#72 ' 11/24/76
Memorandum 76-109

Subject: Study 72 - Liquidated Damages

Background A
Assembly Bill 3169 (liquidated damages) passed the Leglslature at

the 1976 session but was vetoed by the Governor. This memorandum pre-
sents background information necessary to emable the Commission to
decide what changes, 1f any, should be made in AB 3169 1n submitting a
new blll to the 1977 Legislature. A copy of AB 3169 in the form in
which it passed the Leglslature {together with the officlal Comments
from the Commission recommendation or Senate Commlittee repert) is at-
tached (white pages). Also attached is a copy of the printed recommen-
dation that led to AB 3169. Also attached (green) is the Senate Commit-
tee Analysis of AB 3169 as it passed the Legislature.

The problem seétions are Sections 1675 and 1676 on pages 4-6 of the
attached bill. The staff hopes that the Commission will give some
thought to how these sections might be modified in light of the Gover-

nor's veto.

State Bar

The Board of Governors of the State Bar of California at its August
1976 meeting approved the recommendations of the Committee on Admini-
stration of Justice,'and recommendation of the Beard Commlttee on Legis-—
lation thereon, that the Commission's proposed legislation be approved
and directed that the rebort of the committee be forwarded to the Com-
mission. The report of the committee is attached as Exhibit A [so
designated by tﬁe State Bar}. 1t is to be noted that this report ap-
proves the propoéed legislation at a time when a two-percent-of-purchase-
price standard was used.tc determine which party had the burden of
proving reasonableness in a residentis]l real estate sales contract.
This was subsequently raised by an Assembly Committee amendment to three
percent. See Sectlon 1675(c) in attached copy of bill.

On the issue that gave rise to the Governor's veto--the provisions
relating to real property sales contracte--the State Bar Committee anal-

¥sls set out in Exhlbit A contains several misstatements. First, in the
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case of a residential sale, the damages are not limited to two percent
as stated In the Committee report; two percent was the point at which
the burden shifted from the buyer to the seller to prove the reasonable-
ness of the liquidated damages under all the circumstances existing at
the time the contract was made. See Section 1675(c) in attached copy of
bill. Second, in the case of other types of real property sales con-
tracts, the liquidated damages are not limited te all or part of the
payment actually made as stated in the Committee report; the liquidated
damages can be merely promised and not actually pald or deposited and

8ti111 be enforced 1f reasonatble.

Governor's Veto

The Governor vetoed the bill on the ground that it was unreasonable
for the seller to retaln the earnest money deposit in times like these
when the value of real property is rising so rapidly. We have made a
number of calls to Bob Williams in the Governor's office to determine if
the objections the Governor had were more precise than as stated above.
However, Mr, Williams is very busy and, although he has promised to
check the matter out and call, he had not been able to do so by the time
this memorandum was written. Perhaps we will have more to report at the

meeting.

Some Possible Alternatives

It should be remembered that the proposed legislation passed the
Legislature in 1976. In addition, we now have the support of the Cali-
fornia State Bar, at least at a two—percent—df-purchase—price level with
respect to the controversial provision. It is true, however, that there
is gsome lack of understanding on the part of the State Bar as to what
the proposal actually does. In view of this situation, one course of
action would be to submit a new Hfll in the form in which 1t passed the
1976 Legislature with the three percent reduced to two percent.

The major problem-with Sections 1675 and 1676 1s that they do mnot
permit a defaulting buyer to introduce evidence of the fact that the
property was thereafter sold within a short time at a substantially
higher price than offered by the defaulting buyer. Under the bill, the

reasonableness of the amount as liquidated damages is determined 'under



the circumstances existing at the time the contract was made." As the
Comment to Section 1671 polnts out (bottom of page 2 and top of page 13
of bil1l), "the amount of damages actually suffered has noc bearing on the
validity of the liquidated damages provision.' Consideration might be
given to permitting the reasonableness of the liquidated damages provi-
sion to be determined (at least in the case of residential property) by
considering also the amount of damages actualily suffered. The staff
does not believe that this would necessarily lead to a lot of litiga-
tion, If the amount of damages are within the two-percent-gf-purchase-
price standard, the burden of showlng unveasonebleness would be on the
defaulting buyer, the seller would have thc deposit which constitutes
the liquidated damages in his hands, and the defaulting buyer would be
in the position of having to bring a legal actlon to recover the de-
posit. Whether consideration of the damages actually suffered would be
appropriate for comsideration in the case of nonresidential real prop-
erty sales 1s a different question the Commission also should consider.
Consideration might be given to requiring the seller to establish
the reasonableness of the liquidated damages in every case., This is
basically existing law. As previously indicated, we doubt that many
actlions would be brought to recover deposlits by defzaulting buyers of
residential property. (The experience under existing law would be rele-

vant here.)

Conclusion

In conclusion, the staff believes that this proposal has had a lot
of work and has a lot of support hoth from crgauizations such as the
State Bar and California Associaticn of Reaitors and from individual
lawyers who wrote us indicating their support. Unfortunately, it was
vetoed by the Governor. The Coumissicon should not abandon this subject.
The question is wha: revisions, if any, should be made in AB 3169 to
provide some assurance that the 1977 bill will be approved by the

Governor.

Respectfully submitted,

John H. DeMoully
Executive Secretary
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LAW_EEFiSIgﬁFCGMMISSIGN PROPE?ALS

(1) cC 1667-1681 - Liquldated Damages

Reference: CAJ Annual Report, 1975; A.B. 3169

Present law provides that liquidated damages for breach of a con-
tract can only be recovered where actual damages would be impracti-
cal or extremely difficult to fix (CC 1670, 1671) and where such
damages reflect a reasounable endeavor to estimate actual damages.
The Law Revision Commission belleves that a liquidated damages pro-
vislon may serve several useful functions and should be encouraged
where the contracting parties have relatively equal bargaining
power. Among the benefits it sees are {1) avelding the problems

of proving damages In court, {(2) avolding the problems of proving
causation and foreseeability, (3) avoiding the inequities of the
normal rules of damages, (4) reducing litigation as to the amount
of damages recoverable on breach, (5) avolding situations where
damages cannot be proved under normal damage rules, (6) permitting
a party to limit his liability for his own breach, and (7) will
result in fewer breaches of contracts. The Commission recognizes
there are risks and to take care of those situation recommends

that present rules apply and additional protections be provided

in cases where parties have substantially unequal bargaining power,
especially in transactions involving the sale or lease of personal
property or services to consumers and the sale or lease of resi-
dential housing. An earlier proposal in this area was disapproved
by your Board on the general ground that 1t did not offer sufficient
protection to the "little" people (sez CAJ Annual Report, 1975).
The present proposal attempts to meet that objection by specifically
exempting contracts for consumer goods and services and residentlal
leases and adding protection for residential sales contracts. It
has been introduced in the legislature as A.B. 3169. Coples of the
biil are not Included but will be available at your meeting.

The protection afforded residential sazles contracts (dwelling of
not more than four residential units, one of which the buyer intends
to occupy) consists of (1) requiring the provision for liquidated
damages be in 10 point type or red print and separately signed or
initialed, and (2) limiting the damages to all or part of the down
payment or deposlt not to exceed 27 of the purchase price. As to
other types of real property sales contracts, the proposal provides
that liquidated damages clauses are valid if separately signed or
initialed, if the damages are reasonable under the circumstances

EXHIBIT A 3.
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existing at the time the coniract was made[fnd are limited to all :
or part of the payment actually magﬂ.

o essence, the proposal provides that a provision for liquidated
éamages is’validpunsess the party seeking to invalidate it establishes
that the provision was unreasonable under the clrcumstances existing
at the time the contract was made, except that where damages are
sought from a party to a contract for the retail purchas?, or rental,
of personal property or services primarily for the party’s personal,
family or household purposes or from a party to a lease of real
property for use as a dwelling by the party, the provision shall be
void (although the parties may agree that such amount 1s presumed
to be the amount of damage sustained by a breach).

With one dissent the committee recommends your Board approve and support
this LRC proposal but that the attentlon of the Commisslon be directed
to the recent case of United Savings & Loan v. Reeder Development Corp.
(57 CA3d 282) which gseems to hold that in determining the validity of
liquidated damage clauses the court should use the "hindsight" test.
This 1s in conflict with the LRC proposal and although the committee
agrees that this does not preclude a contrary legislative enactment,

it feels that the Commisslon should consider specifically resolving

the conflict, elther through an amendment or by way of an officlal
comment.

EXHIBIT A



SENATE COMMITTEE ON JUDICIARY 1975-76 REGULAR SESSION

AB 3169 (McAlistar)
As amended June 2
Various Codes

LIQUIDATED DAMAGES

HISTORY
Source: California Law Revision Commission

Prior Legislation: 5SB 1532 (1975} -~ held in this
committee

Support: cCalif. Ass'n. of Realtors

Opposition: Nc Known

DIGEST

Limits a provision of existing law, under which a
contractual "liquidated damages"” provision is wvoid
unless the parties to the contract agree upon an
amount which is presumed to be the amount of damages
sustained by a breach therecf when it would be
impracticable or extremely difficult to fix the
actual damage, to situations in which the iigquidated
damages are socught to be recovered from either of
the following:

{1} & party to a contract for the purchase or
rental of consumer gooads or services,

(2) A party to a lease of residential real
property. {Sec. 1670 & subds. (c} & {(d),
Sec. 1671, Civ. C.)

Provides that all other contractual liquidated
damages provisions for the breach of a contract,
eXxcept those tc which another statute expressly
applies, are valid unless the party seeking to
invalidate the provision establishes that the pro-
vision was unreasonable under the circumstances
existing at the time the contract was made {subd.

{More)
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AR 3169 {McAlister} A
Page Two B
{b), Sec. 1671, Civ. C.}. i
Prescribes the following rules, among others, to g

govern the enforceability of liquidated damage

provisions in real property purchase contracts:

(1)

(2}

Where the provision appears in a contract

for the purchasc of residential property

and provides that all or part of a payment
made by the buyer shall constitute liquidated
damages if the buyer fails to complete the
purchase, it is valid if it meets the fol-
lowing requirements:

{a)

(b)

{c)

The amount must be actually paid in
the form of cash or check.

The amount paid must not exceed 3%
of the purchase price or, if it does,
the seller must establish that the
excess is reasonable.

It must be separately signed or
initialed by each party and meet
spoecified requirements relating to
typeface (Sec, 1677, Civ. C.).

Fach payment made after the first
payment must have a separately signed
liquidated damages provision, and

the aggregatc of liguidated damages
may not exceed 3% of the purchase
price, unless the seller establishes
that the excess is reasonable (Sec.
1678, Tiv. C.). {suabd. (b}, Sec.
1675, Civ. (.}

A seller's liquidated damages provision in

a contract for the purchase and sale of non-
residential real property is valid unless
one of the following facts exists:

{More)



AB 3169 {McAlister)
Page Three

w

(a} The provision is not separately
signed.

DO ke

{(b) It does not comply with require-
ments relating to boldness of
typeface.

{c} The party seeking to invalidate the
provision establishes that it was
unreasonable under the circumstances
existing at the time the contract
was made. (Sec. 1675, Civ. C.}

Provides that the bill does not affect or apply to
either of the following:

{1) Actions for specific pérformance

(2) Real property sales contracts which do not
require conveyance of title within one year
from the date of formation of the contract.
(Secs. 1680 & 1681, Civ. C.)

Provides that, with respect to the following contracts,
an amount fixed as liquidated damages is walid unless
manifestly unreasonable under the circumstances
exlisting at the time the contract was made:

(1) State public works contracts (Sec. 14376,
Gov. C.}.

(2} Public projects contracts of cities, counties,
and districts (Sec. 53069,.85, Gov. C.).

(3} Contracts for municipal improvements under
the Improvement Act of 1911 {Sec. 5254.5,
S. & H.C.}.

Prescribes the following rules, among others, to
" govern liquidated damages provisions in contracts
for construction projects for the University of
California:

{More)



AB 3169 (McAlister)
Page Four

(1) The Regents may include or cause to be
included in such contracts, a provision
establishing the time within which the whole
or any specified portion of the work must
be completed.

(2) 'The provision may provide for liquidated
damages for each day completion is delavyed
beyond the specified time.

(3} The provision is valid unless manifestly
unreasonable under the circumstances
existing at the time the contract was made.

(4) The contract may provide for the payment
of a bonus for early completion. (Sec. 231990,
.Ed., ¢C.)

Makes technical, clarifying, and conforming changes
(Secs. 1669, 1670, 1676, 1951.15, & 3358, Civ. C.).

Operative July 1, 1877.

PURPOSE

Replace the existing rule under which contractual
liquidated damages provisions are presumed invalid,
with a rule under which, in commercial transactions,
such provisions are presumed valid.

COMMENT

1. Under present law, all contractual liquidated
damages provisions not otherwise governed ex-
pressly by statute are governed by Sections
1670 and 1671 of the Civil Code, under which
such provisions are void, except that the parties
to a contract may agree therein upon an amount

(More)
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AB 3169 (Mcalister)
Page Five

oo

which 1s presumed to be the amount of damages
sustained by a breach thereof, when, from the
nature of the case, it would be impracticable
or extremely difficult to fix the actual
damage.

O W

In addition, the courts have developed a second
requirement that the provision must reflect a
"reasonable endeavor" to estimate actual damages.
{California Law Revision Commission, Recommenda-
tion relating to Liquidated Damages, November
1975, p. 2143).

This bill would limit the existing rule to
consumer contracts and residential tenancies,
and would divide all other contracts into five
categories, for purposes of the enforceability
of liquidated damages provisions. These
categories, and the rules applicable to each,
would be as follows:

{a} Contracts as to which another statute ex-
pressly prescribes the rules or standard for
determining the validity of a liguidated
damages provision. Included within this
category would be, for example, defaults
cn real property purchase contracts (Secs.
1675 to 1681, inclusive, Civ. C.)}; sales
of goods (Sec. 2718, Com C.); and late
payments on certain real estate loans
(Sec. 10242.5, B. & P.C.), retail install-
ment contracts (Sec. 1803.6, Civ. C.),
second-mortgage loans (Sec. 2954.4, Civ.
C.}, and automobile conditional sales
contracts (Sec. 2982, Civ. C.).

An important feature of this kill is that
the categories listed below comprise only
transactions not cotherwise expressly
governed by statute.

{More)



AB 3169 (McAlister) A
Page Six B
(b} Contracts for the purhcase and sale of 3
residential real property. 1

6

A seller’s liquidated damages provision is 9

invalid unless it meets both of the fol-
lowing requirements:

(1) Where the contract provides that pay-
ments made by the buyer constitute
licuidated damages, the amount must
be actually paid in the form of cash
or check.

{(2) The provision must be separately signed
or initialed by each party. and meet
specified reguirements relating to
typeface.

If these requirements are met, then the
applicable rule depends on whether the

amount of ligquidated damages exceeds 3%
of the purchase price.

f1} If it does not exceed 3%, it is valid
unless the buyer establishes that the
amount was unreasonable under the cir-
cumstances existing at the time the
contract was made,

(2) If it exceeds 3%, it is invalid unless
the seller establishes that the excess
was reasonable.

A buyer's liquidated damages provision is
governed by the rule stated in (e), below.

{c) Contracts for the purchase and sale of non-
residential real property.

A seller's liquidated damages provision is
invalid unless it meets both of the following

{(More)



AB 3169 (McAlister}
Page Seven

requirements:

{1) Where the contract provides that
payments made by the buyer constitute
liguidated damages, the amount must
be actually paid in the form of cash
or check.

{2} The provision must be separately
signed or initialed by each party,
and meet specified requirements re-
lating to typeface.

If these requirements arec met, then the
provision is valid unless the party seeking
to invalidate it establishes that it was
unreasconable under the circumstances
existing at the time the contract was made.

A buyer's liquidated damages provision is
governed by the rule stated in (e), below.

{(d) Contracts for prlic construction projects
entered into by local governments, the
state, or the Unlverslt of California.
The provision is valid unless manifestly
unreasonable under the circumstances

existing at the time the contract was
made.

{e) All other transactions. A liquidated damages
provision is valid unless it is shown that
the provision was unreasonable under the
circumstances existing at the time the
contract was made.

2. S8tated another way, the bill would prescribe 4
different rules relating to the enforceability
of contractual liquidated damages provisions not
otherwise expressly governed by statute. Each
would apply in a specified class of cases:

(More)



AB 3169 (McAlister)
Page Eight

{a)

(b)

{c)

(d)

presumed invalidity, rebuttable by a
gshowing that it would be impracticable or
extremely difficult to fix actual damages
{consumer transactions).

Presumed invalidity, rebuttable by a

showing of reasonableness (seller's
liguidated damages provisions in residen-
tial realty purchase contracts in which the
liquidated damages exceed 3% of the purchase
price).

Presumed validity, rebuttable by a showing
of unreasonableness {commercial transctions;
seller's liquidated damages provisions in
non~residential realty purchase contracts
and residential realty purchase contracts

in which the liquidated damages are less
than 3% of the purchase price; buyer's
liquidated damages provisions in realty
purchase contracts}.

Presumed validity, rebuttable by a showing
of manifest unressonableness (government
public works construction contracts).

Thus, the thrust of the bill is, with respect
to commercial transactions, to replace the
existing presumption of invalidity with a
presumption of validity.

The

l.aw Revision Commission's recommendation

relation to ligquidated damages contains the fol-
lowing statement:

The Commission belicves that the use of
ligquidated damages provisions is bene-
ficial and should be encouraged where the
contracting parties have relatively equal
bargaining power. In such cases, the
provisions serve many useful and socially

(More)

o =

Rl =i =y B SV



AB 3169 (McAlister)
Page Nine

desirable purposes, particularly
including avoidance of the cost,

the uncertainty, and the delay of
litigating the issue of damages.
However, the limitaticns of existing
law should be retained and additional
protection provided in cases where the
parties have substantially unequal
bargaining power. Typical of such
cases are transactions invelving

the sale or leasing of personal
property or services to consumers or
the sale or leasing of residential
housing.

IS NOT THE SAME REASONING APPLICABLE TO CONTRACTS
BETWEEN LARGE CORPORATIONS AND SMALL BUSINESSES?

SB 1532 {1974} was introduced at the Commission's
request to effectuate an earlier recommendation
of the Commission on the sybject of liquidated
damages. However, the bil}l was never set for
hearing because the Commission withdrew its
recommendation after it concluded that the sub-
ject needed further study. This bill is the
result of the Commission's further study.

The bill prescribes rules to govern ligquidated
damages provisions in contracts for construction
projects for the University of California.

These rules are drawn from statutes relating

to contracts for construction projects for

cther public entities.
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ASSEMBLY BILL 31609
(as passed by the Leglslature)

and

CFFICIAL COHUENTS

{(including Comments from Senate Committee report)

[ CONFORMING REVISIONS ]

Civil Code § 1669 (technlcal addition)
Civil Code § 1670 (repealed)

TITLE 4.5, LIQUIDATED DAMAGES

CHAPTER 1. GENERAL PROVISIONS

Civil Code § 1671 (amended). Gemneral requirements for liquidated
damages :

Civil Code § 1676 (technlcal repeal)

CHAPTER 2. DEFAULT ON REAL PROPERTY PURCHASE CONTRACT

Civil Code § 1675 (added). Contract to purchase residential property

Civil Code § 1676 (added). Contract to purchase other real property

Civil Code § 1677 (added). Separate signing or initialing; additiomal
requirement for printed contracts

Civil Code § 1678 {(added}. Separate sipning or initisling for sub-
sequent payments

Civil Code § 1679 (added). Chapter applies only to liquidated damages
for fallure to purchase property

Civil Code § 1680 (added). Right to obtaln speclific performance

Civil Code % 1681 (added). Real property sales contracts excluded

[ CONFORMING REVISIONS]

Civil Code § 1951.5 {(technical amendment)

Civil Code § 3358 (technical amendment)

Education Code § 23190

Government Code § 14376 (amended). Contracts under State Contract Act
Government Code § 53069.85 (amended). Locsl public works contracts
Streets & Highways Code § 5254.3 (amended). Improvement Act of 1911

OPERATIVE DATE
APPLICATION TO EXISTING CONTRACTS



- Civil Code § 1669 (technical addition)

7 1669. Every contract in restraint of the marriage of
any person, other than a minor, is void. . ' _
[Law Revision Commission Comment] {!

Comment. Section 1669 continues without change former
Section 1676.

Civil Code § 1670 (repealed)

1670. Every contract by which the
amount of damage to be paid, or other compensation to be made, for
a breach of an obligation, is determined in anticipation thereof, is to
that extent void, exccept as expressly provided in the next section.

[Law Revision Commission Comment] 5_

Comment. Section 1670 is repealed but its substance is
continued in subdivision {d) of Section 1671.

TITLE 4 5. LIQUIDATED DAMAGES |

CHAPTER 1. GENERAL PROVISIONS |
|
Civil Code § 1671 {(amended). General requirements
for liquidated damages

.1671.:% (a)y<Thi§ section does not apply in any case .

where “another statute expressly - applicable’ to- the

* contract prescribes the rules or standard for determining

: the validity of a provision i the coniract hqmdahng the
damages for the breach of the contract. S §
S {b) ‘Except as provided in subdivision (c) a prov131on _
in:acontract Hquidating the damages for the breach of

- the contract is valid unless the party seeking to invalidate

“the “provision: establishes™ that the provision was.
funreasonable under the: cn"cumstances exxstmg at the :

ﬁme the ¢ontract was made. - :

“{c) ‘The validity of a hqmdated damages provlsmn -
~shall be determined under subdivision {d} and not under
subdivision (b} where the liquidated damages are sought
to be recovered from either:

(1} A party to a contract for the retail purchase or
rental, by such party-of personal property or services,
pnmanly for the party’s personal fa:mly, or household
purposes; or _

. (2) A party to a lease of real property for use as a
dwelling by the party or those dependent upon the party '
for support; '



(d) In the cases described ‘in subdivision (c),”
' provision in-a contract liquidating damages for the
breach of the contract is void except that the parties_to
“such a contract may agree therein upon an amount which
" shall be presumed to be the amount of damage sustained
by a breach thereof, when, from the nature-of the case,

it would be 1mpract1cable or extremely dlfﬁcult to ﬁx the, .
actual damage. '

[Legislative Committee Comment--Senate] :

Comment. Section 1571 is amended to provide in subdivision (h) a
new general rule favoring the enforerment of lignidated dinzges provi-
BIONS except arainst a consuumler in 4 eonsniner ease. in a consumer -
case, the prinr law under fovmer Sections 16:0 aud 1671, continued in
subdivision {q3, still. d] plies. :

- Subdivision (a). ui‘d..mou (a} makes elear that Section 1671 does
T not affect other statutcs thut govern liquidation of damares for breach
of certaln types of coutracts. K, Civil Code §§ 167516581 (default
Con contract to purchase real property); Cown. Code '§ 2715 (sales trans-
“actions wnder ilie Conmunereial. Colie,. Pur late payment charge pro-
- visions, see, €.g., Bog, & Prof. Code’§ 102425 Lc':rtam .eal estate loans);
Civil Code §§ 1803.8 {retait instaliirent sales), 23544 (lozn on single.
" fatnily, ewner-peenpied dwelling), ©932 (automobils sales finance);
Edue. Code § 23108 (construetion contracts for University of Cali-
~fornia); Fin, Code $§ 14832 [eredit unicps), 18667(aY(3) and 18034
{:indu.strl Jd loan companisg), 22480¢2) () (pereonal propesty brokers);
. Govt, Code §§ 14376 (state public works econtracts), 350G49.83 (con-
traets with cities, covuties, and distrists), 54548 (services of local

ageney enterprisel; Sis. & Hwwvs Code § 32545 (liguidatzd damages

_provision in contract tnder Improvement Act of 19311}, These other
stalutes—unot Section 1G71—govern the situations 1o which they apply.
Of course, where there are cxceptions ta the coverage of soine provision
governing lignidated damages in ceriain types of cowtmv*s Section
1671 doss apply. Mo, Tin, Code §3 18643 and 18669.2 (cxceptions to
~ Section 18GG7TY, 22053 (c—xception to Section 223307, Nole that Seetion
1676, which provides a rule governing liquidated (L.mﬂg&'s for the
buvei default en a contraet for {he sale of nonresidential real rop-
erty, incorporates suhdivision {b) of Section 1671.

It should be noted that Seetion 18:](3] doe\ not applv where the
validity of tlie liguidated dsmages provisien is governed by federad
- law or a rerulation adopted pursuant thersto. Tor ex mpu, the Fed-
! eral Howe Loan Bank Puard haz issued a regulation {Federal Regisier
. 573/76) which preseriles the maximum late payment charge that may
be made with respect to home loans made after July 31, 19:6, ‘uv
federally chartered sovings and loaa associations.

Subdivizion (b)) Subdivision (b} provides that a reasonable Haut-
dated daumages provision is valid, hut subdivision {d} rather than sub-
division (b) applizs where lrr-mueted dumages are sought to be re-
cm ered fron the consuMEr in a4 eonsuner case. See subdivision (e).

In the cases where subdivision (b) '-pphe:. the burden of ‘proof on
- the issue of reasonablencss i3 on the party seeking to invalidate the
" liquidated damages provision. The subdivision limits the circumstances
that may be taken into account in the determination of reasonableness
to those im existencs *‘at the time the contract was made.”” The validity
of the liquidated damages provision depends upon its reasonableness
‘at the time the coniraet was made und not as it appears in retrospect.

Z
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_Accordingly, the amount of damames actually suffered has no bearing
cn the validity of the liguidated damaua prousmn Contrast Umn
~ Code & 2718. -
* Unlike subdivision (d), subdivision (b) gives the parties consider-
" able leeway in determining tue damapges for breach. A the cireum-
stances existing at the time of the muking of the contract are con-
~sidered, including the relationship that the danmages provided in the
. eontract bear to the range of harm that reasonably cculd ha antmpated
. at the time of the making of the contract. Other relevant eansidera-
- fions in the defermination of wlether the amount of liguidated dum-
- ages is so high'or so low as to be unreasonable inelude. but are not
limited to, such matlers as the relative equality of the bargaining power
of the pﬂrt;es,i»hethe* the partics were represented by ]d\'}PFb at the
- time the eontroct was made, the anticipation of the parties that proof
of actual. damages would be costly or mconventent, the difficaliy of
proving causation and foresecability, and whether the Hguidated dam-
ages provision is inelnded in a Form Lontraet
7 _S‘:t?)dn:hron {e). Subdivision {¢) makes the prior law under former
- Beetions 1670 and 1671, continued in subdivisicn {d},apple“b‘e\"neie
liguidated darmagcs are sousht to be recovered from the consumer in a
. eoniraet fov the ietail purchace, or rental, of persenal properiy or serv-
-ices, primarily for personal, family, or household purpeses, or for the
- lease of real pruperty {o be used as a dwelling by the party or persons
dependaut on the party for support. OF course, where the party seeking -
‘to avoid the liguidated damages prm‘l‘;mn is the ONCOUSIHGEr party
subdnquonA(b}laappﬂcnhk
Bubdivision f4). Subdivision (d) continnes v.ithout- substantive
chanre the IEQJ]rCletS of former Seetions 1670 and 1671 The re-
vision made in the former langnage of these secfions is not intended
‘to alier the substznee of those sections a8 interpreted hy the courts.
Foi o disenssion of the former law continued in subdivision (), see
“Sweet, Liguidated Dawmages in California, 60 Cal. L. Rev. 84 (1972},
reprinted in 11 Cal. L. Bevision Comm'n Reports at 1220 (1973).
Pepasits. Instead of promising to pay a fixed sum as lguidated
damares in ease of a breach, a party to 2 eomtract may provide a de-
posit as security for the performance of his contractual obligations.
CIf the p'!rtiefs provide that the deposit shall be liguidated damages for
" & breach of the contraet, the guestion whether the dEpOaﬂ may hbe
retained in ease of a breach is determined in asccordence with the
standard provided in subdivision {b) or subdivision (d), whickever
applies. Contract Sections 1675-1681 {*‘earnest money’’ deposits). On
the other land, if the partirs de not intend that the deposit shall
constitute liquidated damames in the event of a breach, the deposit
is merely'a fund to sceure the pavmant of actual damagzes if any are
deternined. Sea Civil Code § 19505 (payment or deposit to scenre
.performance of rental azreement). Compare Civil Code §1951.5 (N
Cquidation of damages '*uthm]/cd in real prop Ert\ l("he\

Civil Code § 1676 (technical repeal)

1676. Every contract in
restraint of the marriage of any person, other than a minor, is void.
[Law Revision Commission Comment]

Comment. Section 1676 is continued without change in
Section 1669.
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CHAPTER 2. DEFAULT ON REAL PROPERTY
PURCHASE CONTRACT

Civil Code § 1675 {added}. Contract to purchase
residential property

-1675.. (a) As used in this- sectmn, “residential
‘property” means real property primarily consisting of a
dwelling that meets both of the following requirements: -

(1): The: dwelling-_ contams not Tore: than four g
re51dent1al umits,. oo e " e

. {2y At the time the contract to purchase and se]l the
property is ‘made, the buver intends.to .occupy: lhe
dwelhng or-one-of its units as his residence. _ -

(b).. Where the parties to-a contract to. purcha se and.
sell residential property provide in the contract that all
‘or any-part of a payment made by the buyer shall
“constitute. liquidated damages to the seller if the buyer
fails to. complete the purchase of the property, such
armount is valid as liquidated damages to the extent that
it is actually paid in the form of cash or check (including
a postdated check) and satisfies the requirements of
Sections 1677 and 1678 and this section. .

(¢) To the extent that the amount paid does not
exceed 3 percent of the purchase price, such amount is
valid as liquidated damages unless the buyer-establishes

that such amount was unreasonable. as liquidated
damages under the circumstances existing at the time the-
contract was made. To the extent that the amount paid
exceeds 3 percent of the purchase price, such excess
amount is valid as Hquidated damages only if the seller
establishes that such excess amount was reasonable as
liquidated damages under the circumstances- existing at
the time the contract was made. . .- .- IR

{Legislative Committee Comment"*Senatej !

- i
Comment. Section 1675 r*m. erns the mhdttv of a m ovision hHauidat-
mrf the damawes for the bm er's default in a coniract to purchnse 'md
se}l 1{‘wlr_ntlai property as defined in yubdivision {a). The section is
" mn exception fo the general pLO‘I.]:alO]h of Section 1671 The lignidated
* damuages provisien is valid only if 1t is qemmte!v sirted or initinled
- by the partma ns requ‘red by Scetions 1877 and 1678 = and, if the ron-
trzet i3 prinfed, the p=ou~1on satisfies the type size I[‘QH]IE““(‘Uta of’
Scetion 1677 The section dees not apply to real preperty sales eon- -
“{roets as defined in Section 2985 {soe Seetion 1631), .
Subdivision (b) 1uzkes clear that a provision liquidnting the d'l'l[l-
ages if the buver defaslts is valid enly to the extent that the buyer .
" has actually paid in the form of cash or o cheek (including a ])Jwt—
datled u.hvcl-:) the amoant of the lignidaled damages. Ilence, 3f the
Viquidated | donsges provision speeities Hoguidated  damages for the -
buyer’s defawlt in an amonnt "'Inlf.vl than the muonnn actauily psid
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by the buyer, the provision is valid 0|11y to the extent of the amount
actually paid; ne seller may not enforce the greater amount under
Seetion 1671, Where the mnonnt paid is greater than the amount spe-
eified as liquidated damnwes, only the amount so spoified may be re-
tained as liguidated dmmze:, for the buver’s default. Seetivn 1673

) 1en,0f'1‘n;rrcs that generally the buyer of residential liousine, inchiding

the. buyer who does oot read the contraet or does uot understand 1t

" expeats that hie witl lose his ““earncst money”’ d[‘prmt 1f he does not

-complete the pmdmw of the property.

CSubdivision (e} 15 desizoed to protect fhe buyer of rvesidential hons.
ing frem forfeiting an vneeasonally lurge amount as liguidated dam-
gees Jor the falluve to complete the pmc.i"lSL of the property. The

- subdivision provides a three-pereent-of -purchase-price standard. 1f the

amount 'pin'd is ol in excess of three pereent, the buver has the hurden

of establishing that the Hgnidated dunares provision was vureasnnable

“ander the cireumstanees existing at the time the contract was made "’
in order to im’alidate the liguidated damages provision. To the extent

4hat the amow paid cxeeerds three percent of the puarchase price, the

meller has the Ll rden of establishing that sueh gddifional amount w
reasonable “under the cirewmstances existing at the time the contae ct
vas made.” As 1o the interpridation of ! undu the circumstances exist-
tug al the time the contract was made,”’ see the discussion in the Com-

comenl to Reetion 1671,

Section 1675 rloes vat apply to contract procisions eoncerning any-
thing other than liguidated dampees for the buver’s failure to pur-
chase the property (see Section 1679 The section does not, For exam-

-ple, apply to a provision Liquidating the damaees if the seller fails to

perforin, Nor does the section affect the seller's right to tham spouific

.perfu:mance (see Scetion 1650).

Where 2 liquidated damages provision is valid wader this section,
the Jlimitations of Section 3307 {damages for breach of agreement to

* purchase real estate) do not apply.

Civil Code § 1676 (added)._ Contract to purchase
other real property
1676. Except as provided in Section 1675, a provision

.in a contract to purchase and sell real property

liquidating the damages to the seller if the buyer fails to
purchase the property is wvalid .if it satisfies the
requirements of Section 1677 and the reqmrements of
subdivision (b} of Section 1671.

[Legislative Committee Comment—-Senate}]

Comment.  Section 1676 applies the standard of subdivision {b) of
Sectiorr 1671 to a liguidated damwages provision fur the buyer’s default
in a contract fo purchase ancd.ssit real p10nnrtv other than residential

-property as defined in subdivision (a) of Section 1675. See Conunent
«to Section 1671 Henee, if the applickble requirements of Seclion 1677

arc satisfied, {he Nouidated damages provision Is valid unless il:e buyer

" establishes thut the provision was unreusonable under the circumstances

existing at the thue the contrast was made. Sce the discwssion in the
Lmnment to Section 671 for an ,umrmmatmn ot this standard,

The thmMm dumages provision 13 not valid unless it is separaiely
signed or initialed by the parties and, if the wontract 1s printed, the
provision salisfies cevtuin type-size rn_qum:m*‘nts Sep Section 1077

Beetinn 1676 does nat app]i 1o contract prmmons COnLering any-

“thing other than liquidated demages for the buyer’s Tailure to ]Juuhuse

p—
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‘the property. See Section 1679, Scetion 1076 docs not, for example,
apply to a provision linuidating damuges il the seller Falls ta perform.
- Nov does the section affeci the seller’s right te ohinin specific per-
formance, See Suetion 1650, Sectlon 1676 does not apply to real prap-
eriy saies vontracts as defiuad i Scetion 20533, See Scetion 1681,
Where o ligitdated damazes provision is velid wnder this seetion, -
~the limitations of Seetion 233067 (damages for breach of agrcement lo
purchass real’estate) do nat apply, : ' " .

Civil Code § 1677 (added). Separate signing or
initialing; additional requirement for
printed contracts

. 1677. A provision in a contract to purchase and sell
real property liquidating the damages to the seller if the
buyer fails to purchase the property is invalid unless:

{a) The provision is separately signed or initialed by
each party to the contract; and

(b) If the provision is included in a printed contract,
it is set out either in at least 10-point bold type or in-
contrasting red print in at least eight-point bold type.

o . |
[Law Revision Commission Comment ] i

Comment. Section 1677 establishes formal requirements for
execution of a provision liquidating the damages if the buyer
defaults in his agreement to purchase real property. The
provision is invalid unless separately signed or initialed by each
party to the contract. This requirement is adapted from the Real
Estate Purchase Contract and Receipt for Deposit, approved in
form only for use in “simple transactions™ by the California Real
Estate Association and the State Bar of California. The
requirement is extended to.all contracts providing for the
forfeiture of payments as liquidated damages to the seller if the
buyer fails to complete the purchase. This will make it more
likely that the parties will appreciate the consequences of this
important provision. See also Section 1678 (separate signing or
initialing for subsequent payments). The requirement of a
separate signing or initialing provided by this section does not
apply to anything other than liquidated damages for the buyer’s
failure to purchase the property.

Section 1677 also establishes minimum type size for a provision
in a printed contract to purchase and sell real property
liquidating the damages to the seller if the buyer fails to purchase
the property. The tvpe size requiremenls are designed to
provide further assurance that the parties will be aware of the
consequences of the liquidated damages provision. The provision
for contrasting red print in at least eight-point bold type is taken
from Section 2984.1 of the Civil Code {contract provision
regarding insurance coverage in conditional sales contract). The
alternative provision, requiring at least 10-point bold type, is



comparable to that found in various other recently enacted
statutes. £.g., Civil Code §§ 1803.2 and 1803.7 {retail installment
contracts), 1916.5 (variable interest provision), 2984.3 (buyer’s
acknowledgement of delivery of copy of conditional sale
coniract).

Civil Code § 1678 (added). Separate signing or
initialing for subsequent payments o
1678. 'If more than one payment made by the buyer
is to constitute liquidated damages under Section 1673,
the amount of any payment after the first payment is
valid as liquidated damages only if (1} the total of all such
payments satisfies the requirernents of Section 1675 and
(2} a separate liquidated damages provision satisfying the
requirements of Section 1677 is separately signed or
initialed by each party to the .contract for each such
subsequent payment. :

[Legislative Committee Comment—-Senate]
-Comment.  Section 1678 s included to proteet the buyer of residen-
“tial preperiy by reguirine a separately signed or initialed sgreement -
whenever any payment mode after the first paymeant is to be lignidated
damages if the buver fails fo purchase veal property. The secetion rec-
conizes thui ft's*quf:utl}' i daposit is made ab the time the agreement to
gell and to parclizse the property is made and a second pavmenf is
made at the time the eserow is u]kupd The pryment ruade at the {ime
tha eserow is opened {or ab seroe other timed can be relained by the
seller ‘as liquidated damages only if there 35 a valid agreoment so
: providihg and there s a sepatsie signing or initialing for the sub-
Tosogquent payment. The stondavd provided by Seetion 1673 is applied
tr.b the tetal of all pavewnis—the f‘l\h and any subseguent 1;.1\)11@111,3—
('[Cs:r'ndtcd s ligus umed dinnages by the con*xact .

Civil Code § 1679 (added). Chapter applies only to
liquidated damages for failure to purchase property

1679. This chapter applies only to a provision for
liquidated damages to the seller if the buyer fails to
purchase real property. The wvalidity of any other
provision for liquidated damages in a contract to
purchase and seil real property is determined under
Section 1671.

{Law Revision Commission Comment ] "-
Comment. Section 1679 makes clear that this chapter does
not apply to contract provisions concerning anything other than
liquidated damages for the buver’s failure to purchase the
property. The chapter does not apply, for example, to a provision
liquidating the damages if the seller fails to perform. Such
damages are covered by Section 1671. Nor does the chapter affect

the seller’s right to obtain specific performance (see Section
1680}).
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Civil Code § 1680 (added). Right to obtain specific
performance

1680. Nothing in this chapter affects any right a party
to a contract for the purchase and sale of real property
may have to obtain specific performance.

[Law Revision Commission Comrent] i

Comment, Section 1680 makes clear that this chapter does
not affect the rule under existing California law that the right of
the seller to obtain specific performunce of a contract for the
purchase of real property is not affected by the inclusion in the
contract of a provision liquidating the damages to the sellerif the
buyer defauits on his agreement to purchase the property. See
Section 3389, People v. Ocean Shore R K., 90 Cal. App.2d 464, 203
P.2d 579 (1949), and other cases interpreting Section 3389.

Civil Code § 1681 {added). Real property sales
contracts excluded
1681. This chapter does not apply to real property
sales contracts as defined in Section 2983,

. s . . |
[Law Revision Commission Comment ] :

Comment. Section 1681 makes clear that this chapter does
niot apply to real property sales contracts as defined in Section
2985 {commonly called installment land contracts). No change is
made in the law that governs the extent to which payments made
pursuant to such contracts may be forfeited upon the buyer’s
default. :

Civil Code § 1951.5 (technical amendment)

19515, Section 1671, relating to liquidated damages,
applies to a lease of real property.
l

[Law Revision Coumission Comment ]

Comment. Section 1951.5 is amended to reflect the repea] of
Section 1670. It should be noted that Secton 1671 has been
amended to change the rules governing the validity of liquidated
damages provisions in certain cases. See Section 1671 and
Comment.

Civil Code § 3358 (technical amendment)

3358. Except as expressly provided by statute, no
person can recover a greater amount in damages for the
breach of an obligation than he could have gained by the
full performance thereof on both sides.

[Law Revision Commission Comment] ‘
Comment. Section 3338 is amended to replace the former
Hsting of specific provisions with a general reference to statutes
thal constitute an exception to the rule stated. The former listing
of specific provisions was incomplete. See the Comment to

Section 1671.
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Educatmn Code § 23120

s Arbc!e 7 Consrrucbon Conrracts

23’1.90 : aTbe Regeﬂfs of the Umverszfy 01" Caf}forma
‘ma y.include or cause-to be included in a contract for a
“construction project for the University of California a
- provision establishing the time withinr which the whole or
“-any specified portion of the work contemplated shall be .
completed. The provision may provide that for each day
“eompletionr is delayed beyond the specified Hme, the
comliractor -shall’ forfeit and pay to the Regents of the
“University of California a specified sum of money, to be
* deducted from-any payments due or to become due to
‘the contractor. The sum so specified is valid as liquidated
damages unless manifestly unreasonable under the

_efreumstances existing at the ime the contract was made.

A contract for such a project may also provide for the
payment of exira compensation to the contractor, as a
bonus for completion prior o the specified Hine. Such
provisions, if used, shall be included in the specifications
and shall clearly set forth the basis for such payvments.

"Nothing “In this section restricts the authority of the

Regents of the University of California to include any
other provision concerning liquidated a’amages in any
contract for a construction prq;ect

|

[Legislative Committee Comment--Senate] |
Comwment. Section 22100 is added to provide a standard for deter-
mining the validity of a liguidated damages provision for late comple.
tion of a contract for a consiruction projeet for the University of
California, Section 23170 is compuarable to Goverament Code -Seetions

_'71_-131‘(3 aud 23059.85 and Btrests and Highways Code Section 5231.5.
".Civil Code Section 1671 does not apply to the liquidated damages pro-

99

- yisions for late completion in contructs wnder Section 23190, See Civil

Code § 1671(a){gencral provisions not applieabie where special statute
provides standard for determining \'}11(]'1} of liguidated damages pro-
vision). The last sentence of Sectieu 23190 mukes elear 1hut the section
toes not restrict the authority of the Hements of the Urniversity of
Ca] fornia to include auy other provision concerning liquidated damages
in a eonstruction eontrast. Such other provisions are governed by
Civil Cede Section 1671. o :

Goverpment Code § 14375 (amenced). Contracts under State Con-
tract Act S

'14376.  Every contract shall contain a provisidn in

‘regard to'the time when the whole or any specified
" portion of the work contemplated shall be completed, -
- and shall provide that for each day completion is delayed

beyond the specified time, the contractor shall forfeit and .
pay to the state a specified sum of money, to be deducted
from any payments due or to become due ‘to the-

T



- contractor. The sum so specified is valid as liquidated.
damages unless manifestly unreasonable under the”
“circumstances existing at the time the contract was made.
A contract for a road project may also provide for the
payment of extra compensation to the contractor, as a
bonus for completion prior to the specified time, such
provision, if used, to be included in the specifications and
to clearly set forth the basis for such payment. -~

[Legislative Committee Comment--Senate] :

Coniment. Section 14370 is amendod lo provide a standard for de-
“termining the validity of a liguidaled damages provision for late

. eompletion of a eonirast governed by this sevtion. Prior o this amend-

ment, the standard for detevrining the velidity of soch contract pro-
nsmns was unetear. Civil Code Seetion 1671 dees not apply 1o contracts
under this section. Sce Civit Cade § 1671(a )LgL‘[lElrli provisinns not

applicable where speeial stetuie provides stands .rd for c‘etermnnufr_

validity of liguidated da:nsges provision),

Government Code § 53050.85 (emended). Local public works con-
tracts t I : -
- 53069.85. The legislative body of a city, county or |
district may include 6r cause to be included in conlracts
-for public: projects-a provision establishing the time
within which the whole or any specified portion of the
work. éontemplated shall be completed. The legislative
_body .may - provide . that for. each day completion -is =
delayed beyond. the specified. time, the: contractor shall .-
forfeit and pay: to such agency involved a specified sum
of money, to be deducted from any payments due or to
-become due to-the.contractor. The sum so specified.is
valid  'as- liquidated damages. unless - manifestly
‘ unr,e’asonable under the circumstances existing at the -
time the contract was made. A contract for such a project
may also provide for the payment of extra compensation
to the contractor, as a bonus for completion prior to the
specified time. Such provisions, if used, shall be included
in the specifications upon which bids are received, which -
specifications shall clearly set forth the provisions.

[Legls lative Committee Comment——Senate]

" Comment. Section 5305085 is amended to provida a standard for

“determining the validity of a liguidaied dumages provision fer late
completion of & eontract governed by this seciion. Prior to this amend-
ment, the standard for delermininyg the validity of such contrzct pro-
vistons was unclear, Civil Code Section 1671 doos not apply to contracts
uncer this section. See Civil Code § ]u!l.\.ﬂ(ﬂeue‘"i provisiops not
applizcable where spnrml statute provides standard for defcmmmw
validity of lguidated dannges plox‘:,mu)

Streets & Highways Code § =2 (amﬂndeﬂ) lmnrmement ﬁct
of 1511
5254.5. At any time pnor to pubhcatlon and postmcr

notice inviting bids, the legislative body by resolution,
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“may determine that in the event that the contractor,
contracting owners included, does not complete the work
within the time limit specified in the contract or within
such further time as the legislative body shall have
authorized, the contractor or contracting owners, as the
case may be, shall pay to the city liquidated damages in
the amount fixed by the legislative body in said
resolution. The amount so fixed is valid as hqmdated
damages unless manifestly unreasonable under the
circumstances existing at the time the contract was made:
1f such determination is made, the plans or specifications
and the contract shall contain provlsmns in accordance-

therewith.

Any moneys recewed by the city on account of such
liquidated damages shall be applied as follows: '

(1} If received prior to confirmation of the assessment,
such, moneys shall be applied asa c,ontnbuhon ag,amst the
assessiient.

(2} I{ received after the confirmation bf the
assessment, such moneys shall be applied in the manner
provided in Section 5132.1 for the dlh.pomtxon of excess
acquisition funds.

(3} If a contribution has theretofore bebn made or
ordered by any agency, the legislative body may order a
refund’ to the contributing ageney in the proportion
which said contribution bears to the total costs and
expenses of the work,

' {

*

[Legislative Committee Comment--Senate]
Comment. Section 52345 is amended tn provide a standard for
~determining the wvalidity of a liquidated damages pr evision for late
" eompletion of a centract under this section. Prior to tuis smendmest,
“the standard o1 determi ving the val Ydity of such coniraeil provisions
T owus wietear, Civil Code Seetion 1671 dovs not apply to contracts vnder
this section. See Civil Code § 1671 ( J{""nm t provisions not applicabls
© where ‘:;1(‘{‘131 statute prevides standard for deterwining validity of
lxq-uuatpu SO prmmon} : :

Operative Date

This act shall become operative on July 1, 1977.

Comment. The delerred operative date will allow time for
development and printing of form contracts for the purchase and
sale of real property. The act establishes reqmrements for the
form of such contracts.

Application to existing contracts

This act applies only to contracts made on or
after July 1, 1977.

/]



