code § 10242.5 (Cal. Stats. 1973, Ch. 6kl,
§ 3, effective Jamuary 1, 1973). This provision would be superseded by
the recommended provision.

27. Business and Professions Code Section 10242,5 in effect allows a flat $5
where the principal and interest portion of the Inetallment is lesa than
$50 regardless of how small the payment is. The Commission's proposal
would be fairer to borrowers since, where the principsl and interest por-
tion is under $25, & maximum charge of 20 percent (less than $5) is allowed.

28. It should be noted thet the lender would be permitted to impose a late
payment charge computed on the entire delinguent installment (including
amounts to be allocated to impound accounts) if the charge does not
exceed the maximum amount computed under the formula proposed above.
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PROPOSED LEGISIAPION

The Commission's recommendations would be effectumted by enactment

of the following measure:

An act to repeal Section 10242.5 of the Basin_ess and Professions Code,

and to amend Sections 1951.5 and 3358 of, to add Sec‘lfions 2954.6,

3319, and 330 to, and to repeal Sections 1670 apd 1671 of, the

Civil Code, relating to liquidation of damages.,

— The people of the State of California do enact as follows:

Business & Professions Code § 10242.5 (repealed)

Section 1. Section 10242.5 of the Business and Professions Code is

repealed,

an installment due on a loan secured by a mortgage or deed of trust | ary
onrealpropertyshnl]notemeedtheeqﬁva]entoﬂﬂpercentufﬂle
install bl':ent due, pro;ied:d l:ha]t a mir;x;\gu;n charge of !;;;e dollars {$5)
may imposed w the late ¢ permitied this section
would otherwise be less than such minimum charge. o

The Chxr%?tﬁmim by this section mhy})e assessed on}y:s a
percentage principal and interest part of any installment due.

(b) No charge may be imposed more than once for the same late | STRIKEOUT
payment of an installment. No late charge may be imposed on any
installment which is paid or tendered in full within 10 days after its
scheduled due date, even though an earlier maturing installment or
a late charge on an earlier installment may not have been paid in ful.
For purposes of this subdivision, a payment or tender of payment
made within 10 days of a scheduled installment due date shall be

. ii ) ¥ -

Comment . Section 10242.5 1is superseded by Civil Code Section

2954.6.



Civil Code § 1670 (repealed)

Sec. 2. Section 1670 of the Civil Code is repealed.

1670+~<Every-ecentraet-by-vkish-the -ameunt-of-damn s+-so-be-paidy~ar-othay
eompencation-te-be-madey-Lor-a-breach-of-an-ebligationy -is-determined-in
antiaipatian-theree?,-ia-te-that-exteat-veii,-exeépt-as—expressly-pravided-in
$he-Rext-seeticny

Comment. Sections 1670 and 1671 are superseded by Section 3319. See
also Sections 295L4.6 and 3320.

Civil Code § 1671 {repealed)

Sec. 3. Section 1671 of the Civil Code is repealed.

1671+ --The-partice-to-a-eentrach-may-agree-therein-ufen-an-anount-whiek
ghall-be-presimed-to-be-the-amount-of-damage-gugtained -by-a-breach-thereofy
waeny-frem-the-nature-of-the-easey-ib-vould-be-inprastieable -or-extremeiy
diffieuli-te=-fix-the-actual-danage~

Comment. See Comment to Section 1670.

Civil Code § 1951.5 (amended)

Sec., Y4, BSeection 1951.5 of the Civil Code is amended to read:

1951.5. Seetiens-1670-ard-16%2 Section 3319 , relating to liquidated

damages, appiy applies to & lease of real property.

Comment. Sections 1670 and 1671 are superseded by Section 3319.

Civil Code § 295L.6 (new)

Sec. ;. Bection 2954.6 is added to the Civil Code, to read:
-1k



§ 29546
205L4.6. (a) As used in this sectionm:

(1) "Late payment charge" means s charge, whether or not characterized
in the lcan contrect as interest, that is imposed for late payment of an
installment payment due on a loan secured by a mortgege or deed of trust on
real property.

(2} "Installment payment” means that portion of a periodic payment that
comprises eny one or meore of the following: principal, interest, and funds
to be allocated to impound accounts for property taxes, special sssessments,
and insurance.

(b) Where each of a majority of the installment payments is five hundred
dollars ($500) or more, a provision in the losn contract imposing & late pay-
ment charge is velld if it sstisfies the requirements of Sections 2954.5 and
3319 and all other applicable provisions of law,

{c) Where each of a majority of the installment payments ig less than
© five hundred dollars ($500), a provision in the loan contract imposing a late
payment charge is valid if it satisfies the requirements of Section 2954.5
and both of the following conditions:

{1) No late payment charge may be coilected on an installment payment
which is tendered or paid in full within 10 days after its scheduled due date
even though an earlier maturing installment payment, or a late payment. charge
on an earlier installment payment, may not have been paid in full. For the pur-
poses of this subdivision, an instaliment payment éhall be considered paid as of
the date it is received by the lender and, unless the borrower otherwise dirc ts
at the time the installment is paid, payments shall be applied first to current
installment payments and then to delinguent installment payments.

{2) The amount of the late payment charge shall not exceed 10 percent
of the amount of principal and interest included in the installment payment
except that, where the amount of principal gnd interest included in the

-15-
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§ 2954.6
installment payment is 1e§s than fifty dollars ($50), a charge not to exceed
five dollars ($5) or 20 percent of the amount of principal and interest in-
cluded in the installment payment, whichever is the lesser amount, may be
made .

(d) If the late payment charge referred to in subdivision (¢) is not
paid within 40 days from the scheduled due date of the delinguent installment
payment for which the charge was imposed, the lender may, at his option, add the
late payment charge to the principal and thereafter charge interest on it at the
contract rate, If the lender elects to add the late payment charge to princi-
pal, he cannot theresfter treat the failure to pay the late payment charge as
a default.

(e) This section limits only the obligation of a borrower to pay a late
payment charge. Nothing in this sectlon excuses or defers the borrower's
performance of sny other obligation incurred in the loan transaction, nor does
this sectlon impeir or defer the right of the lender to enforce any other
obligation including but not limited to the right to recover costs and expenses
incurred in any enforcement authorized by law.

(f)} This section does not apply to loens made by a credit union subject
to the provisione of Division 5 {commencing with Section 14000)of the Finan-
clal Code, by an industriel loan company subject to the provisions of Divi-
sion 7 (commencing with Section 18000 ) of the Financial Code, or by a personal
property broker subject to the provisions of Division § {commencing with Sec-
tion 22000) of the Financial Code.

Comment. Sectlon 2954.6 regulates the amcunt of § late payment charge
that may be imposed for late payment of an installment payment on a loan
secured by real property and, therefore, is a statutory exception to Section

3302. The section supplements Section 2954.5 which states the prerequisites
to imposition of such a late payment charge.
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§ 2954.6

The primary purpose of Section 2954.6 is to provide a clear and cer-
tain rule wvhere +the installment peymente are less than five hundred dollars.
Under prior law, the validity of late payment charges on loens secured by
real estate was uncertain.” See Garrett v. Coast & Southern Fed. Sav. & Ioan
Ass'n, ¢ Cal.3d 731, 511 P.2d 1197, 103 Cal. Rptr. 545 (1973); Clermont v.
Becured Investment Corp., 25 Cal. App.3d 766, 102 Cal. Rptr. 340 (1972), and
cases clted. therein, ;

Subdivision (a). The definition of "late payment charge” in subdivision
(a){1} makes clear that the provisions of Section 2954.6 cannot be avoided by
characterizing the charge as interest. .Compare Walsh v. Glendale Fed. Sav. &
loan Ass'n, 1 Cal. App.2d 578, 81 Cal. Rptr. 8oL (19869) and O'Gonnor v. Rich-
mond B8av. & lLoan Ase'n, 262 Cal. App.2d 523, 68 tal. Rptr. §82 (1968 )(als-
approved in Garrett v. Coast & Southern Fed. Sav. & loan Ass'n, supra). See
8180 discussion in Clermont v. Secured investment COTP., Buprd. ﬁfso, be-
cause of the definition of "late payment," the compounding of interest as a
sanction for late payment i{e subject to the limitations jmposed by Section
.2954.6 as well as any other applicable limitations. See Heald v. Friis-Hansen,

52 Cal.2d 834, 345 P.2d 457 (1959).

As subdivision (e) makes clear, Sectlon 2954.6 has. no effect on such
rights of the lender as the right to accelerate or the right to recover
attorney's fees and other costs, expenses, and fees in event of a default.
These rights are not embraced within the term "late payment charge.”

The définition of "installment payment" in paragraph (2) of subdivision
(a) makes clear that the emount that must be paid in full to avoid imposi-
tion of a late payment charge is computed using the amount obtained Yy
totaling the amounts of the items listed in the paragraph to the extent they
are included in the psyment and excluding the amounts of eny other items
included in the payment. Contrast subdivision (¢)(2), which iimits the
amount of the late payment charge %o a epecified percentage_of-the principal
and interest included in the delinquent installment payment. -

Subdivision (b). Subdivision (b) makes clear that a late payment charge
on an installment payment of five hundred dollars or more 1s subject to the
requirements of Sectione 2954.5 (prerequisites to imposition) and 3319
{general rule governing validity of liquidated damages provision). Section
2954.5 provides that, before a late payment charge may be assessed, the
lender shall give the borrower either written notice of the dellinquency and
six days from mailing within which to cure it or a notice sent when each pay-
ment is due which indicates the date after which the charge will be assessed.

Assuming that these requlirements of Section 2954.5 are satisfled, the

late payment charge provision will be valid "unless the party seeking to
invalidate the provision establishes that it was unreascneble under the
circumstances existing at the time of the meking of the contract.” BSee Sec-

tion 3319. N :

Subdivision (e¢). Subdivision {c¢) 1e designed to avéid litigetion es to
tbe validity of a late psyment charge where the installpent peyment is lese
than ‘Pive” hundred dollars. Where the payments are leess than five hundred
dollars, the need to avoid the expense to the parties of 1litigating the
validity of the amount of the late payment charge necessitates the adoption
of & statutory standard for such charges. (Subdivisions (b) and {c) are
shrased in recognition of the fact that the loan may require a ballocn pay-
ment or a smeller final payment.)
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§ 2954.6

The smount of & late payment charge permitted under subdivision (c) is
a maximum, Nothing requires that the lender impose a lete payment charge
equal to this maximum emount, and the practice of many lenders is to impoae
a lete payment charge that is less than the maximum permitted by subdivision

(¢). See Recommendstion and St Relating to Liquidated ea, 11 Cal.
L. Revision Comm'n Reports 000, 000 (1973 .

It should be noted that the amount of the late payment charge is a
specified peicentage of the amount of principal and interest included in
the instellment payment. Contrast subdivision (a)(2){defining "install-
ment payrent"}. . - T

Subdivision (d). Subdivision {d) gives the lender the option of con-
tinuing to carry the late payment charge se a default or adding the late pay-
ment charge to principal after the 40-dsy period has expired. Adding the late
payment charge to principal does not, of course, affect the lender's right to
treat the failure to pay the delinguent installment payment as a default if it
hap not been paid. -

Subdivision (e}. Subdivision (e), which is comparable io subdivision
(e} of Section 2954.5, makes clear that Section 2954.6 restricts only lste

payment cherges. The section has no effect on the other rights of the
lender, including but not limited to such rights as the right to accelerate”
{but see limitetion in Section 2924.5) and the right to record notice of
default under Section 292L4 and recover costs, expenses, and fees under Sec-
tion 292hc if the debter cures the default.

Subdivision (f). The late payment charges permitted on loens excepted
by subdivision (f) are prescribed by other statutes. Bee Fin. Code §§ 14852
(credit union), 18667{(a)(5) and 1893L4 (industrial loan companies), 22480
(persenal property brokers). See also Section 3319 and Comment.

Civil Code § 3319 {new)

Sec. 6. Section 3319 is added to the Civil Code, to read:

3319. {(a) A provision in a contract liguidating the damages for breach
of a contractugl_obligation is valid unless the party seeking to invalidate the
provision establishes that it was unreasonable under the circumstances existing
at the time of the meking of the contract.

(b) Subdivision (a) does not apply fo provislons ineluded in public con-

" tracts pursuant to Section: 14376 or 53069.85 of the Government Code,or.vhere
a statute governs the validity of a provision for liquidated damages in a

certain type of ccr “ract.
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. Comment. Section 3319, providing tbat & liquidated damages provision
. is valid uniess unreassonable, reflects a policy that favors the use of such
provisions. See Recommendation and Study Relatlng_to Liquidated Damsges,
11 Cel. L. Revision Comm'n Reports 00 (l9?3) :

Subdivision (a) of Section 3319 limits the circumstances that may he taken
into account 1n the determination of reasonsbleness to those existing "at the
time of the making of the contract." Accordingly, the amount of damages actually
sufferéd has no bearing on the validity of the liguldated dmamages provision.

The validity of the provision depends upon its reasonablenese at the time

the contract was made. To permit consideration of the damages actually

suffered would defeat one of the legitimate purposes of the clause which is
to avold litigation on the damages issue. Contrast Commercial Code Section
2718 which permits consideration of the "actual harm caused by the breach.”

Relevant considerations in the devermination whether the amount of
ligquidated damages is so high or co low as to be unreasonable include but
are not limited to such matiers as the relative equality of the bargaining
power of the perties, the anticipation of the parties that proof of actusl
damsges would be costly or inconvenient, the range of damages thet reason-
ably could have been anticipated by the parties, and whether the ligquidated
damages provision is included in a form contract provided by one party.
Thus, for example, there is little likelihood that a specially drafted
liguidated damages provision in e contract executed by informed parties
represented by attorneys after proper negotiation would he held invalid
under Section 3319. On the other hand, Section 3319 requires that =
ligquidation of damages provision in a form contract prepared by a perty
having 8 greatly superior bargaining position which unreasconably benefits
that party be held invalid.

To further implement the policy favoring liquidated damsges provisions,
Secticn 3319 places on the perty seeking to avoid the provision the burden
of pleading and proving that the liquidated dameges provision is invalid.
To require the party seeking to rely on the clause to plead and prove its
reasonableness would degtroy one of the significant benefits of the clause.

Section 3319 supersedes former Civil Code Sections 1670 and 1671. Sec-
tion 1671 permitted liquidated damages only where the actual damages "would be
impracticable or extremely difficult to fix." This ambiguous limitation failed
to provide guidance to the contracting parties and unduly limited the use
of liguidated damages provisions. In addition, the courts developed a
second requirement under Sections 1670 and 1671--the provision must reflect

& "reasonable endeavor" to estimate the probable damages. See McCarthy v. Tally,
46 cal.2d 577, 584, 297 P.2d 981, 986 (1956); Better Foods Mkts., Co Vo
Ameriran Dist. Tel. Co., 40 Cal.2d 179, 187, 253 F.2d 10, 1% li§§3§.
Section 3319 does not.limit the use of liquidated damages provisioms to
cases where damunges would be d@ifficult to fix or vhere the amount selected
by the parties retflects & reasonable effort to estimate the probeble amount
of actual dameges. Ilrstead, the parties are given considerable leewasy to
. determine dameges for breach. All the circumstances existing at the time of
the making of the contract are considered Including but not limited to the

"releticnship the damsges provided bear to the range of harm that reasonably
could be anticipated at the time of the making of the contract.
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§ 3319

Instead of promlsing to pay & fixed sum as liguidated damages in case
of a breach, a party to & contract may provide a deposit as security for the
performance of his contractual obligations, to be forfeited in case of &
breach. If the parties intend that the deposit be ligquidated damages for
breach of a contractual obligation, the guestion whether the deposit may be
retained in case of breach is determined Just as 1f the amount deposited
were promised instead of deposited, and the standard provided in Section
3319 controls this determination. On the other hand, the deposit may be
nothing more than a fund to secure the payment of actual damages if any are
recovered; and, in such case, the deposit is not considered as liquidated
damages. See Section 1951 (payment or deposit to secure performance. of
rental agreement). Compare Section 1951.5 {liquidation of damages suthor=-
ized in real property lease).

Subdivision (b) makes clear thet subdivision {a) does not affect the
statutes that govern liquidation of damages for breach of certaln types of
contracts. E.g., Com. Code § 2718. For late payment charge provisions, see
e.g., Civil Tode §§ 1803.6 (retail instaliment sales), 2954.6 (real estate

loans), 2982 (autcmobile sales finance act); Fin. Code §§ 14852 (credit union),
18667{a}(5) and 18934 (industrial locan companies), 22480 (personal property
brokers); Govt. Code § S4348 (services of local agency enterprise}. These
other statutes--not Section 3310-~govern the situations to which they apply-
Of courese, where there are exceptions to the coverage of some provision govern-
ing ligquidated damages in certain types of contracts, Sectlon 3319 does apply.
E.g., Fin. Code §§ 18649 and 18669.2 (exceptions to § 18667), 22053 (exception
to § 22480). Compare Section 3320, which establishes an amount of earnest
money depoalt that is deemed to satisfy Section 3319 but does not preclude the
parties from providing for a different amount of depogit 1f such semount satis-
fies the requirements of Section 3319. GCovermment Code Sections 14376 (re-
quiring state public works contract to contain a charge for lete completion)
and 53069.85 (allowing cities, counties, and districte to. include ckarge for
late completion in contract) remain uneffected by subdivision (a).

Civil Code § 3320 {new)

Sec. 7. BSection 3320 is added to the Civil Code, to read:

3320. (2) BSubject to Section 3319, the parties to a contract for the
sale of resl property may provide by & clause separately slgned or initialed
by each party that any part or all of any deposit that actually 1s made by
the purchaser shall constitute liquidated damages to the vendor if the
purchaser falles to satisfy his obligation to purchase the property. For
the purposes of this sectlon, "deposit" includes but is not limited to a

check (includingla postdated check), note, or other evidence of indebtedness.
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(bj For the purposes of sﬁbdivision (a), the amount specified bty the
parties ae 1iqu1dated damages shall be deemed to be reasonable and shall
natiafy the requirements of Section 3319 if it dees not exceed five percent
of the total purchase price in the contract. Nothing in thig subdivision
~ precludes the parties from agreeing on & greater ‘amount es liquidated damages

if such agreement satisfies the requiremente of subdivisicn (=).

(c) This section does not apply to real property sales contracts

as defined in Section 2985.

Comment . Section 3320 makes clear that the parties to a contract to
purchase land may sgree that all or a part of the deposit (“earnest-money")
that actually ip made by the buyer constitutes liquidated demages if the
buyer defaults., Such a provision is valid if the clause is separately signed
or initialed znd the amount of the deposit is reasgnable. See Section 3319.
Under prior law, the validity of the use ¢of a deposit as liquidated dameges
was uncertain. See Sweet, Liquidated Demsges in California, 60 Cal. L. Rev,
B4, 95-100 (1972). 4As to the effect of a liquidated deameges provisicn on

- the right to specific performance, see Recomméndetion and Study Relating to
Liquidated Damages, 11 Cal. L. Revision | Comm'n. Reports 000 (1973).

. Subdivision {b} is included to avoid disputes as to the reasonableness
of the amount specified to be liquidated damages if it does not exceed the
five-percent limitation. The subdivision does not preclude the parties from
providing that a larger amount constitutes liguidated damages if the subdivie
sion (a) requirement of a separately signed or initialled clause is satisfied
and tfhe requirements of Section 3319 are satisfied.

Subdivision (c) makes clear that liqui&ated dameges provisions in real
‘property sales coniracts {commonly called installment land contracts) as
defined in Sectlon 2985 are not governed by Section 3320.

Section 3320 does not deal with the validity of a provision giving the

buyer a right to recover liquidated damages; the validity of such a provision
ig determined under Section 3319.

Cifil Code § 3358 (amended)

Seec. 8. Section 3358 of the Civil Code is amended to read:
3358. Notwiih#tand&ng-ths-prevéaiens-af-thia-ehapter,—ne-peraon-éaa

Nothing in this chapter authorizes a person to recover a greater amount in

" damages for the btresch of an obligation than he could have geined by the
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full performance thereof on both sides, except in the cases specifled in the
Articles on Exemplary Damages and Pepal Damages, aﬁd in Sections 3319, 3320,
3339, and 33%0.

Operative Effect

Sec. 9. This amct spplies only to contracts executed a.f'te;r January 1, 1975.

‘Comment. The deley in the cperative effect of the act will permit time
for revislona of forms, standard sgreements, and the like.
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