
#72 10/3/73 

Memorandum 73-78 

Subject: Study 72 - Liquidated Damages (Comments on Tentative Recommendation) 

The Commission has received over 25 letters commenting on the tentative 

recommendation relating to liquidated damages. The letters are attached as 

Exhibits I-XXVIII. A copy of the recommendation as it was sent out for com

ment is attached to this memorandum. A few writers gave their full (see Ex-

hibits XIX and XXIII) or qualified support (see Exhibits II, III, XIII, XV, 

XVII, XXI, XXII, and XXVII). Most of the letters contained substantial criti-

ciam. The Orange County Bar Association submitted a resolution supporting the 

tentative recommendation to the Conference of Delegates of the State Bar, but 
this was opposed by the San Diego county Bar Association on the grounds that 
the recommendation is tentative only. (See EXhibit XXIV.) We·dci'not·knOw~the 

final disposition of this matter. 

The most common objections are that the allowable percentages concerning 

late payment charges and land deposits are too high, that consumers should be 

exempted, that residential housing should be exempted, that the burden should 

not be shifted, that adhesion contracts are not properly dealt with, and that 

the recommendation is generally pro-lender/seller and anti-consumer/resident/ 

buyer. 

The substance of these criticisms is dealt with section by section below. 

I. Section 2954.6 - Late Payment Charges 

At least two bills have been intrOduced in this session of the Legislature 

which are relevant to the part of the recommendation dea1ing w[th late payment 

charges on loans secured by a mortgage or deed of trust on real property. 

(See Exhibit XXXI.) Senate Bill 304, which has been signed by the Governor, 

allows mortgage loan brokers to impose a late charge of 10 percent of the 
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installment due on a loan secured by a mortgage or deed of trust on real 

property or $5, whichever is greater. The late charge may be imposed only 

once and a 10-day grace period is provided. The part of S.B. 304 dealing 

with late charges should be repealed if the proposed Section 2954.6 is enacted. 

Assembly Bill 105 provides for a late charge not exceeding 10 percent of 

the installment due on loans secured by a mortgage or deed of trust on single

family, owner-occupied dwellings. A.B. 105 passed the Assembly (58-0) but, 

according to a usually reliable source, has not passed the Senate because of 

opposition from the Department of Consumer Affairs. 

As things stand now, there is still a need for legislation in this area. 

A. Garrett v. Coast & Southern Fed. Sav. & Loan Ass'n 

At the July meeting, the Commission put off consideration of the comments 

on the tentative recommendation relating to liquidated damages until after the 

California Supreme Court's decision in Garrett v. Cosst & Southern Fed. Sav. & 

Loan Assln, 9~Cal.3d 731, 511 P.2d 1197,108 Cal. Rptr. 845 (1973). A copy 

of the decision is attached to this memorandum as Exhibit XXXII. 

In Garrett, the court holds that a late charge on an installment payment 

on a loan secured by real property amounting to two percent per annum for the 

period of delinquency assessed against the unpaid princi~l balance is invalid 

as a penalty under the statutory standard of Civil Code Sections 1670 and 1671 

(void unless impracticable or extremely difficult to fix) and case law re

quiring a "reasonable endeavor to estimate a fair average compensation" for 

the loss. The court concluded that any late payment charge based on the un

paid balance is punitive and does not represent a reasonable endeavor and, 

therefore, is void. (~at 740.) The court also said that late charges 

should not be extremely difficult to fix although it might be impracticable 
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~o do so where it is shown that the cost of ascertaining damages is in excess 

of a reasonable sum agreed to in advance. The court would enforce a liqui-

dated damages clause in such a case where the parties had reasonably endeavored 

to fix a fair compensation. (rd. at 741-742.) 

The holding in Garrett is based on case law and Civil Code Sections 1670 

and 1671. Since the recommendation would repeal Sections 1670 and 1671 and 

~~ke the cases interpreting those sections largely inapplicable, the holding 

in Garrett does not bear directly on the recommendation. However, Garrett 

does give an indication of how certain aspects of the recommended provisions 

might be interpreted by the court. Proposed Section 2954.6(c)--a11owing a maxi~ 

charge of 10 percent of p~ncipal and interest included-in the-installment 

where a majority of the installments are each less than $500--would not con-

flict with the letter of Garrett since the charge found to be void there was 

a percentage of principal remaining due and unpaid rather than percentage of 

installment. However, the interpretation of subdivision (b), which in rele-

vent part requires late charges to satisfy the standard of Section 3319 "and 

all other applicable proviSions of law," might very well be affected. Pro-

posed Section 3319 makes liquidated damages provisions presumptively valid 

unless it is shown that the provision "was unreasonable under the circumstances 

existing at the time of the making of the contract." The Comment to this 

section explains that one relevant consideration in determining whether the 

amount is unreasonable is "the range of damages that reasonably could have 

been anticipated by the parties." Garrett indicates that late charges under 

subdivision (b) could reasonably be calculated (although it must be remembered 

that the court states that it might often be impracticable to.do so). Speci-

fically, the court said that the 

lender's charges could be fairly measured by the period of time the money 
was wrongfully withheld plus the administrative costs reasonably related 
to collecting and accounting for a late payment. (rd. at 741.) 
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This standard would probably be applied to late charges under proposed Section 

2954.6(b). 

B. Ten Percent Is Too High 

A frequent comment regarding both late payment charges and land sale 

deposits is that the allowable charges are too high, and/or that only the 

actual damages should be allowed. It was said that the 10-percent charge was 

too high, particularly for the occasional, unintentional delay in payment such 

as might be caused by gOing on vacation or a delay in mail delivery. (See 

Exhibit III.) David Jackson, the attorney for plaintiffs in Garrett v. Coast 

& Southern Fed. Sav. & Loan Ass'n, states that the 10-percent charge is 

"grossly in excess of what actual damages are in fact." (See Exhibit XI.) 

He suggests that, on an 8 percent loan where a $200 payment is withheld 30 

days, the lender would not be damaged over $2 or $3, but the charge under the 

proposed Section 2954.6 would be $20. In addition, he argues that Civil Code 

Section 3302--which provides that "the detriment caused by the breach of an 

obligation to pay money only, is deemed to be the amount due by the terms of 

the obligation, with interest thereon"--requires the charge to be no more than 

the interest lost. (See Exhibit XII.) However, Garrett refers to Section 3302 

in footnote 11 as follows: 

Damages resulting because of the wrongful withholding of money are 
fixed by law (§3302) and the other damages resulting because of a 
borrower's default on an installment, such as administrative and 
accounting costs, would not appear to present extreme difficulty in 
prospective fixing. 

Hence, Garrett suggests that Section 3302 does not preclude assessing reason-

able administrative and accounting costs in addition to the loss of interest. 

Section 2954.6(c) would be a statutory exception to the application of a strict 

interpretation of Section 3302. Since there is a conflict, the Comment to 

Section 2954.6(c) should state that that section is an exception to Section 

3302. 
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Several letters claimed that the 10-percent late payment charge in Sec

tion 2954.6(c) would cause all lenders who charge less to raise their rates 

to that level and, therefore, that it is an undesirable revision. (See Ex-' 

hibits VII and XII.) 

Exhibit XIV suggests that the presumed validity of a 10-percent charge 

under Section 2954.6(c) be eliminated and that a standard of reasonableness 

including the touchstone of actual damages should be applied in all cases. 

This approach would not accomplish the purpose of avoiding expensive litiga

tion over small amounts of damages recognized in the preliminary part of the 

recommendation and most recently in Garrett. 

The passage of S.B. 304 may be taken es an indication that a figure less 

than 10 percent is unrealistic' although, on the other hand, the nonpasssge 

of A.B. 105 indicates that those wishing a lower rate also have significant 

power in the Legislature. 

C. Partial Payment of Installment 

Exhibit IX raises the problem of partial payment of the installment due 

and suggests that, where the borrower pays part of the payment, the late 

charge should be based upon the amount of the installment remaining unpaid 

rather than upon the whole payment. (See Exhibit IX, p. 3.) The Commission 

has previously considered this point and decided that the charge should be 

imposed if .!!:!! payment has not been made. This course was chosen because of 

the difficulty involved in determining how partial payments should be allo

cated between impound accounts and principal and interest. 

D. Notice 

Exhibit III suggests that a notice of default be required before the 

10-percent late charge is assessed. Siml.lArJ.y, another letter proposes that 
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the lender be required to send notice before assessment of the late payment 

penalty since otherwise the "full deterent effect of the late payment charge 

may well not be felt." (See Exhibit IX, p. 4.) However, the provisions of 

existing law should be adequate. Section 2954.5 (see Exhibit XXIX) provides 

for either a written notice after which the borrower has six days to cure 

the delinquency or a statement of the date when charges will be assessed to 

be included with the billing for each installment. Subdivisions (b) and (c) 

of Section 2954.6 both specifically provide that Section 2954.5 must be 

satisfied. 

Exhibit VI suggests that late payment provisions under Section 2954.6(c) 

(where each of· a majority of payments is under $500) should be required to be 

signed or initialed as is provided in Section 3320 for land sale deposits. 

This could be provided in the hope that borrowers then would know what charges 

they are subject to for late payments. However, it may be argued that such 

a provision is not needed at least in Section 2954.6(c) since the 10-percent 

figure is a maximum whereas under Section 3320 the five_percent figure is not. 

What does the Commission wish to do? 

E. Risk of Nondelivery 

Three letters disagreed with the Commission policy to put the risk of 

nondelivery of the payment on the borrower under Section 2954.6(c). (See 

Exhibits II, p. 1; III; and IX, p. 3.) One noted the difficulty with the mail 

service and suggested that, since the lender did not have to maintain payment 

offices, he should assume the risk of nondelivery. Another said that lenders 

are better able to bear the risk since they can utilize insurance schemes and 

that the imposition of late charges where the borrower has timely mailed the 

payment does not further the policy of motivating the borrower to make timely 
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payment since he has done what he could short of hand delivery. (See Exhibit 

IX, p. 3.) If late paying borrowers in large numbers are truly cautious, they 

will bedevil the lenders with telephone calls to make sure that the payment 

has been received, thus increasing the costs to the lenders. This would be 

avoided if the risk is put on the lender by making payment effective when 

mailed although, as has been discussed at previous meetings, this opens the 

way for fraud on the part of unscrupulous borrowers. The Commission may want 

to reconsider the risk of nondelivery in light of these comments. 

F. Default and Waiver 

Exhibit XXVII raises the following questions: 

Proposed Section 2954.6(c)(I) requires the lender to apply an install
ment payment to the current payment while prior installments are 
still delinquent. If the loan is in default, must the lender accept 
such part-payment; and, if he does, has he waived the default so that 
foreclosure cannot be had on the still delinquent payment. If he can 
and does refuse to accept the current payment, may he thereafter claim 
a late charge for that installment. 

The staff does not think that there is any implied requirement in Section 

2954.6(c)(1) that the lender accept payments. but, once he does, the payment 

must be applied to installments currently due in order that they will not 

become delinquent. No legitimate purpose would be served in applying a payment 

to a past delinquent installment for which a late charge has probably been 

assessed. Each delinquent installment is a default, and those remaining un-

paid continue as grounds for foreclosure as a matter of other law. See,~, 

Bisno v. Sax, 175 Cal. App.2d 714, 724, 346 P.2d 814, (1959). The staff 

does not see how the proposed Section 2954.6(c)(1) would imply any alteration 

of the general rule. Under this section, the default remains on the basis of 

the previous delinquent installment; if it were left to the discretion of the 

lender, the payment could be applied to cure the previous delinquent installment 
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which would result in the current installment becoming delinquent. In both 

cases, one installment is delinquent and, hence, is a default. The last 

question raised by the writer is not answered by Section 2954.6. However, 

it seems obvious to the staff that the lender should not be able to refuse 

an installment payment and also claim a late charge on that payment. This 

should be true regardless of whether there is a previous delinquent install

ment remaining unpaid. It also seems fairly clear that the word "paid" in 

the first sentence of Section 2954.6(c)(1) precludes assessment of the late 

payment charge where the payment has been paid, even if refused. If the Com

mission thinks the language is insufficient in this regard, subdivision (c)(l) 

could be changed to read "tendered or pa id. " 

G. Lender' 6 Option to Add Charge to Principal 

Two writers suggest that the lender should be required to give notice to 

the borrower before he exercises his 0ption under Section 2954.6(d) to add a 

late payment charge to principal which has not been paid 40 days after the 

installment due date. (See Exhibits XVII, p. 3, and XXVII, p. 2.) Notice of 

the assessment of the original penalty is provided for by Section 2954.5 

(attaChed as Exhibit XXIX) as discussed in part D above; however, Section 

2954.5 does not cover the addition of the charge to principal. The staff recom

mends that it be provided in Section 2954.6(d) that the option is exercisable 

only after notice to the borrower since it seems equitable that the borrower 

be informed that the principal is being increased. The borrower could be 

informed of this option at the time of the original agreement or in the notice 

required by Section 2954.5, but these alternatives are insufficient since they 

would not inform the borrower that the option was actually going to be exer

cised. 
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Exhbit XVII suggests that, after 40 day~the lender should be able to 

increase the late payment charge since additional accounting and administra

tive costs may be incurred. The staff recommends against this course since 

it would be too complex, the 10 "tlercent charge seems entierely adequate, and the 

option allows the lender to assess interest on the charge from the time it 

is added to the principal. 

Exhibit XVII also suggests that the late payment charge which is added to 

principal should become immediately due and payable and that the addition of 

the charge to principal should not preclude the lender from treating the 

fai:J.uxe to pay the charge as a default. The staff recommends that no change 

be made in the policy of Section 2954.6(d). Exhibit XVII further states that 

the writer did not understand from reading subdivision (d) that, as the Com

ment says, the lender cannot treat the failure to pay the charge as a default 

once it has been added to principal. To remedy this ambiguity, the staff 

recommends that the second sentence of the Comment to subdivision (d) be 

added to subdivision (d) of Section 2954.6. 

H. Usury 

Exhibit XXVII states that the statute should indicate whether late 

charges are interest, handling charges, or forfeitures and suggests that, if 

they are interest, there may be a usury problem. The staff thinks that label

ing the charges as suggested would not accomplish anything; if it should be 

held that they are unconstitutional interest charges, labeling. late payment 

charges as statutory forfeitures or handling charges would surely not save 

them. 
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II. Section 3319 - General Liquidated Damages Provision 

A. Adhesion Contracts and Criteria of Reasonableness 

Several letters expressed concern about adhesion contract situations. 

(See Exhibits VII, VIII, IX, X, XIII, XIV, XVII, and XXI.) One letter sug

gests that the presumption in favor of liquidated damages should apply only 

where the agreement is negotiated and that this could best be accomplished 

by amending the existing Section 1671. (See Exhibit XI.) 

Other letters suggest that consumer contracts and residential leases 

should be taken out of the coverage of Section 3319 in order to avoid the ad

hesion situation. (See Exhibits VIII, p. 2; IX, p. 3; and XXI; see also the 

discussion of public works contracts in part II, C. below.) Of course, late 

payment charges in retail sales, real estate loans, and automobile financing 

are covered by other provisions as the Comment to Section 3319 states; hence, 

the effect of Section 3319 in the consumer area will be minimal. Some writers 

would shift the burden to prove reasonableness back on the party seeking to 

enforce the liquidated damages provision in certain classes of cases. 

Another suggested alternative would be to specify some factors of reason

ableness in the language of Section 3319 rather than in the Comrnent--such as 

the relationship between the parties at the time the contract was made (see 

Exhibit XXI), whether the contract was a form contract (~ee Exhibit XVII, p. 2), 

and the relationship to the actual damages (see Exhibits IX, p. 4, and XIV, 

p. 2). A listing of factors such as these would be in line with the consult

ant's study. See Sweet, Liquidated Damages in california, 60 cal. L. Rev. 84, 

144-145 (1972). Apparently, it is widely felt that the standard of reasonable

ness should guard against abusive adhesion contracts and utilize the standard 

of actual damages. Furthermore, it is feared that the discussion in the 
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Comment is inadequate to protect those attacking liquidated damages clauses 

in adhesion and other contracts. Whether or not the policy of Section 3319 

is chan~d, the Commission should consider listing major elements of reason-

ableness in the statute rather than in the Comment. 

A range of alternatives exist: (1) Existing law (Civil Code Sections 

1670 and 1671) could be retained. (2) The recommended Section 3319 could be 

approved without change. (3) Section 3319 could be approved with a list of 

factors to be considered in determining reasonableness such as are now listed in 

the Comment or including other factors. (4) Certain classes of cases such as all 

consumer tranBactions and residential leases could be subject to existing law 

while other cases would be subject to Section 3319. (5) A procedure could be 

developed whereby the issue of adhesion is first determined; then, if it is 

determined that the contract is adhesive, the party seeking to enforce the 

liquidated damages clause would have the burden and, if the contract is not 

adhasive, the party attacking the clause would have the burden. (6) The ccn:sult-

ant's recommendation could be adopted and Section 3319 be revised to adopt 

the principle of Commercial Code Section 2718 which reads in part as follows: 

2718. (1) Damages for breach by either party may be liquidated in 
the agreement but only at an amount which is reasonable in the light of 
the anticipated or actual harm caused by the breach, the difficulties of 
proof of loss, and the inconvenience or nonfeaSdbility of otherwise ob
taining an adequate remedy. A term fixing unreasonably large liquidated 
damages is void as a penalty. 

Professor Sweet has adapted Commercial Code Section 2718 as follows: 

Where reasonable, a contractual stipulation of damages for contract 
breach is valid. Reasonableness may take into account: 

1. The contract terms; 

2. The facts and circumstances surrounding the making of the 
contract and its breach; 
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3. The anticipated harm; 

4. The actual harm caused by the breach; 

5. The difficulty of proof of loss; and 

9. The inconvenience or nonfeasibility of otherwise obtaining 
an adequate remedy. [SWeet, supra, at 144-145.) 

The staff recommends that the Commission adopt this approach. There would 

then be no real difference between the standards applicable to liquidated 

damages provisions in contracts generally and in contracts for the sale of 

goods. It should be noted that this approach would allow the court to take 

into account the actual harm caused by the breach, whereas Section 3319 as 

now drafted provides for the determination of reasonableness solely on the basis 
of the circumstances existing at the time the contract was made. The burden of 
proving unreasonable~ss should still be on the party attacking the clause. 

B. Notice Provisions (Section 3319) 

Exhibit :r:v suggests that the party against whom a liquidated damages pro-

vision is applied should be afforded notice that he may bring an action to 

determine whether the amount of the damages is reasonable. Such notices are 

often provided where there is a special procedure for claiming exemptions. 

(See, ~, Judicial Council forms for writ of execution; Section 723.122 of 

the Recommendation Relating to Wage Garnishment and Related Matters; and 

Section 512.040 of the Recommendation Relating to the Claim and Delivery Statute,) 

However, there is no special procedure here, and we are dealing with contract 

provisions rather than judicial proceedings. The staff thinks that there is no 

particular need for a notice of the nature suggested, although it might be 

beneficial especially in consumer situations covered by Section 3319. 

Another letter suggests that a statement be included in forms explaining 

what liquidated damages are since the unsophisticated might not know (Exhibit 

XIII) . 
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C. Public ({orks Contracts 

Six letters concern public works contracts. (See Exhibits V, X, XX, XXII, 

XXV, and XXVIII.) They note the different nature of public works contracts 

resulting from the necessity of the public entity to rely on the competitive 

bidding procedure and the extreme difficulty of accurately estimating the harm 

caused by a delay in performance. In almost all cases the amount of the liqui

dated damages is not negotiated nor adequately estimated. Therefore, it is 

claimed, the amount is usually too far from actual damages to satisfy the courts 

under the current scheme of the law. In theory this may be true, but apparently 

such clauses are usually enforced. See Sweet, Liquidated Damages in california, 

60 cal. L. Rev. 811, 122 (1972). The public entities admit frankly that, in their 

view, a major purpose of liquidated damages provisions is to get the project 

done as quickly as possible to avoid the adverse consequences to the public of 

a delay in public works projects. Hence, letters from public entities tended 

to support the proposed Section 3319. However, some want it clarified that the 

section applies to public works contracts and that the lack of negotiation is 

not significant. One writer suggests legislation of a specific minimum amount 

in public works and procurement contracts which would be presumed reasonable 

since he doubts that public entities would make a great effort to satisfy the 

standard of Section 3319 in order to survive a challenge. (See Exhibit XX, p. 2.) 

The staff agrees that the difficUlty of estimating damages and the extent 

of the harm involved in a breach of a public works contract may often be of a 

greater magnitude than in other contracts, but the staff thinks that such 

problems are not of a significantly different kind and that the present recom

mendation is not insufficient in this regard. The staff recommends that the 

Oommission not get involved in this complex problem at this time other than 

perhaps to make clear in the Comment that the provision applies to public 
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contracts as well. If the criteria of reasonableness are moved from the Com

ment to the statute, perhaps it should be provided that the lack of negotiation 

is not material in such contracts. 

Government Code Section 14376 currently provides that state contracts 

shall contain provisions for penalties for late completion and bonuses for early 

completion. cal. Stats. 1973, Ch. 83 (adding Govt. Code § 53069.85 effective 

January 1, 1974) gives cities, counties, and districts the authority to in

clude similar provisions in public works contracts. The question of the rela

tion between these provisions and Section 3319 is raised. Government Code 

Sections 14376 and 53069.85 (attached as Exhibit XXX) are somewhat vague; they 

do not appear on their faces to be a determination that such clauses are neces

sarily valid. Silva & Hill Constr. Co. v. Employers Mutual Liab. Ins. Co., 

19 Cal. App.3d 914, 97 Cal. Rptr. 498 (1971), held that Government Code Section 

14376 is a legislative determination that such charges for late completion 

fall within the language of Civil Code Section 1671 that, to be valid, damages 

must have been impracticable or extremely difficult to fix. That decision did 

not say whether the other judicially developed requirements apply--such as that 

the amount must reflect a reasonable endeavor to estimate probable damages. 

The Department of Transportation (Exhibit XXVIII) reports that it is content 

with the requirements of the State Contract Act (including Gcvt. Code § 14376) 

and anticipates that Section 3319 will not affect operations under that act. 

Should Section 3319 make clear that public works contracts involving 

clauses under Government Code Sections 14376 and 53069.85 are subject to the 

rule of reasonableness? Or should such contracts be exempted from the coverage 

of Section 3319? 

One letter concerning public works contracts expresses a contractor's 

viewpoint. (See Exhibit X.) This writer notes the adhesive nature of the 
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public works contract and particularly objects to the practice of allowing 

the public entity to grant or deny requests for time extensions and determine 

the amount of the penalty to be assessed. In addition, the writer thinks that 

it is inequitable to allow public entities to exempt themselves from dsmages 

to the contractor and limit contractors to obtaining extensions of time. The 

conclusion of this writer is that no general liquidated damages recommendation 

should be proposed until the particular problems involved in public works 

contracts, and construction contracts generally, are solved. 

D. Legal Services contracts 

Exhibit I suggests that some attorneys may seek to avoid the holding in 

Fracasse v. Brent, 6 cal.3d 784, 494 P.2d 9, 100 Cal. Rptr. 385 (1972), by 

means of liquidated damages clauses. Fracasse held that an attorney who is 

discharged with or without cause is entitled only to the value of his services 

up to the time of discharge and that a cause of action does not accrue under 

a contingent fee contract until the occurrence of the contingency. The writer 

does not indicate how he would resolve the problem regarding liquids ted dsmages 

in retainer agreements, but he suggests that perhaps the entire area of attorney 

compensation would be an appropriate subject for Commission study. 

Professor Sweet writes that, under current law, "legal services, like 

broker's services, are relatively easy to value, and therefore probably cannot 

be liquidsted." Sweet, Liquidated Damages in california, 60 cal. L. Rev. 84, 

III (1972). Section 3319 would prohably change the result stated by Sweet 

since reasonableness at the time of contracting would be the only criterion. 

Fracasse however would conflict with the poli,cy of Section 3319. Fracasse 

holds that the attorney is entitled only to recovery of the quantum meruit. 

It should be noted that Fracasse did not deal with a liquidated damages provision. 
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In a case deciding the conflict between a liquidated damages clause subject 

to Section 3319 and Fracasse, the court might hold all liquidated damages 

provisions in retainer agreements to be unreasonable under Section 3319 in 

order to vindicate the Fracasse holding. However, Section 3319 requires 

reasonableness to be judged at the time the contract was made which would 

conflict directly with the actual damages thinking of the court. Perhaps the 

enactment of Section 3319 would be viewed as limiting Fracasse to situations 

where there is no liquidated damages provision. If Section 3319 is revised 

as recommended by the staff, the conflicts with Fracasse would be minimized. 

At this time, the simplest courses would be to leave the recommendation 

as it is or to add a sentence prohibiting liquidated damages in retainer 

agreements--depending on which way the Commission wants to go. Legislation 

on attorney compensation would most appropriately be proposed by some attorneys' 

group or the State Bar. 

E. Attorney's Fees 

Exhibit XVII (pp. 4-5) raises the question whether the recovery of attorney's 

fees incurred in enforcing a liquidated damages provision would be precluded 

by the liquidated damages clause. Unless provided for by statute, attorney',s 

fees are generally not recoverable in the absence of a contract provision to 

that effect. See 4 B. Witkin, california Procedure Judgment § 116 at 3267 

(1971). The staff believes that Section 3319 would not preclude recovery of 

attorney's fees provided by statute or a properly drafted contract provision; 

however, if the Commission thinks there is some doubt, then a sentence should 

be added to Section 3319 or its Comment to make clear that recovery under a 

liquidated damages clause does not preclude recovery of attorney's fees pro

vided by law or by contract. 
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F. Anticompetitive Provisions 

Exhibit I (p. 2) suggests that a liquidated damages provision might be 

a subterfuge restraint of trade in violation of federal and state law. The 

staff suggests tha~ to remedy this possibility, a sentence be added to the 

Comment to Section 3319 stating, for example, that Section 3319 does not make 

valid any practice which is unlawful under the provisions of federal antitrust 

law or state law concerning restraint of trade (Bus. & Prof. Code § 16600!! 

~) and unfair practices (Bus. & Prof. Code § 17000 at seq.). 

G. Commercial Code Section 2718 

Exhibit XXI suggests either that it be made clear that Section 3319 does 

not cover sales of goods or that the test of Commercial Code Section 2718 be 

changed to that of Section 3319. If Section 3319 is altered as suggested by 

the staff in part II, A. below, this presents no problem, for Section 3319 

would then conform to Section 2718. As it now stands, the Comment to Section 

3319 states in the last paragraph that Section 2718 is not affected. If the 

substance of Section 3319 is not changed, the statement in the Comment should 

be given force in the statute by adding "except as otherwise provided by law" 

to Section 3319. This would also solve any problems of conflicts with other 

sections listed in the last paragraph of the Comment to Section 3319. 

III. Section 3320 - Land Sale Deposits 

A. Single-Family Dwellings 

Several writers suggest that Section 3320 be res~ricted in some way such 

as by excluding single-family residential dwellings or transactions involving 

DO more than four units. (See Exhibits I and XV.) The Commission has pre

viously considered and rejected similar suggestions. 
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B. Five Percent Is TOo High 

A related comment is that the five-percent figure is too high, particu

larly in transactions involving residential housing. (See Exhibits I, p. 2; 

II, p. 2; VIII, p. 3; XV; and XXVII.) And the suggestion is made that the 

assessment of actual damages is the only appropriate course. (See Exhibit 

VIII, p. 3.) On the other hand, one writer suggests that the initial figure 

should be 10 percent and that the longer the house is held off the market, the 

higher the percentage figure should go. (See Exhibit XVII, p. 4.) 

In Exhibit XXVI, Professor Sweet states that the amount of the deposit 

is likely to be negotiated, thereby minimizing adhesion objections, and that 

buyers may protect themselves by conditioning performance on the occurrence of 

some event. In addition, he makes the point that, in a declining market, the 

amount of the liquidated damages is also a limitation on the buyer's liability. 

Exhibit XXVII states that the five-percent figure will probably become a mini

mum charge. 

In view of the arguments and objections on both sides, the five-percent 

figure is probably the most acceptable. 

C. Installment Land Contracts 

In Exhibit XVIII, Professor Bernhardt asks what "contract for the sale 

of real property" includes and suggests that either Section 3320 should exclude 

installment land contracts or "deposit" should be defined to include only the 

amount of money paid at the time the offer is made or the contract is signed. 

The problem apparently is that the unsophisticated buyer in an installment 

land contract situation will find the seller claiming that the entire amount 

paid before title passes is a deposit. Of course, as Section 3320 is now drafted, 

the buyer will have initialed a clause saying that the deposit is intended to 

be liquidated damages and, if the amount of the deposit is over five percent,· 



it is subject to the test of reasonableness. However, the staff notes that 

Section 3320(a) does not specifically require the clause to state the amount 

of the deposit--this could foster deception. If the amount of the deposit is 

over five percent, the buyer will have the burden of showing unreasonableness. 

Installment land contracts are apparently widely disapproved. See Hetland, 

Land Contracts in California Land Security and Developement § 2.20 (Cal. Cont. 

Ed. Bar 1960); Moore and Sturhahn, Purchase Price and Financing in California 

Real Estate Sales Transactions §§ 9.3-9.5 (Cal. Cont. Ed. Bar 1967). Hence, 

it is tempting to follow the first suggestion of Professor Bernhardt to re

move installment land contracts from the coverage of Section 3320. However, 

unless a provision were added which said that liquidated damages provisions 

in such contracts are invalid, the general provisions of Section 3319 would 

seem to apply, the minimal protection of requiring a separate clause, initialed 

or signed, would be lacking, and the presumptive validity of a five-percent 

deposit would be inapplicable. 

The staff thinks that the second course of restricting the definition of 

"deposit" to mean the amount paid at the time the offer is made or the contract 

is signed should be followed. In addition, it should be made clear that the 

required clause must state the amount of the deposit. 

D. Specific Performance 

Exhibit XXI suggests that it be made 'clear that the right to specific 

performance of a land sale contract is preserved. The seller'S right to speci

fic performance is discussed briefly on page six of the preliminary part of the 

recommendation and is referred to by the Comment to Section 3320. The writer 

suggests, however, that, in view of the importance of the right to specific 

performance to the buyer, the statute should state that use of a liquidated 
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damages provision will not deprive either party of their equitable remedies. 

The staff thinks this matter should remain in the Comment. 

IV. Miscellaneous 

A. Conflict With ReSidential landlord and Tenant Act 

One letter points out that there are conflicts between Section 1951.5 of 

the recommendation and A.B. 1202, the Uniform landlord Tenant Relation Act. 

At this time, A.B. 1202 has been held by the Assembly Committee on the Judi-

ciary without recommendation. The staff recommends that no changes be made 

in the tentative recommendation on this ground until such time as A.B. 1202 

seems sure of passage. 

B. Real Estate Leases 

Exhibit XXVII (p. 1) suggests that real estate leases be separately 

treated and that liquidated damages clauses therein be required to be ini-

tialed. The Commission has previously considered and rejected separate treat-

ment for real estate leases. 

C. Drafting 

Exhibit XVII suggests a lengthy alternative to Section 3319 to remedy 

the writer's suspicion that there is a technical problem with referring to 

the "requirements of Section 3319" in Sections 2954.6(b) and 3320(b). This 

is related to the problem of having the elements of reasonableness discussed 

in the Comment to Section 3319 instead of listed in the statute as discussed 

in part II, A. This problem will not exist if the criteria of reasonableness 

are stated in the statute. 

-20-

Respectfully submitted, 

Stan G. Ulrich 
Legal Counsel 



Memorandum 13-41 

MICHAEL D. S1L.BER 

STEV!:N "". KIPPEAMAN 

EKHIllIT I 

SII. RER '" K ll'I')<:RMAN 
ATTORNEVS AT LAW 

502 MONTGOMERY STREET 

SAN FRANCISCO, CALI FORNI"" 94133 

March 21, 1973 
TEL."PHONE: !4151 788-6B70 

California Law Revision Commission 
School of Law 
Stanford University . 
Stanford, California 94305 

RE: TENTATIVE RECOMMENDATION RELATING TO LIQUIDATED 
DAMAGES 

Dear Sirs: 

Although I received the above-entitled recommendation, 
I did not receive the background stUdy. Please 
forward that document to me. 

With respect to the recommendation, I do have some 
comments: 

(1) In light of the California Supreme Court 
decision in Fracasse v. Brent, 6 Cal. 3d 
784 (1972), I am sure that if liquidated 
damages are more liberally allowed that 
some attorneys may, in an effort to avoid 
the impact of Fracasse, seek to include in 
written retainer agreements that in the 
event of a breach of the contract by the 
client that liquidated damages to the attorney 
may be permitted. Fracasse at least did not 
speak precisely to the point of whether some 
sort of damage provision or compensation 
arrangement was enforceable when the client 
discharged an attorney (albeit wrongfully) 
where a provision therefore was actually 
in the contract. Perhaps some statutory 
language could be included to make clear 
a legislative intent with respect to that 
kind of situation. Actually, perhaps an 
entire chapter on attorney compensation 
agreements would be an appropriate subject 
for review. 
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(2) With respect to "land sale deposits", I think 
that you should exempt the sale of single
family residential dwellings for several 
reasons. As a matter of fact, we all know 
that deposit receipts for such sales are so 
adhesive as to virtually negate any meaningful 
bargaining over standard terms. A liquidated 
damage provision is most certainly going to 
be ~ncluded as a standard term and will probably 
not be understood by anyone who reads the 
documents if, indeed, many people do read them. 
Moreover, ,a presumptive validity of five 
percent being permitted in such transactions 
seems quite excessive. That would mean that 
a defaulting buyer would be liable for $2,000 
on a $40,000 house when, in fact, the seller 
generally has another buyer ready in the 
single-family dwelling context, or can secure 
another buyer quite readily. 

(3) In the context of partnership agreements or 
exclusive-dealer agreements of various kinds, 
a liquidated damages provision may be simply 
a device to avoid prohibitions on anti
competitive clauses found both in Federal 
law and in the business and professions code. 
Perhaps some consideration should be given 
to this problem where excessive liquidated 
damage provisions may be inserted. Even though 
liquidated damage provisions are going to 
provide for high damages, it is nevertheless 
going to be a difficult proof problem (as a 
practical matter) to have them held invalid 
given the momentum of a legislative declaration 
that such provisions should be encouraged as 
your Recommendation could be fairly construed 
to be. Perhaps some language should be added 
to the effect that nothing contained in the 
liquidated damage statutes would in any way 
prevent a court from stri king down even a 
reasonable (in amount) provision if it were 
found to be anti~competitive in any way. 

(4) Section B (the effective date provision) really 
seems to me to be inconsistent with the whole 
thrust of the Recommendation. If the thrust of 
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SMK/bah 

the Recommendation is that liquidated damage 
provisions should be encouraged and that one 
of the factors indicat.ing their unreasonable
ness is whether they are contained in contracts 
of adhesion, then why defer the effective date 
only so that the adhesive contracts can be 
modified to include such provisions. That is 
really the only benefit of deferring the 
effective date as stated in the comments thereto. 

v~ your", • 

S NM.~ 
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EXHIBIT II 
RICHARD G. RANDOLPH 

A'TTOHNEY AT LAW 
520 SOUTH EL CAMINO RE"'L 

SAN KATEn, CALIPORNI.&. 9441"12 
Tt:L.(:'PHOfoiE (~iS) 342-4900 

March 22, 1973 

Mr. John H. DeMou11y 
Executive Secretary 
California Law Revision Commission 
School of Law 
.Stanford University 
Stanford, California 94305 

Dear Mr. DeMou11y: 

I have reviewed the tentative recommendation of the 
Commission relating to liquidated damages. I have two 
comments to make about the proposal. 

In general, I think the approach of the Commission will 
make a much needed policy declaration and produce ade
quate guidelines with which to establish the criteria 
of liquidated damages. However, with respect to the 
late payment charge for secured loans, I am troubled 
by the inclusion in your proposed Section 2954.6 of the 
statement that the installment payment shall be con
sidered paid as of the date it is received by the lender. 
I am not sure how to overcome my reluctance to accept 
this statement, but I do feel that as a cost of doing 
business and to foster the use of mailed payments as 
opposed to maintaining payment offices, the lender 
should assume the risk of non-delivery by the U.S. Postal 
Service. 

In this day of our current mail service, a payment made 
quite timely could be delayed sufficiently in the mails 
either not to arrive or to arrive after the delinquent 
date. Our entire notice system is predicated upon notice 
having been made at the time of depositing postage pre
paid with the U.S. mail, and I think it would be a pre
ferable instance in this case also to provide that the 
borrower shall have completed his obligation with timely 
deposit in the U.S. mails. 
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I also feel that the provision for a liquidated damage 
clause in the Standard Real Estate Purchase Agreement 
is established at an excessive amount. You say that the 
liquidated damages shall be deemed reasonable if the amount 
does not exceed 5% of the total purchase price in the 
contract. Taking a hypothetical home purchase at 
$40,000.00, -that would mean that the liquidated damages 
could amount to as much as $2,000.00. On the other hand, 
the $40,000.00 home capitalized at 8% is $260.00 a month. 
It seems to me that a purchaser who has cost the seller 
a month of time for securing a second purchaser is being 
upduly penalized to pay an amount almost equivalent to 
ten times the capitalized earnings of the cost of the 
property to be purchased. 

Again, I am full of complaints and not very full of answers. 
However, might I suggest that the liquidated damages not 
exceed the purchase price capitalized at 10% on a per day 
basis from the time the deposit receipt is signed until 
the default is made. 

Taking my example of the $40,000.00 home, the penal sum 
on a 360 day year would be $11.11 per day or $330.00 for a 
30 day month which would seem to me to be a more reason
able equation of the "damages" that would accrue to the 
seller. 

In all events, I think the industry would welcome the 
clarification that is intended by your revision. 

RGR/pe 
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I,..AWFI ENe£; ! SC HWAFHZ 

MiCHAEL R. F'ALLE:Y 

EXHIBIT III 

PALLEY &. SCHWARTZ, INC. 
,t.,TTORN€:Y5 AT LAW 

sueT<=: BOO 

:880 C~:N'-URY PARK EA-.S: 

CENTLiRY CITY 

LOS ANGE .... E'5J CAL'FORNIA 9QOb7 

March 28, 1973 

Cal. Law Revision Co~~'n 
School of Law 
Stanford Univ. 
Stanford, CA. 94305 

AR£A. CODE: 213 

277 -2'71 . E\79-2·70 

Re: Liquidated Damages - Tentative Recommendation 

Gentlemen: 

My principal recommendation would be that you give 
consideration to a r~quirement of a notification of default, 
and a few days to pay thereafter, before permitting the 
levying of the relatively heavy late charges permitted 
under proposed § 2954.6 (c). 

I also fail to understand why the reasonableness 
test, incorporated into (b) is not also incorporated into (c). 

I also believe that the type of late charges permitted 
in that section are excessive for an occassional, unintentional 
delay in payment, as frequently is occassioned by vacation, 
mail delays, etc. Thus, my suggestion in the first paragraph, 
above. 

with the above reservations, I think your Tentative 
Recommendation reflects good thought, and will improve and 
clarify this area. 

MRP/se 
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EXHTBIT IV 

100 Cresta Vista 
San Francisco, California 94127 
March 28, 1973 

California Law Revision Commission 
School of Law 
Stanford, California 94305 

Sirs: 

Your recent recommendation regarding the ligitimization 
of reasonable liquidated damages clauses was read with interest and 
occasions one comment. To wit: While it would seem appropriNe to 
allow courts to enforce reasonable provision for liquidated mages 
(for reasons relating in part to reducing trial time and expe se), 
it is suggested that it be required, as a condition to subseq ent enforce
ment of such a clause (whether reasonable or unreasonable), that the 
clause contain wording reading (more or less) as follows: 

"If, when demand for daIMges is made, the party 
of whom they are deIMnded deems the amount 
demanded to be unreasonable, that party may 
bring action to have a court determine whether 
the amount is reasonable." 

The point of this wording is not to provide the party of whom 
damages are demanded with an otherwise non-existing right to put the 
other party to his proof, but simply to insure that the damaging party 
(the recipient of the demand for liquidated damages) is made aware that 
he is not utterly at the mercy of the party demanding payment and does 
have this one limited right to contest reasonableness. Otherwise, seen 
here, it is entirely likely that the party upon whom demand is made 
will conclude, by his agreeing to the provision, that he not only cannot 
contest the amount of damages (viz., try to prove the other's actual 
damages), but can't even resort to court for this one, new, limited 
purpose~f contesting reasonableness. In a word, if the right is limited, 
out the arty with the one lingering right to prove unreasonableness is 
not expr ssly informed that he has that right, the right well might, in 
practice, never exist. The point would be that, if all rights (as to 
damages) but one are taken away, the party should at least be clearly 
reminded, within the instrument itself, that he has that one right. 

This could all no doubt have been more succinctly stated, but 
perhaps you'll bear with the verbiage and understand what's being driven 
at. Thank you kindly. 

Yours truly, 

-/'?..-...-R_ t:L __ ~_ 
F. W. T. Ho~l~d 
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..... ".. '* OFFICE OF THE CITY ATTORNEY 

CITY HAL.1... • 2326 FRESNO STREET. FRESNO, CALifORNIA 13721 

PHONE :2.66-f:103l • "REA CODE 209 

March 29, 1.973 

California Law Revision Commission 
School of Law 
StaIlford University 
Stanford, California 94305 

Subject: Liquidated Damages 

The undersigned has reviewed the tentative recommendation relating 
to liquidated damages. We comment on the proposed section 3319 
(new) • 

Public entities have particular problems with liquidated damages. 
Most such clauses are in contracts upon which calls are made for 
bids. There is not much room in a competitive bidding procedure 
to negotiate on liquidated damages. Negotiation probably never 
occurs. The City of Fresno did write into its general specifica
tions that negotiation could be held on this specific clause prior 
to submission of bids, but so far no contractor has requested 
negotiation on the point. The reason may be obvious, if he nego
tiates for lower liquidated damages, would he be the lowest bidder? 

When there is no bilateral discussion, the amount of liquidated 
damages, being an unilateral guess, will almost never be near 
enough to actual damages to satisfy the courts under the present 
law. Thus when the courts place great ~~eight upcn the actual harm 
caused by the breach, public entities who must carry out compet
titive bidding are likely to be the parties most harmed by the 
rule of law. Further, cities do in fact establish liquidated 
damages with the intent (usually unexpressed) of endeavoring to 
get the work done soon in order to protect the public against the 
consequences of delay. Blocking a main street to a downtown s~opping 
distr.i.ct. at Christmas time, delaying the opening of a Convention 
Center, the blocking of any street, delay in constructiou of a 
tennis court or golf course past the date of final play-offs, all 
such and similar events can cause considerable harm to the public 
which cannot be expressed in dollars. As liqUidated damages are 
des~red to compel performance on time, when the courts say that 
they must be related to actual provable cash damages, to that 
extent the public entities are left afield and unprotected under 
the la,,, on liquidated damages. (The undersigned researched this 



Stanford University 
Page 2 

matter several times, to determine Whether or not the loss to 
the public could be used '2ven though it is not provable in 
dollars. The only case he found on the point was the Six Com
panies case, however, that case was reversed on other grounds and 
has little authority today. See Six Companies Case, 110 F 2nd. 
620, reversed 311 U.S. 730, 85 L. Ed. 425.) 

For the above reasons, we believe all public entities would wel
come and encourage the adoption of Section 3319, or closely similar 
provisions. 

In your comment to the section I suggest you add a third paragraph 
to read somewhat as follows: 

To the extent that owners, particularly public entities, 
do or are required to award contracts after competitive 
bidding, the present law on liquidated damages does not 
as a practical matter mesh with the competitive bidding 
process when such law indicates (in Section 1671) that 
the parties are to negotiate the liquidated damages pro
vision, when, under competitive bidding, no such negotia
tion occurs. Further, to the extent that an early comple
tion of the job is in the public benefit, then to the 
extent that it is delayed the general public will be 
harmed; however, such harm is rarely measurable in dollars. 
Thus the present law allows the contractor to delay if 
the public entity cannot prove the public loss in dollars. 

SPENCER THOMAS, JR. 
City At tOl!'ft(i.:if-,-

Alan D. Davidson 
Assistant 

ADD:rs 



MemorandLi.iH 75-4'{ 

R~BERT 1,INGSLE'Y 
AS5GCI,lJE J..lS1'::",f> 

EX£:.IBI1' VI 

C()URT OF APPEAL 

March 29, 1913 

California Law Re"ision Commisllion 
School of Law 
Stanford, Calif. 94305 

Gentlemen: 

I have read with interest the Tentative Recom
mendation Relating to Liquidated Damages. I have 
only one suggestion to make and that deal. with the 
utter of "late" charges on real property loans. 

As the text of you:o: supporting memorandum points 
out, the ordinary sm$11 borrower is concerned chiefly 
with the interest rate and the size of installment 
payments; hi. attention is not directed to the late 
payment provisions. In the case of damages for 
breach of & contract of aale. you require a. special 
clause, specially signed or initialed. Why not do 
the same for the late payment provision (excepting 
the over $500 cases for which you provide a separate 
treatment aayway)1 This would, at least ~ the 
borrower of the charge to be incurred even though 
(since the home-loan cases are almolt alway! contr.acts 
of adhe$ion) h.e may have no real choice but to assent. 

Sincerely" 
/ 



Memorandum 73-47 EXHIBIT VII 

RALSTON, SMITH & SULLIVAN 
LAWYERS 

TELEPHONE 213/380·8650 

CAe LE:: LAWCOR P 
April. 4, 1973 

Ollifornia law Revision CommiSsion 
School of Law - 9:anford University 
9:anford, Ollifornia 94305 

He: Tentative Recommendation relating to 
llquidated atmages 

Gentlemen: 

SO 5 S HATTQ PLA.CC::: 

LOS ANGELES 90020 

OUR FILE NUMBER 

The Omlmission's study notes the potential oppresSive use of 
liquidated damages provisions although the proposed legislation 
simply fails to contain any safeguards. 

Proposed Qvil Code Section 2954.6 will, in effect, legislate a 
fixe<l rate for late charges and thereby effectively deprive the 
consumer of the judicial protection which is now available. 

Proposed Ovil Code Section 3319 is tarticularly desirable with 
respect to negotiated agreements. I suspect, however, that 
with respect to contracts of adheSion, and perhaps preprinted 
form agreements generally J it will become a vehicle of oppression. 

The basis for the Commission's recommendation with respect to 
liquidated damage provisions in leases is not stated. Is there a 
difference between a commercial and a residential lease? 

In summary, it would be desirable to amend Ovil Code Section 
1671 to permit liquidated damages in the case of a negotiated 
agreemen:. 

ATS:jm 



JOE.L. S. MfItOfi$OH 
lXftl.lrl1'f OHfECIOft 

PAT~C.K O. MEISSHEA 
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AV!VA K. ace. 
PHyuu& W. E~8ENG 
!tATRICIA M. UHOSO 
JMlES A. TUCKER 
VlCi.TOft BItOWN 

¥GHIN.D " Wl1H ItUOw 
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o!f~ IIIrEfIiI 

PA.:ftAPROFESSiONALS; 
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,JoUlES GIltUZ 
HU,M8ERTO LOPI:Z 
TIM SISseL 
eE:RHARD McNEALY 

Memorandum. 73-47 EXHIBIT VIII 

SAN FERNANDO VALLEY 

NEIGHBORHOOD LEGAL SERVICES, INC. 

13327 VAN NUYS BOULEVARD. PACOIMA. CALIFORNIA 91131 

89&-52f1 

April 4, 1973 

California Law Revision Commission 
Stanford University 
School of Law 
Stanford, California 94305 

Gentlemen: 

Re: Tentative RecOllllllenClation 
Relating to Liquidated Damages 
Comment 

Commenting on your above proposed legislation I belLa. the recom
mendation.' s effect on consumers who are already saddled by hidden 
penalties and assessments would not only be to sanction some of 
them by law. but would make these burdens heaVier 1n regard to 
actual amounts. 

I believe that the present sections (C.C. 1670 and 1671) more 
adequately protect the consumer than your legislation would. 

To begin with, your rationale seems to be to avoid Section 2718 of 
the Commercial Code as requiring litigation. May I point out that 
practically, liquidated damages are written--lnto a contract usually 
adhesive in effect and the burden usually falls on the consumer 
to litigate. The "risk exposure" which you cite on page 2, and the 
unwillingness to rely on the Judicial process" the fear of 
insufficient considerations by the court for 'excuses to nonper
formance" or the court's being "undiUJ sympathetic to claims of the 
opposing party", the court I s hypothetical IIpreJudice" against 
contract breaCh, can onlY serve _the interests of the lender or 
seller and not of the consumer. This rationale not only serves 
but one side of the consumer contracts but unnecessarily belies the 

~ court's real concern about predatory business practices and its 
real and sole function, the administration of justice. 

You should limit these provisions, it you feel the above rationale 
is justified, to purely commercial transactions, for the consumer is 
already hounded by hidden late charges, liquidated damages 
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provisions w~h are truly penalties, and a host of other hidden 
costs. The parties to a contract may feel that a true agreement 
in advance may avoid future. litigation, but I would only comment 
that the consumer rarely litigates unless his back is to the wall, 
and then he. must litigate a contract which he never really had any 
choice about -- A car dealer will never sell a car on a contract 
not printed by him, a hospital will never admit a patient unless 
their printed contracts are signed. This is a fact of our consumer 
life that your proposed legislation seems to totally ignore. 

My office and myself as an attorney handled hundreds of so called 
"contract disputes ll concerning earthquake repairs, after the -1971 
earthquajte in the San Fernando Valley. These "contracts" usually 
called for "liquidated damages" of 2~. People who received SBA 
earthquake loans of three to five thousand dollars, without the 
Civil Code Section and Commercial Code Section which you would do 
away with, would have had to pay $600.00 to $1,000.00 for the 
,riviledge of having someone come to their house and spending 20 
minutes giving thea an estimate as to the costs of required repairs. 
Under your rationale, the contractor and the homeowner would have 
"agreed" that such percentages were the actual amount of loss for 
non-performance. I do not believe your rationale fits this situation 
or a plethora of other consumer contracts. I do not agree that 
"liquidated damages will provide at least as~ust a result as a 
court trial". We would invite you'or any one of your staft to 
come and inspect our files dealing with these home repair contracts 
alone. 

I find little solace in your recommendation which seeks to avoid 
oppressive adhesion contracts by placing the burden on the consumer 
to show that they are unreasonable. And to preclude consideration 
of the damages actually suffered would make such a burden extremely 
difficult to carry. How else can a party show unreasonableness? 
One 1s lett with the nothing but a matter of opinion for the judge 
with little or nothing to base any real judgment upon. 

. 
I find the zeal in attempts to avoid litigation, the only rationale 
consistently appearing in the recommendation, would place so heavy 
a burden on the consumer that I must emphasize that in my opinion, 
the avoidance of litigation never justifies doing away with justice 
or the tools of justice. The consumer should be protected to the 
fullest extent of the law, in light of the heavy reliance on adhesion 
contracts. Not even a member of, your commission could buy a car or 
a home without having to submit to an adhesion contract. 

The problem does not lie only with home repair or automobile con
tracts. (And it would take little imagination to think of situations 
where even car sales would have "liquidated d~ges" provisions for 
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repossessions, late payments, costs of re-sale, etc.) I was als9 
interested and agree that there is a problem with deposits for t~e 
sale of homes and late payments to lenders. 

By contract, sellers of homes could impose a greater penalty in 
actual amounts than they now impose on buyers. Many people can 
barely afford to put money down on a home, wait for escrow to 
close, and find something wrong with the house or in the title. 
Your language "if the purchaser fails to satisfy his obligation 
to purchase the property" would again place the burden on the 
consumer, usually:' at the mercy of real estate brokers, to 
litigate"merely to recover his deposit. If the small Claims 
jurisdictional amount were $1,000.00 this might not be so bad. 
But under your rationale, a consumer would have to spend most 
of his deposit on legal fees to recover only a percentage of it, 
even it he were totally justified in refusing to purchase the 
property. And, many deposit agreements make no representations or 
warranties as to the condition of houses, and hidden but serious 
defects in the house may not be discovered upon the first or second 
viewing. And many houses are now sold "as is" as far as the seller 
is concerned, and if a lender refuses to finance because the price 
has been inflated or the home is not worth the ask1ng pr1ce because 
of termites or for whatever reason, the buyer 1s still bound by 
contract to purchase it or lose ~ of the purchase price (for you 
can be sure that if a ~ liquidated damages provision is set as 
a maximum, this w111 become the standard in every printed deposit 
agreement in this State). This would mean that for a ho~se for 
which the asking price is $20,0001.00, a buyer would lose $1,000.00. 
If one can only afford a $20,000.00 home, one cannot afford to 
lose $1,000.00, and~uch less spend $500.00 in legal fees to recover 
it. 

As to your recommendation concerning late charges by lenders of real 
property loans, I can only ask you to read more carefully the results 
of the survey conducted by the Assembly Finance and Insurance 
Committee and the case you cite wherein after 5 years of payment, 
where the principal unpaid balance on a loan was for $1,400.00, 
the borrower still owed $1,321.82. This, coupled with the fact 
that foreclosure as a matter of practice occurs 60 days after 
default in California, should indicate to you who needs protection. 
I could only suggest that the State adopt VA or FHA standards, on 
the sums which is delinquent. that is, on: only that 8I1ount 
remaining delinquent. It would be interesting to find out what, if 
any, actual damages are occasioned by late payments, but you apparently 
are not Interested in that kind or inquiry • 

I cannot help to note that although I did not graduate trom such 
a prestig10us University as Stanford, I was taught that damages 
should be somewhat proport10nal to the wrong. Yet if your 
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recommendations"become law, every adhesion contract in this State 
will include provisions for liquidated damages, much to the detri
ment of the consumer, which w111 not be based on actual damages but 
based on what sounded reasonable to the persons who drafted the 
legislation. I would strongly urge that present legislation be kept 
in effect and allow the courts to decide what is reasonable and what 
is not based on a showing of actual damages. 

What the Commission might do 1s set up an alternative system of 
arbitration which could become mandatory by contract, In tact, I 
wouldmggest to the Commission that they look into the feasability 
of establishing an administrative board which could arpitrate this 
and other matters along the lines of the hearing boards already 
established in administrative departments as an alternative to 
litigation. 

AS:pmc 
cc - Brian Paddock 

Respectfully submitted, 

J tl~ L~~~, 
ALBERTO SALDAMANDO 
Attorney at Law 
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California Law Revision Commission 
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Stanford University 
Stanford, California 94305 

Re: Recommendation Relating to 
Liquidated Damages 

Dear Commission: 

f;; .... NOI;:, .... IJ,RSON 

.... ·"903-'ge&) 

GI:ORGE r... elUl.ANO 

AFrr"HUQ T GF.ORGE 
COUNSt:1.. 

TELEPHONE 

Al'le::A 41!5 

I believe that the Commission's recommendation that 
liquidated damages provisions be legitimized in almost every 
circumstance goes far beyond permitting such clauses in 
situations where they serve a valuable function. While the 
trend in commercial transactions has been toward greater 
recognition of the need for liquidated damages clauses, in 
consumer transactions the trend has been quite the reverse. 
The Commission's recommendation codifies the trend in the 
commercial area but totally ignores the consumer problems. 

Where bargaining power is roughly equal and where 
adhesion or form contracts are not involved, liquidated 
damage provisions may well serve a useful function. HoW
ever as the Commission's own discussion of late payment 
charges in connection with real property loans demonstrates, 
liquidated damage provisions in the consumer area are subject 
to wide abuse. Consumers do not ordinarily contemplate the 
possibility of breach and are therefore unlikely to negotiate 
over the terms of liquidated damage provisions. Furthermore, 
even were consumers to be interested in such matters, they 
lack the bargaining power necessary to effect a change in 
such provisions. Nor can one rely upon the good faith of 
those dealing with consumers to avoid misuse of liquidated 
damages. Again the experience with regard to late payment 
penalties is instructive. Furthermore, experience with 
the waiver of express and implied warranties in the consumer 
area, with attorney's fees provisions in rental leases, with 
waivers of tort liability, and the like all well demonstrate 
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that the benevolence of those dea1inq with consumers affords 
1i ttle protection for the consumers' -rights. 

That the Co~~ission should ignore the conSlli~er problems 
inherent in liquidated damages provisions is a11t:he more 
peculiar in that the background study at page 10 cites CiVil 
Code Sections 1803.6 and 2982 both of which place severe 
restrictions on late charges in the consumer area. l~reove~ 
consideration should be given to the provisions of the Unifonn 
Consumer Credit Code and the Uniform Landlord Tenant Relation~ 
Act, which protect consumers against the abuse of liquidated 
damages. These special provisions dealing with liquidated 
damages in the consumer indicate a growing consensus that 
such provisions are so subject to abuse that they cannot be 
permitted. The Commission should follow this trend of law 
and limit the validation of liquidated damages to non-consumer 
transactions. 

I also disagree with the Commission's conclusion that 
real estate lenders need to be able to charge late payment 
fees in excess of the damages they suffer from such late 
payments. Real estate lenders are already favored creditors 
of any consumer in that they have security for the£r loans. 
The unsecured creditors of consumers are in a far worse 
position which the Commission's recommendation would further 
deteriorate. The statement at page 10 that " [w)ithout such 
delinquency charges at relatively high levels, a borrower 
may let his mortgage payments slide while making other pressing 
debt payments" exemplifies the COll'JIlission's unfortunate 
preference for mortgage lenders over other creditors of the 
consumer. If a consumer cannot meet all his obligations, 
there is no reason why a secured lender such as a mortgagee 
should be preferred over unsecured creditors in the distribu
tion of the inadequate assets. Indeed, quite the opposite 
approach should be taken. The mortgagee may always resort 
to his security whereas other creditors must rely upon the 
income and unpledged assets of the borrower. In short, there 
is no reason to give real estate lenders a double preference. 

In addition, if late charges are permitted in excess of 
the actual damages suffered, there is absolutely no reason 
why real estate lenders should reap the benefit of such 
penalties. Again the payment of such fees to a real estate 
lender may prejudice the rights of other creditors also 
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since the reason for the penalty is a supposed public policy 
in favor of encouraging prompt payment of real estate loans, 
the penalty should be used to benefit the public rather than 
to line the pocke ts 0 f the lender. There are, of course, 
numerous I .. ays such penalties could be used in the general public 
interest, and it would seem to me appropriate to funnel such 
penalties into a common fund to be disbursed for such public 
ends. 

Turning to the specific provisions recommended by the 
commission, I would first note that Civil Code Section 1951.5, 
as the Commission would amend it, appears to apply to all leases 
of real property. Assuming that the Uniform Landlord Tenant 
Relation Act, which is now before the state legislature, is 
passed,the provisions of that act and Section 1951. 5 would 
clearly conflict. In line with my general comments suggesting 
that liquidated damages provisions be permitted only in non
consumer transactions, I recommend that Section 1951.5 be 
amended so as to exclude leases of real property for the purpose 
of residence • 

In addition to my general comments regarding late 
payment charges, I suggest tnat the proposed Civil Code Section 
2954.6 (cl (1) be amended so as to provide that installment 
payments shall be paid as of the date the payment is received 
by the lender or placed in the United States mail, whichever 
is earlier. There is no reason why borrowers should bear 
the risk of bad delivery of the mail; lenders may far more 
easily spread the risk through appropriate insurance plans. 
Furthermore, charging a late payment fee where the borrower 
has timely mailed his installment serves noreof the purposes 
for which a late payment charge is exacted. Clearly the 
imposition of such charges will not motivate the borrower 
to make mortgage payments promptly since by hypothesis his 
payment was timely made but for tne neglect of the post office. 

The proposed Section 2954.6 (c) (2) snould also be 
amended to encompass tb~ situation of a partial payment of 
the installment. Where only a portion of the installment is 
overdue, the late charge should not exceed ten per cent of the 
amount of principal and interest overdue. As presently drafted, 
the section would permit the late payment charge to be based 
on the entire principal and interest of the installment payment, 
even that portion which had been timely paid. 
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I would also suggest that the lender be required 
to send the borrower a notice prior to exaction of the late 
payment charge. Otherwise, the full deterent effect of the 
late payment. charge may well not be felt. Unless the borrower 
knows tnat his late payment will result in added expense to 
him, the exac,tion of the late charge will not encourage his 
prompt payment. 

In line with the general comments stated above, 
I recommend tnat the proposed Civil Code Section 3319 be 
amended to exclude consumer transactions. In addition, 
the section should be amended to give courts some notion 
of the criteria to be weighed in judging whether a liquidated damage 
provision is unreasonable under the circumstances existing at the 
time of the making of the contract. For example, the section 
should provide that a court ruling upon such matters consider the 
relative bargaining power of the two parties and whether the 
liquidated damages provision was a portion of a form or an adhesion 
contract, whether the amount of damages provided bears a reasonable 
relationship to the damages which could have been anticipated at 
the time of the contract, and similar matters. 

The views expressed in this letter are those of the 
writer, and do not necessarily reflect the views of Severson, 
Werson, Berke & Melchoir. Please be sure that your records 
reflect my change of address to Ulat given above. 

Sincerely yours, 

J~Y~~ 
Jan T. Chilton 

JTCjm 
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california Law Revision Commi,ssion 
School of Law 
Stanford, California 94305 

Gentlemen: 

Re: Tentative Recommendations Relating 
to Liquidated Damages 

I would like to call your attention to an important 
area of the law which bas, apparently, been completely over
looked in the tentative recommendations relating to liquidated 
damages, namely, the use of such provisions in construction 
contracts, and, particularly, public works construction con
tracts. 

The typical construction contract provid,,",s for liquidated 
damages based on a daily assessment in the event the contractor 
fails to perform within the time stipulated in the agreement. 
In private works contracts the amount of the liquidated damages 
may be the subject of bargaining by the parties if the parties 
have relatively equal bargaining power. Where tbe parties to 
a private works contract do not have relatively equal bargaining 
power, and in all cases where public works contracts are in
volved, the owner of the project arbitrarily inserts an amount 
that will be assessed as liquidated damages in the event that 
the contractor fails to complete performance within the time 
specified in the contract. The amount inserted, in our experience, 
has been such sum as the owner of the project feels is suffi
ciently large to keep the contractor "on his toes" during per
formance. The entire basis upon which a valid provision for 
liquidated damages depends, namely, that the parties have made 
a reasonable endeavor to estimate actual damages has little 
relevance in actual practice to private works construction pro
jects and no relevance whatever to a public works construction 
project. 
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It should be further noted with respect to public works 
construction projects that the agreement which the succesEful 
bidder will be required to sign is se~ forth in the documents 
submitted to prospective bidders. There can be no modification 
of the contract terms after the successful bidder has been 
ascertained because such modification v;culd be in violation of 
the rules governing competitive bidding on public works projects. 
The sole bargaining power of the contractor in such cases is 
limited to the unsatisfactory election as to whether. he will 
submit a bid on the project, and where, as at the present time, 
the public works construction industry is severely depressed, 
the necessity of bidding upon all work available for bid has 
deprived the contractor of even that limited freedom of choice. 

Another problem involved in the assessment of liquidated 
damages in construction contracts is the arbitrary assessment 
of such damages by the owner. In virtually all construction 
contracts the contractor is entitled to an extension of time for 
bad weather, strikes, change orders, and other reasons detailed 
in the contract documents. The owner of the project will 
usually delay passing upon requests for extension of time until 
the project has been completed. The owner will then unilaterally 
determine the extensions of time to which the contractor is en
titled, and there will be withheld from the contractor's final 
payment the amount of liquidated damages that the owner has 
determined should be assessed. In many instances the amount 
involved does not warrant the cost of litigating whether there 
was a proper basis for the assessment of liquidated damages and, 
if so, the proper amount to be assessed. The inequity of such 
unilateral determination of liquidated damages by the owner is 
aggravated by provisions commonly found in such contracts re
lieving the owner from liability for damages which the owner or 
the architec t may cause and l:i.miting the contractor's remedy to 
an extension of time for performance provided, in most instances, 
the contractor has requested such extension of time for per
formance within the very limited period of time stipulated in 
the contract. It would seem that equity and fair dealing should 
mandate the invalidation of a provision for liquidated damages 
where the owner is relieved of liability for damages in the 
event that the owner delays the contractor. 

I do not believe that any recommendation in general form 
relating to liquidated damages should be made until such time 
as there has been a careful consideration of the problems in
volved in the use of liquidated damage clauses in construction 
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c ontrac ts • There are many inequL ties and abus es in the use of 
such clauses 1.n both public works and private works construction 
contracts which should be studied before new legislation is 
adopted that would probably result in perpetuating the present 
unsatisfactory conditions f.er many more years. 

IG:bk 

Very truly yours. 

~RANT & POPOVICH 

\1 l]-1i"' 
,1-AA-h J~ 
~~i~ ckant 
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ATTORNEY AT LAW 
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April 16, 1973 

On March 21, 1973, the Los Angeles Daily Journal published an article 
concerning a proposed revision of Sections 3319 and 1670 of the Civil 
Code. 

The undersi.gned is the attorney for the Plaintiffs in the class action 
lawsuit known as Garrett vs. Coast Federal Savings and Loan Associa
tion, California Supreme Court Case No. LA 30107. 

This action was filed in February of 1971, and it requests that the 
Defendant refund to all of its clients the exact amount of the late 
charge which they had paid for the preceeding four years. Coast's 
note provided that the borrower should pay a sum equal to one-twelfth 
of 2 percent of the unpaid balance on their loans as a late charge. 
The lawsuit claims that such a payment is void as a penalty per Civil 
Code Section 1670. On January 17, 1973, the California Supreme Court, 
five of six judges signing, granted a hearing in this cO.se. Oral argument 
was heard on April 9, 1973. It would be presumptuous of me to catagori
cally state that the Court will rule in my favor. N;!vertheless, from the 
questions aSked by the various JUStices it seems that they will reverse 
the Appellate Court and send the matter back to the Superior Court to make 
a determination as to what the actual damages to the Savings and loan 
Association will be for processing each late payment. I would like to state 
in the most definite terms possible that the suggestion put forward by your 
commisSion that they be allowed liquldated damages up to 10 percent of the 
payor's payment is grossly in excess of wha, actual damages are in fact. 

Assume a $200.00 a month mortgage payment. Under the proposals 
aparently put forward by your commiSSion, the Savings and Loan industry 
will be at liberty to charge $20.00 as liquidated damages if the payor is 
anywhere from one to thirty days late on his payment. Such a charge is 
ridiculous for the following rea sons ~ 
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Assume an 8 percent loan" If the $200. 00 payment is 
withheld for thirty days and the Savings and Loan Company 

." 
I 

could have put the $200.00 to work immediately at 8 percent 
of $200,00 divided by 12, or $1. 35. In addition to this, the 
Savings and Loan Company is specifically damaged to the 
extent of computer programming time, one IBM card, one 
envelope, and one eight cent stamp, plus the time involved 
of a computer programmer to initially program the late payor's 
payment schedule. At best, these damages to the Savings and 
Loan Company could not exceed $2.00 to $3.00 per month. 
Of course, if the loan is an excessively large loan, the lost 
interest on the payment could be slightly higher. The under
signed has no actual knowledge concerning the cost of the 
items enumerated above, other than the interest which is 
easily calculable. However, I have been informed by the 
manager of a BenefiCial Finance Company office that the office 
is charged the grand and glorious sum of THIRTY EIGHT CENTS 
($.38) for the cost of the envelope, the stamp, the computer 
time, and the IBM card notification. I have also been informed 
by the attorney for the Federal National Mortgage Company that 
the costs of proceSSing a late charge are in the vicinity of $4.00 
each. 

I note by the article in the Daily Journal that correspondence must be 
addressed to you prior to May 15, 1973. I seriously doubt that the Supreme 
Court will make a deciSion in the Garrett case before May 15, but r would 
suggest to you as strenuously as possible that any recommendations by your 
commiSSion to the Assembly would be premature if they are made before a 
deciSion in the Garrett case is handed down. Such a recommendation would 
also be premature if you do not make a bona fide effort to determine what 
actual damages flow from the late payments. 

I would also most vigorously suggest to your commiSSion that any recom
mendations to the Assembly allowing a late payment charge of 10 percent 
of the payment would be in the nature of a legislative rape of the California 
homeowner. 

DGI/gjw 
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April 23, 1973 

California Law Revision Commission 
School of Law, Stanford University 
Stanford, California 94305 

Attention: John D. Miller, Chairman 

Dear Mr. Miller: 

On April 16. 1973, I addressed a letter to your Commission concerning the 
proposed revisions relating to liquidated damages. Since that date, I have 
come into possession of a copy of the tentative recommendations. I have 
the following observations to make. 

First of alL on page 11 thereof under the heading Recommendations it states, 
"Such a provision would eliminate the uncertainty that now exists. . ." My 
question is--uncertainty for whom? The answer seems obvious; it must be 
the Savings and Loan industry. 

Secondly, the recommendation of a maximum charge elf 10% of the installJ'll9ot 
payment seems to presuppose that some lenders will charge less than the 
allowable maximum. This strains my credibility. 

Thirdly I nowhere in the 21 page document do I see any reference to. Civil 
Code Section 3302. This Section was enacted in 1872 and has never been 
altered or amended for 100 years. It sums up very Goncisely exactly what 
we are talking about, to wit: "The detriment caused by the pledge of an 
obligation to pay money only, is determined to be the amount due by the 
terms of the obligation, with interest thereon. " 

Fourth, the Commission notes that FHA charges 2% of the payment and the 
VA charges 4% of the payment. Without any question these two institutions 
are the largest horne loan lenders in the business, and they seem satisfied 
with a nominal sum. Furthermore, if you would check, you would discover 
that the major insurance companies in the home loan field restrict their 
charges to 2% to 4% of the payment. 

Fifth, again reference is made to my prior correspondence and to Section 
3302 of the Civil Code. The actual loss to the lender by statutory defini
tion cannot exceed the stated interest on the note applied to the monthly 
payment for the period of time such payment is delinquent. THIS IS A SUM 
THAT IS EASILY CALCULABLE AT THE INCEPTION OF THE NOTE. Assume an 
allowance of one month's interest regardless of whether the payment is ten 
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days late or 30 days late. Such an allowance or late charge" would never 
exceed 2% of the payment--unless an interest rate of 24% per annum were 
to be charged on the note. 

The Commission must take notice of the fact that in today's housing market 
there is precious little housing available for less than $20,000 and most of 
the tract developments today price their houses at over $25, 000, which 
means that the buyer's payment on a $20,000 loan for 15 years would be 
$180 if a 7% rate were charged; for 20 years--$155; for 25 years--$141; and 
for 30 years--$133. Thus if we disregard completely the increase in these 
monthly payments by the addition of impound accounts, it can easily be 
seen that the minimum charge on a 3D-year loan would be $13.31 and on a 
15-year loan it would be $18.00. 

Quite obviously there is no rational relationship between the amount which 
the Savings and loan would charge under the proposed revision and what 
its actual damages would be. 

SiXth, there is language in the proposed revision which seems to indicate 
that the imposition of a 10%-of-the-payment late charge would be beneficial 
to the payor because it would somehow keep him from getting into deeper 
trouble in the event the lender began foreclosure proceedings. The obvious 
faIlacyof this argument is that the vast bulk of the people don't have their 
homes foreclosed upon, that only about one out of six borrowers ever pays 
a late charge, and that the statistical averages that those who do pay about 
three a year. (See Answers to Interrogatories, Garrett vs. Coast, L. A. 
Superior Court Case No. 995634) 

In summary it would seem that your proposal would Simply codify the practice 
indulged in by most Savings and Loans already. Your survey indicates that 
the largest percentage of them charge either 10% of the payment or 1/10 of 1% 
of the impound balance. In the average case these two figures will be nearly 
identical and they will exceed the actual damages suffered by the Savings and 
loan by a factor of 10. Thus, it would seem to me that this legiS lation can 
only foster and perpetuate an existing, vicious practice designed solely for 
the benefit of the Savings and Loan industry. 

Very truly yours, 

~~~~~~~~ 
DAVID G. JAC~ON 

DGJ/gjw 
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April 24, 1973 

california Law Revision Commission 
School of Law 
Stanford University 
Stanford, California 94305 

Re: Liquidated da!IIACJes 

Gentlemen: 

Thank you for a copy of your tentative 

recommendation relating to liquidated damages dated 

March, 1973. After reviewill9 your rtlcommendation, I 

wish to report to you I support your recommendation. 

I agree with you that contractual stipulation of 

damages by parties bargaining at arms length should 

be presumed to be reasonable and enforceable. 

STEPH EI>I W. OOWNl:;l' 
((926-191591 

CL 'fOE H. BRAND 
l.i>ll26·ISe"ll 

I am concerned, however, that in situations 

where the bargaining parties are not on equal levels 

of sophistication or economic power, that the 

liquidated damages provision you are recommending 

might be used unfairly. Perhaps in such cases 

standard forms of sales agreements might be required 
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to contain, in everyday languaqe,what "liquidated 

damages· means. 

Yours truly, 

DOWNEY, BRAND, SEYMOUR & ROHWER 

lJ~~'%a.( 
D. Steven Blake 

By 

OSB:gh 
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Law Revision Commission 
School of Law 
Stanford University 
Palo Alto, California 94302 

TELEPHONE flU] 611-52.2.1 

April 24, 1973 

Re: Code Sections on DalJiages 

Gentlemen: 

un. .. TO nu NUMIl" 

The Los Angeles Daily Journal of March 21, 1913 
indicated that you contemplated various changes in the 
Civil Code regarding damages. Included in these changes 
is the prOVision that monthly payments under $500.00 
could be subject to a 10% penalty. 

In fact, the typical trust deed lender does not 
generally incur damages to that extent. While the 
suggested provision is substantially less than charged 
by current practice, there is no reason to permit 
lenders to receive damages greater than that actually 
suffered. Furthermore, both current law and the sugges
ted new Section 3319 would permit lenders to provide 
a liquidated damage clause if the stipulated damages 
were in fact reasonable. If a lender receives interest 
on his loan as provided in his note, there is no reason 
why a lender should receive an additional $50.00 when 
a $500.00 payment is late or $5.00 if a $50.00 payment 
is late when his actual damages following a late pay
ment (other than interest which is received anyway) 
are the same irrespective of the amount involved. 
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In addition, I suggest that any new code 
provision regarding damages exempt contracts of adhesion 
from their operation. I also suggest that any changes 
regarding damages also include the adoption of Uniform 
Commercial Code Section 2302 (which has.not been adopted 
in California) and make the section applicable to loan 
contracts. (See West's Commercial Code Section 2302.) 

More generally, I suggest that your proposed 
section will result in great hardship to those with the 

--least bargaining power and that the present sections 
(Civil Code Sections 1670 and 1671) provide eufficient 
legislation on the subject. There is no reason, for 
example. why an earnest money deposit cannot be provided 
under existing law or why the parties could not contrac
tually limit their liability in any given contra~t 
(assuming there is a quid pro quo). 

If any change is adopted, I would add the fOllow
ing to proposed Section 3319: 

"A provision in. a contract liqui
dating damages is unreasonable if it 
provides for. an amount of damages signifi
cantly in excess of the amount of damages 
Which (a) either could have been foreseen 
at the time the contract was executed. or 
(b) were in fact sustained." 

I would also eliminate the 10% provision for 
payments under $500.00. 

Thank you for the 

ASK:bh 

to comment. 

in S. a fer 
of NOSSAMAN. WAT S. 
SCOTT, KRUEGER & RIORDAN 
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May 21, 1973 

State of California 
California Law Revision Commission 
School of Law 
Stanford, California 

Attention: John H. DeMoully 
Executive Secretary 

Gentlemen: 

Ji;UU\ TO fiLE HUMaE$: 

In reviewing proposed Section 2954.6 I have the 
following comment: 

It is not clear that the late payment charge of 
10% applies if the payment is eleven days late, one month 
late, six months late and/or one year late. If the 10% 
charge is a one time fee, there is no incentive to make the 
payment (other than foreclosure in the appropriate circum
stance) and if it is a monthly charge then it is the equiva
l~nt of a penalty of 120% per annum when the actual damages 
are 7% per annum. In either case if the provision is 
adopted, it should be clear whether a late payment charge is 
a one time charge or not. 

Following the co~nents of my prior letter, I still 
disagree with the legislation except perhaps for proposed 
Civil Code Section 3019. If that Section is superimposed 
with current Sections 1670 and 1671, I think the problems 
the Law Revision Commission finds in the existing state of 
the law can be resolved. 

ASK:bh 

I 
) 

I 
I 
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SARR"( <;><::DER 

I';Atf CLA-IR FRE':::'...A\JC 

CHA"':...E.S E SCHW£'NC": 
RIC.c-,ARD A !'i."'A!.." ER 

19'13 

California Lat" Rev1..sicn Con.rrission 
School of Law 
Stanford, California 94305 

Re: Liquidated Damages 

Gentlemen: 

,1"0 RE PLY REFE:R ,0; 

4640-1248 

I have reviewed your Tentative Recommendation relating 
to Liquidated Damages. Generally, I completely support 
your conclusions and recommendations and believe that, 
if adopted, they I.ill finally establish some certainty 
in this very difficult area. 

I have some problems, however, l'Jith the language of 
proposed Section 3320. My experience is that, although 
most home buyers exyect a forfeiture of their deposit 
should t.hey default, this is the "class" of people who 
most need protection in th~s area, Most real estate 
brokers and salesperson," are ·,,mal,are of the meaning or 
effect of the standa:rd forms (including the C.R.E.A. 
form described at page 5) so they aTe u:1able to explain 
same to buyers. Most brokers also have favorite 
"escape" clauses wtuch, they assure buyers, will enable 
buyer to withch-aw from the contract l'Jithout penalty. 
Many times such clauses are inartfully worded leading 
ei ther to an enforceable CGntract or li t:iga·tion in 
which no one w·ins economicall y ~ 

Furthermore, many time:, a ,1e raul t by buye:r will cause 
the seller no loss, e ~ g., communicated at:tempt at 
rescission wi thi, n one or hlG days arId seller has 
received no o'ther of:'ers. The basi.c c"ange in § 3320 
would be to change the burde:'1 0:: proof from seller 
(who now has to prove his "actual damages" under Caplan 
vs. Schroeder, 56 Ca1.2d 5:'5) to buyer '#hose only claim 
would ':>e that the provision '~as "unreasonable under the 
circumstall.CeS exi.[;ting at the time of 'the making of the 
contractu. 
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California Law Revision Commission May 1, 1973 

For ma.'1Y home buyers, a 5.00% deposit represents many 
years of savings and it seems to me improper, in a non
commercial transaction, to provide that there will be 
such a "forfeiture". Although such a clause would be 
only optional, you can be sure that all standard forms 
would have this clause and that few brokers would be 
able to explain its effect to buyers. And it is 
buyers, as a class, who Yleed the economic protection 
rather thdYl sellers. 

Therefore, I respectfully sc;ggest that § 3320 apply to 
transactions involving, for example, more than four 
units or at the minimum, provide that a liquidated 
damages clause is unenforceable in a contract for the 
purchase of a single family residence (as in the 
standards described in Civil Code § 2949). 

Very truly yours, 

Philip K. Jensen 

PKJ/csh 
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SIMS AND SOLOMON 
WII..._IAM M. S,M5 

GABcnEL W. SOLOro.'0N 

ATTORN EYS ...... T LAW 

1':"0;:;' -::::;- ES-('~ R ."'-VE:~' '.JI:. 

BA'(ERSfIEl!) .. CALlF-OR.N!,6, 93301 

Law Revision Commission 
Sta."ford School of Law 

Nay 3, 1973 

Palo Alto, California 94305 

Attn: Mr. John P. Miller, Chairman 

R~4 Late Payment Pe~alties 

Gentlemen: 

TI:_E:~HO""I: 

·.SCS: 327- 918 

I am presently embroiled in litigation with a savings 
and loan association arising out of their threat of fore
closure absent my payment of a $16.88 penalty on a $330.00 
monthly payment on my home as to which I was one day "late" 
due to having been on vacation and my having forgot to make 
the payment before leaving on vacation. It is my under
standing that you are currently considering proposals for 
special interest legislation which would legalize the exaction 
of such arbitrary penalties vlithout regard to any actual cost, 
expenses or damages "lhich a lender may suffer as a proximate 
and reasonably foreseeable result of a borrower's failure to 
make a monthly payment on or before its delinquency date. 
If this be true let me place of record a vigorous plea that 
the commission refrain from lending its name and dignity to any 
such proposal. 

I, for one, submit L~at the Commission cannot help but 
detract from its stature and weight to the extent that it allows 
itself to be an advocate of pure "special interest" legislative 
proposals in behalf of a powerful well heeled industry which 
is more than oapable of looking out for its own interest in the 
legislative arena. I submit that as a matter of basic Commission 
policy, the Co~~ission shculd, absent special and extraordinary 
consideration, leave the advocacy of special interest litigation 
to the special interest group who v,'ill reap its benefits. Or, 
to state the sarr,e thing differen!:ly, I submit that the stature, 
weight and pres i:ige of the Commission is bes t preserved and 
promoted by its functioning as an advocate of legislative pro
posals for the benefit of the public at large rather than 
powerful special interest groups which are in no need of a 
helping hand from your Commission. 
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Law Revision Commission 
Page 2 
May 3, 1973 

FurL'1errnore, t:o the cxten t that lenders are allowed to 
exact more than such actual expense" or lialnages as is occa
sioned by a late payment, the lender receives ill, unjust.ifiable 
profit. I ask why in equity and j'~stice should money lenders oe 
given the scatus of a, "special class" exempt from the long 
standing prohibitions of our law against arbitrary pena,l 
exactions such as is reflected :'.n Sections 1670, 1671 ar.d 3302 
of our Civil Code. 

I stWrr.it that prudent. self restraint on the part of your 
Coromission would also rr.ake it. sensl.ble and pragmatic that the 
Commission at .least decline for L'le time being to act in this 
late payment penalty sphere since a decision of vital signifi
cance in this sphere will any day be forthcoming from the 
California Supreme Court in the case of Garrett v. Coast Federal 
Savings and Loan which was argued and submitted for decision by 
that Court on 4/9/73. At a minimum any legislative proposals 
relative to so-called late payment penalties should at least 
await ~~e Supreme Court's decision in ~'1e Garrett case and 
future legislative proposals, if warranted~ should be shaped 
in the light of that imminent decision. 

Finally, would you please be kind enough, at my expense, 
to send me copies of any proposals, studies or reports which 
the Commission now has on file pertaining to this subject, and 
also advise me as to the status of the Commission's activities 
in this matter and its p:r'esently anticipated course of action. 

I thank you in advance; for your courtesy and the 
Commission's consideration of the views expressed herein. 

GWS: cf 

cc: Attorney David Jackson 
33 East Huntington Drive 
Arcadia, California 91066 

Assemblyman Ray Gonzales 
Senator Mervyn Dymally 

Yours truly: 

SIMS AND SOLOMON 
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CR.fsrVI EW 7 -359':1 
TRIMOt.. T 9<79J 

RICH,A.RD D ACAY 

May 2, 1973 

California Law Revision Commissio~ 
School of Law 
Stanford University 
St an ford, Ca liforni a 94305 

Re: Tentative Recommerraation Relating to Ll-5uidat~d Damages 

Gentlemen: 

I was pleased to read the tenor of the above tentative ,. COInr" ,ndation. 
I offer the following comments and suggestions. 

I refer you to the second paragraph under the conunent to thEo ')roposed 
new Section 3319 which includes a listing of relevant conside.'ations. 
I think that th'e substance of those considerations is SO significant 
that it must be placed within the code section itself. It is unfair 
to burden not Ol,ly the public but attorneys "ri th the necessity :>f 
constantly referring to legislative history or comments of draftsmen 
in order to unde ·:stand legislation. It is dangerous to rely upon the 
fact that trial :'udges -.,ill necessarily be familiar with such cGmnents 
or will interpret legislation according to such comments. It is 
particularly dang'Jrous to rely upon the use of such comments to ilid 
in interpreting the legislation if the proposed legislation is in any 
way altered by the legislature prior to its adoption. Such change may 
or may not have be·~n made with a view to altering the purposes set 
forth within comme;ts of the drafstman (in L~is case, the Law Revision 
Commission) but cOlrts interpreting such change can go either way in 
such interpretatioL, If, on the other hand, the comments were codified 
or at least includec" within the proposed :egislation, then any changes 
made by the legisla1ure would be clear as to whether such materials 
were intended to be ,hanged. 

Section 2954.5 (b) an<: 3320 (b) both make reference to the "requirements 
of section 3319". I ')€lieve that technically that is a confusing 
reference because the way Section 3319 has been drafted, there are no 
"requirements", or a"!:: least if there ere such requirements, they are 
requirements for havi''1 the section made inapplicable. 

To satisfy the -roblems raised in the second and third paragraphs above, 
I would propose that Section 3319 b~ altered in a fashion similar to the 
following: 

3319. A provision in a contract liquidating the damages 
for breach of a contractual obligation is valid if 
either of the following requirements is met: 

a. By other section of this code or any other 
statute the provision is declared to be valid, 
reasonable or to satisfy the requirements of 
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t:-:.is sGct.ion ~ 

(b) The provision · ... }.:.l3 not l.'!:lrea.sonable under the 
circu:rns:~a...~ce s exis t:_I_nq at. t_he titHe of the making 
of the contract. 

No pro"visioYJ shall be considered LJnreasonable unless 
it is e3t"ablishedtr,,,t at the time of '::he making of 
the c:oil"lcractc either (,I) the ma:;::'mUlt, amonnt of all 
reasonably anticipatable damages including non
reco'Jerable costs oc expenses which might reasonably 
be incurred in o:::der to pro"ve .sl~ch damages or to 
proFe the right to recover darcdge',) under all possible 
circmr,stance5 was less t:1an the aluount liquidated in 
the contract, or (2) the amount of all reasonably 
anticipatable damages under all circumstances would be 
easily and clearly determinable without under any 
such circumstances the necessity of incurring non
recoverable costs or expenses to prove such damages 
or the right to recover same. 

3319.1. Burdens and Presumptions. 

(a) Except as othenvise p::=ovided herein there shall be 
a presumption affecting the burden of proof that 
a provision in e contract liquidating t.he damage:; 
for breach of a contractual obligation satisfies the 
requirements of Section 3319. 

(b) Upon proof that a provision in the contract liquidating 
the damaqes fer breach of a contractual obligation has 
been genuinely negotiated. and is not a part of a form 
or a copy ch:"om a form. the provision shall be con
sidered valid and the requirements of Section 3319 
shall be considared to have been met unless the party 
seeking to invalidate the provision establishes be
yond all r,3asoIl"~ble doubt thd"C the provision was un
reasonable .., 

(c) There she 11 be ,10 presumpt"ion respecting a provision 
liquidating the damages for breach of a contractual 
obligation in a contract which is either a form eon
"tract, a COIl"tract of adhesion or a contract prepared 
by par.ty having a grea~ly superior bargaining position 
who is unwilling to nego'~iate the provision, and in 
each of such instances L'le par-.::y claiming the validity 
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of t:hE pr.ovisi..nn ~~f':a~,- ;_. have "the b~rde1'1 af j.J.~:"ocf 
that it sat1.sij_E's the :rs1'l1,ir.em~::n.t. of Sect.ion 3319. 

I do not purport 'chat -tr:.e fOl:'"egoing 1un9uage represents t3-18 las·t 'i,liord 
on this subject or ""e best possible drClFtsmanship. I do suggest, 
however, that if oae 0 f -ell'" p'-'rpcses of thj.s legislotioTl is l:o avoid 
tying up courts consider ins~' d::Ln(3ge ql1e3tio~ls t.dd.ch could be a!1d srouJ.d 
be avoided, then t:he ~_eg:'sl:lt::.ion HTUst bE.:: sufficientJy detail.ed S0 that 
these matters can ~e qu ickl'-/ and eo,sily CL~~3posec1 of ~;'/ithou-t a ccurt IS 
being required ,to del .... i'e int_o '"ariotls wa.Lters 2~::d then determinf Jche 
Gignificance of such matters. 

The effect of trle nropo_sed Section :2 954.,,, (e) C) is t.o pen,,:' a borrO~ler 
to have ten days L-ee inte-'est for the sehedu. ed life of 0 loan. The 
effect of such a provision on a $100,000 loan would be $2' during the 
very first year. This seefi'S to be an unreaso! "h1e impoF .' '11 on a 
lender. If, as a matter of eOll':,tesy, they chc )se to aL_ol'; it for occasio.l-
aL viola.tions, tha't is one thing, but it see:n" unfa.i ;:-:0 restrict their 
right to collect a late pa;'T,lent charge unt_il :om day., after -the 
scheduled due date. 

wi thin the same section it '..;ould ;;ppe ar more ap ·ro _'iCt~e to permit the 
lender to apply the paymen·ts as he saw fit rathc;: ,c.han forcing him 
for that purpose to apply the payments to the h ",;", paym"nt rather 
than the first due payment. 

I believe that Section 2954.6 (d) Sh,-:lU1.d ha\·e f' ',rero1 previsions added 
to it: 

1. Firs";: of all .. I think t.hat. tIl; option sholl. ;'"1 be exercisf>
able only up0n notic'? to t.he ·:-:orrower a;:.d '! '.tr'c such pro

vision should be added. 

2. Secondly, insofilr as the ], "del' is c:cncern8t.. it would 
certainly seem that: aft,~r 40 day:} the lender should he 

entitled to increase tJ:6 ~.,nou'1t of tr£ late paymer.t chars",. From a 
practical standpoint I De ?ieve yO\2 '..;ill find that 18:1aers c. : ~o",ar: ly 
send out repeated not:ices and the longer the debt: is u"lpaid -:he gn: 3ter 
the number of notioes are sent out and ob'.'iol1sly:OhE. greater the am0unt 
of bookkeeping and stenographic work is entailed < There fore, provi· ring 
for additional late payments if certain periods of tiwe elapse ,<loul,' 
seem only rea.sonable. 

3. Nex"c, I believe tbat the delinquent inst:allment wi i.,:h .}2-

comes a part of tre princj.pal Sh':lU: .. <1 be deemed imml cia 'ely 
due and payable such -chat the adding or the amount. to principal i.: 
really only for the purpose of campu-Ling interest. 

Your comment to S8C:1:ion 295406 (d) C'2r,18 as 
read the section to tn any w?y imply ",hat 

a 3urpl.:"ise tL '!1e ~ I did t. 'Yl
t'1e election t" add j::he 1;- _"" 

// 
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payment charge to principal foreclosed the lender from treating the 
failure to pay the late payment charge as a default. I above suggested 
that the late paymen~. charge be made immediately due and payable I;!hich 
p~rhaps would resolve the matter. But in this instance it appears we 
disagree upon what should be the law ra1:he: than how to effectuate the 
purpose. I cannot underst.and why a lender should be forced to wait for 
the late payment charge whL,h presumptively, by this section, he is 
entitled to solely because he further desires to collect interest upon 
that late payment charge at the same rate as provided in the loan. 
While I have previous ly indicated that the comments are not necessarily 
adhered to by cour1:s in construing legislation, I think it would be ill
advised to conclude that co~~ent whether or not provision was made for 
the immediately due and payable nature of the late payment charge which 
is added to principal. 

With respect to Section 3320(b), the language "shall be deemed to be 
reasonable and" seems redundant and the mere qualification "shall 
satisfy the requirements of section 3319" seems totally sufficient. 

With respect to that same Section 3320, I disagree with the amount you 
have provided as the liquidated damages. Your own earlier comments 
within the background portion recognizes that the right to specific 
performance is an illusory right or one that is not easily exercisable 
The effect, therefore, of the liquidated damages clause is to 
give the buyer an option. I suggest that 5% of the purchase price is 
not a reasonable option price, especially in the sales of lower priced 
residences. For example, taking a $40, 000 house off the market for a 
month, making plans to move, or, in fact, generating a move, can run 
up far greater damages than simply $2,000 if the buyer should default. 
It: is well recognized that an empty house will be far less saleable than 
a full one. The expense of moving back in might be too prohibitive. The 
seller may be unable to consummate the purchase of another residence, all 
because of this default. I think that the 5% figure is just too small 
and that the presumption should start at 10%. 

1. Additionally, I feel that the section should be broadened 
so that the percentages which are deemed reasonable in

crease as the length of time of the contract of sale (customarily the 
escrow period) increases. If the property is held off the market 30 or 
45 days, then 10% may be sufficient. But, if the property is to be held 
off the market for 60 to 90 days or even longer. then a higher percentage 
should be EStablished as being clearly reasonable and therefore satisfying 
Section 3319. 

My brief research does not clearly indicate to me whether attorney fees 
recoverable under a contract are items of damages or costs. There are 
strong indications that they must be specifically prayed for and this 
would tend to indicate that they are considered as elements of damages 
rather than costs. If I am correct that this is a ~~estion that has not 
been clearly resolved or if resolved, has been resolved in favor of a 
determination that attorney fees are damages, then an additional subsection 
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under Section 3319 should be inserted to provide ·that the liquidated 
damages do not preclude t:he additional recovery of attorney fees 
if provided by law or by contracic. Otherwise. icc attorney fees are 
to be considered damages, the liqt:idated damages clause would be 
considered to include the at.torney fees. That hardly can be the 
anticipation of the parties, however. Look, for example, to the 
situation under Section 3320(b) where the contract provides for 
5% (or whatever applicable percenta.ge) as a liquidated damages 
clause. Assume again the sale of a $40.000 residence ~li th $2,000 
held in escrow as a deposit. The attorney :ees alone. should ·the buyer 
refuse to sign escrow instructions perJ1'.itting the release of those 
funds to the seller, will come close to or exceed the $2,000 just to 
get the funds released out of the esrrow by way of a lawsuit especially 
when the costs of the inter'pleader which the escrow holder will impose 
are superimposed upon the picture. 

I thank you in advance for the privilege of submitting these comments. 
I have, from time to time in the past, submitted similar such comments 
but have always been at a loss to follow whether my comments were con
sidered, or if considered and rejected, why rejected. Perhaps the 
quantity of comments you receive is too vast to supply an individual 
response to each letter as the comments are considered and turned 
down for whatever reason. 

However, I still am anxious to be kept abreast of this matter and if 
there is any mechanical way whereby I can at least receive the actions 
of your commission insofar as they are reduced to writing (memoranda, 
minutes of meetings or supplemental reco~~endations) I would be 
greatly indebted to you if I could be placed upon a mailing list to 
receive copies of at least those writings ,,rhich bear upon the com
ments I have made above. 

Thank you again. 

RDA,LW 
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California Law Revision Commission 
School of Law 
Stanford University 
Stanford, California 94305 

Gentlemen: 

EXHIBIT XVIII 

SCHOOL OF LAW 
May S, 1973 

With regard to your Tentative Recommendations on Liquidated 
Damages, I have two comments concerning proposed section 3320: 

1) What does "contract for the sale of real property" include? 
Are installment land contracts within the purview of this section? 
These are described as "real estate sales contracts" in Civil Code 
section 2985. See California Real Estate Sales Transactions, 
11.45-46. 

I would prefer to see this liquidated damage proviSion limited 
to marketing type deposit receipts, and not made applicable to installment 
contracts, unless "deposit" is narrowly defined, per my second suggestion. 

2) I recommend that you include a definition of "deposit" as 
used in this section so as to include only the amount of money paid 
at the time that the offer is made or the contract is signed. In 
the installment contract area, payments made by the purchaser after 
execution of the contract but before conveyance of title by the vendor 
should not be considered part of the deposit. In the deposit receipt 
sphere, payments that the purchaser is required to make within so many 
days after acceptance by the vendor, or so many days prior to the close 
0'£ escrow should not be considered part of the deposit unless the 
contract expressly declares them to be so. 

CC: Professor Justin Sweet 
RHB:ben 

Sincerely, 

~ r~>I~--' 
'/ ! 

~"'\\ '- C~ , . 
Roger H •. Bernhardt 
Professor of Law 
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STATE OF CALIfORNIA-BUSINESS AND TRANSPORTATION AGENCY 

DEPARTM.ENT Of PU sue WOiKS 

LEGAL DIVISION 
1120 N STREET. SACRAMENTO 95l!14 

" .. 

May 9, 1973 

California Law Revision Commission 
School of Law 
Stanford University 
Stanford, California 94305 

Gentlemen: 

Re: Tentative Recommendation Relating 
to Liquidated Damages 

RONALD REAGAN. Governor 

We have reviewed the Commission's tentative conclusions on 
the above noted recommendation and have no objections to 
the suggested change. 

We would like copies of other comments which have been 
received from other persons and groups. 

Very truly yours, 

~~~ 
ROBERT F. CARr.sON 
Attorney 
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Memorandum 73-47 EXHIBIT XX 

The Metropolitan' Water District of Southern California 

Office of Generoll COllnsel 

California Law Revision Commission 
School of Law 
Stanford University 
Stanford, California 94305 

May 10, 1973 

Re: Tentative Recommendation Relating 
to LLquidated Damages 

/~---=~~~~~~~~==~~---------<----~ 

Gentlemen: 

Comments on the Law Revision Commission's Tentative 
Recommendations Relating to Liquidated Damages are enclosed. 
In the event there are questions pertaining to these materials, 
please feel free to contact the undersigned. 

FV:mj 
Enclosure 

Very truly yours, 

John H. Lauten 
General Counsel 

By ~,£ tiLL~{7"' 
Fred Vendig 

Deputy General Counsel 

- - ---- .---- . ----.~ 

-, I 
", ... -' I 

, _ ... ------- ---

1111 Sunsel Boulevard, Los Angelt.'Sr Calif. I Mailing address: Box 54153, LOll Angeles, Calif. 900541 Telephone: (213) 626-428.2. 



Subject: 

May 10, 1973 

Califor~ia Law Revision Commission's Tentative 
Recommendation Relating to Liquidated Damages 

Proposed Section 3319 of the Civil Cede is a considerable 

advance over previous statutory authority for liquidated damages 

(Civil Code section 1671). Nonetheless, it is apparent that the 

section fails to take due cognizance of the specific problem of 

liquidated damages in contracts entered into by public agencies 

for construction of public works or procurement of materials. 

Liquidated damages are customarily incorporated by public agencies 

in contracts awarded pursuant to competitive bidding {see, for 

example: State of California, Department of Public Works, Division 

of Highways, Standard Specifications, Sections 1-1.26 and 8-1.07 

(January, 1973), APWA-AGC Joint Committee, Standard Specification 

for Public Works Construction Section 6-9 (1970); Metropolitan 

Water District, General Conditions, Section 29) and may in fact 

be mandated by law fSee, for example, Section 14376 of the Govern

ment Code, part of the State Contract Act (Government Code, Sec-

tion 14250 et seq.): Silva & Hill construction Co., Inc. v. Em

ployers Mutual Liability Insurance Company, 19 C.A. 3d 914, 918-921, 

97 Cal. Rptr. 498 (1971)J. 

Specifications typically pay due lip service to existing 

statutory authority and case law when it comes to liquidated damages. 

However, it is recognized that, as a practical matter, liquidated 

damages are frequently not used to compensate an owner for late per

formance as much as they are used to provide a proper incentive 
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to a contractor to. complete the work in timely fashion. This 

distinction is significant. It stresses the probable deterrent 

effect of liquidated damages over the probable compensatory 

effect and recognizes that, notwithstanding development in case 

law, practice has not comported to legal theory. 

A recent appellate decision appears to indicate that 

courts are unwilling to permit withholding of liquidated damages 

when they were intended primarily as a deterrent to late comple

tion, in the absence of visible economic damages [Smith, Inc. v. 

City of Lakeport, 3 Civ. 12877, April 18, 1972 (unreported)]. 

yet there is every reason why a public agency, for itself and as 

a guardian of the public interest, should be able to impose 

liquidated damages as an appropriate deterrent to late completion 

and to collect them. 

The fact of the matter seems to be that in competitively 

bid pUblic contracts, liquidated damages are more likely than not 

pegged to the size of the project according to some arbitrary scale. 

Accordingly, legislative recognition of the special problem of 

public construction and procureme~contracts might be appropriate. 

This recognition could take the form of statutory authority for 

the withholding of liquidated damages in specified minimum amounts 

scaled to specific sizes of projects which shall be conclusively 

presumed to be reasonable amounts in view of the difficulty of 

considering all economic and intangible factors that might damage 

the public if performance is delayed. 

It is conceded that the economic factors could be esti-

mated to a limited extent. A project not completed on time means 
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a public investment not put to use. Certainly the cost of interest 

on money invested could be estimated and the amount involved can be 

substantial. As an example. a $20 million project lying idle due 

to contractor delay means an average investment of $10 million not 

put to use. The cost of interest, figured at 6%. would be $600,000 

per year or the equivalent of approximately $1660 for each calendar 

day's delay. A construction project of that size (although the 

same is ,true in the case of many procurement contracts) would en-

tail substantial costs for each calendar day's delay for continu-

ing on-site inspection and record keeping, as well as for office 

contract administration. Finally, it should not be overlooked that 

major public projects are frequently subdivided into several con-

struction or procurement contracts or both. The consequence of 

delay of performance of anyone of such contracts may be to delay 

use of the entire project. The potential economic damage accruing 

to the public agency as a result is vast and could easily exceed 

the amount of liquidated damages on any of the several contracts 

Which might otherwise be deemed reasonable. 

The intangible factors, virtually impossible to translate 

into dollar amounts, arise from the impact on the public health, 

welfare and safety from a failure to complete the project on time. 

For example, a freeway not completed on schedule means that drivers 

cannot use it for the period of ,the delay~ This delay can mean, 

inter alia, more accidents on non-freeway roads that must be used 

by the public in the meantime or cost to the public by having to 
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use slower routes. As another example, a pipeline intended to 

transport water which is not completed on time may involve an 

effect on the public health or welfare in that better water in-

tended for transmission through that pipeline will not be de

livered, forcing the public to continue the use of a poorer 

source of water during the interim. 

In the case of any delay in performance of a construc

tion contract, there is a danger to the public safety in that 

continuing construction exposes the public and workers on the 

project to construction accidents. In turn, these accidents will 

be reflected in litigation predicated on the agency's role as owner 

of the work under contract. Such litigation will have an impact 

on the public purse, either directly or through increases in in-

surance premiums. Continuing construction may involve dust, 

machinery fumes, groundwater seepage problems, noise and other 

environmental intangibles. all of which cause damage in one form 

or another. but which cannot adequately be reduced to money figures 

except in those rare instances when litigation involving questions 

of eminent domain arise. 

In contracts entered into pursuant to competitive bid

ding, it is the public agency which sets. but does not negotiate, 

the amount of liquidated damages. It is doubtful that many agencies 

carefully calculate liquidated damages in accordance with the 

standards set forth in Section 1671 at the time the contract is 

drafted. It is equally doubtful that in the future agencies will 

"-. go to great effort to make liquidated damages "reasonable" so as 

to survive challenge under the proposed Section 3319. Finally, 

agencies do not desire to be exposed to litigation regarding the 
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amount of liquidated damages 'nd the statute could protect tht:m 

against such needless litigaton. These very reasons require a 

legislative recognition of mi ,imum dollar amounts of liquidated 

damages that are conclusivel} presumed to be valid and enforceable. 

What these amounts should be ,s a matter that the Commission could 

determine through further die, ~ussion with interested parties. 

It may be noted th<c the approach herein proposed could 

consistently be combined wi~ a statutory provision similar to 

that contained in current Selate Bill No. 280 providing the salu

tary corrolary to liquidated damages, namely a bonus for early 

completion whenever early conpletion would be of advantage to the 

public agency. 

Fred Vendig 

FV:mj 



Memorandum 73-47 

EXHIBIT XXI 

LOYOLA UNIVERSITY SCHOOL OF LAW 

California Law Revision Commission 
School of Law 
Stanford University 
Stanford, California 94305· 

May 16, 1973 

Re: Tentative Recommendations relating to Liquidated Damages 

This is in my opinion an excellent piece of work. While there 
may be problems involved in your proposals relating to late 
payment charges, I fail to perceive them. I will therefore 
direct my comments solely to your recommendations and proposed 
legislation concerning liquidated damages provisions in con
tracts. 

The principles of party autonomy which you advance are sound 
and should be recognized by appropriate legislation. Some pro
vision should, however, be made for situations where no negotia
tion preceded the making of the contract. This might perhaps be 
done by explicitly broadening the requirement of reasonableness 
under proposed Civil Code Section 3319. It might be stated that 
a factor to be considered in determining reasonableness is the 
relationship of the contracting parties at the time of enter
ing into the contract. Another possible approach Which, however, 
poses some difficult drafting problems is to require that the 
party claiming a right to liquidated damages establish the 
reasonableness of the contract provisions in situations typi
cally involving adhesion contracts. 

The disparate provisions of proposed Civil Code Section 3319 
and Commercial Code Section 27lB should be reconciled or there 
should be a clear statement that Section 3319 does not apply to 
sales of goods. If it is a valid premise that the reasonableness 
of a provision for liquidated damages is to be judged in the light 
of the circumstances confronting the parties at the time of con
tracting rather tilan at the time of breach, I see no reason to 
make an exception in contracts relating to sales of goods. 
Commercial Code Section 2718 should therefore be amended to con
form to Civil Code Section 3319 on this point. 

The Commission has undoubtedly considered the problem of speci
fic performance of a contract containing a valid liquidated 



California Lav Rf~vision Co:mtTtission 
May 16, 1973 
Page Two 

damages provision. While the vendor's ngh:: t.o speci.fic per
formance under a 12.nc.1 sales cont.:ract. is of very little practi·· 
cal importar,::;e, as you have cleax1y nct.ed. Lhe vendee's right 
to specific pe::formance is often cxtrenely valuable. I think 
it should be clearly stated in 1:118 ('cde T.tlat the unE of a liqui-' 
t:~at~d damages provision .in a cor~troct otht2n,rj.sc specif~Lcally 
enforceable will not deorive either partv to the con.tract 
of his equitable l.~emedies- therGl1nde::'-~ 1 arft assillTd ng f of coursE, 
that a vendee may :;1:100S8 to provid~ fCIl:' liqui.d;:~t8d dru't\ages in. 
the case of a vendor',,: dsfault., proc:eeding uncle.::" Section 3319< 
In some states this could be. interpreted as a \-Jaive',~ of his 
right to specific performance. 

Finally, may I say that I am very glad to have had the oppor
tunity to review tile proposed legislation. I had read Professor 
Sweet's background material vihen it was first published in the 
California Law Review and a"ll especially interested in the sub
ject matter of this study because I have long taught the course 
in Remedies at our Law School. I hope that my comments for 
what tiley may be worth do not come too late to be of any possi
ble use. I have had to be out of town, and this ccinciding with 
various family problems has delayed my response. 

MSR/hw 

Yours truly • 
. ", 

j"1 ~ .~. , 

"'

p·e / ([ (·qL.:C 
( 

~1artha S. Robinson 
Professor of Law 



Los Angeles 

GR.AF.A:·.'~ SULt.l'v.r.,N .~. :'ppt,':f:" 
r::~r::i":Y :::'-':;:'0:;n:ey:d~'r,: 

Galifornia Law Revisicn COmJ),iss.!.o:). 
Schoo 1 of LilT"; 

Stanford University 
Stanford, Ca1.ifornia 9":f30S l" 

Re: Recormllendation Relating to Liquj.daLed Damages 

Gentlemen: 

I recently received your tentatLve recotnr:iendat:i.ons relating to changes 
in the law on liquidated damages and I strongly concur 1-.rith t.he recom
mendations. 

The Los Angeles Unified School Disl:rict currently provides fen the 
imposition of liquidated damages it:. la.bol: ;md Tr.aterial contr'ac.ts 
(construction and maintenance) and in c.e.rt.::dn contracts f:Jr service and 
equipment. The use of such provisions 13 predicated upon the diminution 
of the educational progra;,'1 of pupils resulting: fra::r; the failure to COl7rplete 
a school facility within prescribed time limit5 or r:he failure to provide 
services or e qUipmcn t. :leee ssary :for Lhe eOEca tiona 1 progr aLt_ l'he damage 
to pupils and the Distric.t from such delays is, of course, impos.siblc t~o 

estimate. and the ar:lOun-c of liquidated da..nag(~s, v:hich 'He -::.or..sid.e:t reaso-::1able 
according to the nature: o~ the varl.0US- contracts~ h2S encol.l-ragcci contrac.tors 
to completE'- tr:.eir conr.racts in a t:ilnely l:-L-1.fl.;-:;.cr .. 

You are probably a""'rare of SE'.Hi:ite El11 2:3u,. amerded Apri.l 20, j,utxod:.~GeG. in 
this Legislative Session, which ... .'Juld. authorize various- pUJU.c ~ntl.t-tes t.O 

provide in c.on.t~'ac,ts both pen31ty cla.uses fot' Inte :::n:-,::rlcs.ion and bonus 
clauses for early comple-~iO:-1 of du·: ;-::O!ltr.:lcts.. Asse17l;)ly .Bi.11 502 ~...,ou.l!j 

require the inclusion of bom . .!$. pro'vl&iOr1S 1.n public cont:Ccicts l\Thic~h ~.)rovic:.c 

for specified da~ages f01:- lat.£'. GOI~pl€ cion... Your reco;r;r:lcndatlo-n for gei1€ral 
provisions on liquidated :1a!r:agC!s ·...;rLuld .qPP2.a-.:- to O~~.;idte the ::teed for tile 
foregoing legislation and \,"f"(}uld eliminate a::-lj.T r€qHirf':r.lent fo'X: tonus cL?,.uses .. 

Liquidated damage~ clauses i:ncli..!ced ir· contrac-cs aW.:Jrde.:i t.:l1der coope.t,itive 
bidding presents another pro;Jle.rr. for public enti.tieG because of r.eGent cou::':"t 
decisions N"hich have he.ld sue.!: contracts to he c ..... ~"t1.:ra::ts of afr8sion a.nd,. 
thus, not .1leeting the requirement of agreement oE l.:he parties- under tl:e 
current law. It is hoped that y'our r.e::.ommendatioES 't-.fll elimif!i1tG t.his 
?roblen..-

: :'1.(; fjc..~~. 



California. Law Revision Corr:nlissi.G!1 - 2 ~ l~ay 16, 1973 

I hope that you ,,·:iil ::.61 l upo.-~ tb if '-":-2 E,("iY 1;:;.;, c£ a:-_;y ,-:t>~s.;'~s't:an(.;e 1:.8 y~)t;. i!'!. 
the formuJ. at~.on of you.::- fi:l'l L reCGIDfliencidtions ,.1:3 they may apply tc public 
enti :.ies, paTticll larl y sc..hoa-l rii.st:ci.c:- t~ ~ 

:;":.' (,,,-, e 1 'V C-

~ .. ~-j-u<'~ 
?:red W~ B:remenkat.~p 1] I 
1):i.J:-8C i·.r~·r: of GC:r!tl:,se tUH:;. RI2::' a ti(,"(L3 

Hm,m,-



M.~morand 11JTJ '""( 3 -47 

i_-::':aliJ/Jr~_io. Lav,' H£>vi5:i:Jr (>:'Hl.-:-:'·~ i;~ ~:·~\.:rj 

~lch~)Dl ;)t 1_;':1.\'" 

Stanford rL",;_~Vi:!;:'S~ty 

Stanford~ Calif 0::'''1118. 

Gentlemen: 

I have had the opportunity t.o revlc,v} the L8Vi! Revision Comrr.tissicn 1 s 
Tentative Re:::ommendai:ion .i'l..e1ating to Liqu'idated Damages 8Jld find 
the proposed new Secticn 3319 superse'ding-er;'i:1 Code-~ons 1670 
an.d 1671 to he very meanjngful 2n:1 beneficial. 

It is my understanding that Seelio)) 3'319 wovId re2d as follow.s: 

"3318. A provision i,'] a contr8.d liquidating the d2.rnages 

for breach of a contr8.ctua}. obligation is valid unless the 

"'Nas unreasonable :ulder the- cu C'JYIi8tar.ceE exi_ sting at "til€' 

Would you please keEp -'-'fIr:: inforrr:€-:d elf tLe S't;:-.;.tU;3 0-. your recornrnenda.
tions relating to liq~liCiated darD2g(:s~ 

Sincerely, ' ____ .,) . ' 

---=-;:Z;'-- &tZz1'. /A,~; / ,rc - (/ "-'-- /' /.,'/' " 

If:. /'l,~~-' 

Delroy :Vi. RichardsGr; 
Attorney 

/kb 



Memorandum '73-47 EXHIBIT XXIV 

ItE!iQ;.IJTION fOe.O!'O$Et:!o t;\'" 

ORANGE COUNTY EA." J!.sSOCIATION 

r-~SOLVED that the Conference of Delegates reco~~ends to the Board of 
! Governors of the State Bar of California t.hat the State Bar support 
r the California Law Revision Commission tenta.tive recommendation relat-
~ng to liquidated darneges. 

The basic principles of the tent.etive recommendation would change 
the law to provide that liquidated damages provisions in contracts 
are valid unless unreasonable, and that the reasonableness be judged 
as of the time of entering into the contract, rather than by hindsi<;ht. 

OTHER STATUTES AFFECTED 

The proposal would amend Civil Code 55 1951.5 and 3358, repeal 
Civil Code SS 1670 and 1671, and add iSS 2954.6, 3319 and 3320 to 
the Civil Code. 

STATEMENT OF REASONS 

The present statutory and decisional law governing liquidated damages 
provisions restricts their use to situations where the actual damages 
would be impracticable or extremely difficult to fix, and where a 
reasonable endeavor has been made to estimate actual damages in 
arriving at the liquidated provision. Generally speaking, liquidated 
provisions are difficult t.o enforce and sometimes misleading to 
contracting parties. 

The California Law Revision Commission in its re"ised tentative 
recommendation to the California I,,,gislature, d,il.ted March 8, 1973, has 
provided a convincing and scholarly argument for reform. Basically, 
the Commission recommends statutory changes to create a somewhat 
more favorable climate for liquidated damages previsions. Its recom
mendation is in line with a current trend favoring liquidated damages 
as represented by Commercial Code S 2718 and other similar statutes. 

We feel that the proposed approach would mere closely conform to the 
expectations of contracting parties, tend to improve judicial admin
istration by shortening trial time on many cases, and give contracting 
parties better control and predictability of risk exposure at the 
outset of their contractual relationships. The proposed statutes 
protect against 0Pi..ressive or coercive use of liquidated damages by 
permitting the Court to set aside provisions which are adjudged un
reasonable when viewed from the time of entering into the contract. 

1972 CONFEUNCE 



COUN'l'ERARGUMZtlT PRESENTLr BY 
SAN DIEGO COUNTY BAR ASSOCIATION TO 1973 CONFE.aENCE 

RESOLUTION NO. 12-23 

Re: San Diego CO'.mty Bar A,:lsociation Coun~erargument to 
Resolution proposed by OranD", County Bar A~sociation to 
Support the California La." }:evision Co=is,ion Tentative 
Recolll!llendation Relating to ",iquidated Dama':8s (Proposal 
H2-23) 

The San Diego County Bi.r Associat.' on mSAl'PROVESthis 
proposed resolution. 

The proposal relates tc a "RaviseCl. Tent;,.tive Recommendation 
to the Califo=ia Legislatuc-e dated Mar ... -; 3, :973." We have 
been .advised by the Califonia Law Revh ;)n C:llnmission staff 
that any position would be p:emature in . "at the COlll!llission may 
substantially revise its March 8, 1973 pc. itio.l and might even 
take a contrary position. The "Tentative ~ecolllmendationn of 
the Collllllission was distribut:ed by it for c; Jmrnent only. 

As the Commission itself has not concl.ded its research 
nor established a firm recorr~endation, it W011d be premature 
and unwise for the Conference of Delegates t, make a recommenda
tion to the Board of Governors at this time. 



Memorandum 73-47 
EXHIBIT XXV 

rrANUY c. MEMELM£Y[R 
CIT"t ATTOJtfllI'l" CITY OF TORRANCE 

3031 TORRANCE BOULEVARD. TORRANCE, CALIFORNIA 

'TEL.EPHCN£ tZI3l :326-5310 

May 30, 1973 

California Law Revision Commission 
School of Law 
Stanford university 
Stanford, California 94305 

Gentlemen: 

We applaud your efforts to provide for meaningful 

liquidated damages legislation. we trust that your 

tentative recommendations will apply to public works 

contracts as well as other contracts. Because of the 

difficulty in proving damages in public works contracts, 

a liberal statute authorizing liquidated damages is a 

real necessity. 

SER:jc 

very truly yours, 

, II-'7J--', ;"-',/ "7 ft/ l v..<.["n'r"'1n-' lj{ ."f/-'/- k::._~ _ t __ It , 

STANLEY E. kEMELMEYER 
city Attorney 

r Yo 
. ____ . __ "_ ---,---- ------ ----·--i 

: •• - •• > 

-. -- -.-_. -f 

I 

\ 
I _ _ _ \ 

-.---~-'--~-----.---

90503 
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Memorandum 73-47 EXHIBIT XXVI 

UNIVERSIIT OF CALIFORNIA, BERKELEY 

B~ • DAVIS· mYINE • LOS ANGELES. lUVlI\SJDE ~ SAN DIEGO" SAN FRANCISCO 

Mr. John DeNoully 
Executive Director 
California Law Revision Commission 
Stanford University 
Stanford, California 94305 

Dear Mr. DeMoully: 

SCHOOL OF LAW (BOALT HALL} 
BEBULEY, CALlFOBNIA 94"~O' 

TELEPHONE [415164.- 1941 

June 11, 1973 

Thank you for forwarding to me the report which will be 
submitted to the Commission and some of the comments on it. 

I am leaving Berkeley this week so I have not had a chance 
to study the comments in detail. However, I did read enough of 
them to get some idea of some of the objections to some of the 
recommendations and permit me a few comments. 

I don't b eHeve I am in much of a poS! tion to c01lllllen t on 
the wisdom or lack thereof in your proposal regarding late interest 
charges. However, I think that some of the objections to the 
statutory formula for earnest money missed the point. The 
principal objection, other than the amount of the statutory 
figure, seems to be that real estate purchase agreements are 
adhesive in nature and that the formula would cause unjust en
richment were the sellers able to retain the property or sell 
it for at least as much as the defaulting purchaser has promised 
to pay. Of course, much of t~ language in a real estate purchase 
agreement is adhesive. However, the amount of the deposit is very· 
likely to be a negotiated figure. It is true that some buyers 
may simply go along with what the real estate broker tells them 
to do. But they generally know wh2t they are doing in this regard 
and I think that all the evidence indicates that buyers expect 
to drop the deposit if they don't go through with the deal. 
So I don't think it is fair to say that bUyers will be hoodwinked 
or oppressed by the adhesive nature of the transaction. 
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~. John DeMoully 
June 11, 1973 
Page Two 

This of course then gets you to the question of unjust 
enrichment. Some writers have indicated the feeling that it 
is unfair for the seller to keep the money and still have the 
property which-presumably is worth as much as the purchase price. 
But they seem to ignore another aspect of unjust enrichment. 
First, we want rules which will encourage people to perform in 
accordance with their agreement. Buyers who default generally 
have no reason for doing so other than a change of mind. If 
t~ey wished to they could have conditioned their obligation to 
buy on the occurrence of events which would have given them a 
defense and as a rule the right to receive their deposit back. 
What does happen is that the buyer simply has changed his mind. 
I see no reaSon why the parties cannot set up a formula for 
determining how Bluch this change of Blind will cost him. Secondly, 
we also want rules which will operate with the minimum amount of 
administrative inconvenience in burdening the courts. To the 
extent that the amount can operate to d,termine the damages, a 
good deal of litigation expense to both parties can be avoided. 
Proving the difference between contract and market price often 
means a parade of conflicting expert witnesses. 

Finally, some of the opponents of a statutory formula seem 
to have Blissed the point that the amount set forth for the deposit 
also limits the obligation of the buyer. They always seem to 
assume tbat inflationary costs will always continue and land is 
always worth at least as much and usually more than the contract 
price at any given date. If a statutory formula is not used when 
buyers sue sellers to recover their deposit. sellers often, legitimately 
and otherwise. contend that they have suffered losses in excess 
of the deposit. Sometimes they are able to show this, but in any 
event there is a risk that theblyer will end up losing more than 
his deposit. And this clearly flies in the face of the intention 
of tbe buyer at the time he makes a deposit. From a seller's stand
point ss long as be is going to be sued for tbe deposit he migbt 
as well take a shot at showing that actual damages exceeded the 
deposit. 

Some critics have pointed to the not insubstantial amount that 
can be forfeited by the 5% formula. Determining the formula amount 
is not an easy matter. On the one hand I can see a sliding scale -
which will reduce the percentage as the purchase price goes up. Tbe 
trouble with this is that this puts the highest percentage on the 
individual purchaser of residential property because theae are 
generally lower in amount. Comments have been made by critics that 
5% of $40,000 is $2,000 and this is not a trivial amount. This of 
course is true. Yet the person who buys the $40,000 house certainly 
knows what he is doing by way of the deposit. Secondly, he is the 
one who is in default and as I stated earlier, we still want rules 
which encourage people to perform in accoraance with their contracts. 



c Mr. John DeHaully 
JUne 11, 1973 
Page Three 

Perhaps a sliding scale could put a lower amount in a single 
residence purchaser situation, become greater in small commercial 
purchases and then diminish in larger commercial purchases. 
But this is a matter which you are obviously in a better position 
to determine than I am. My point is that a statutori1yf~earnest 
money amount makes good sense. 

I am going to be out of the country for about six months. One 
of the things that I will be lecturing on relates to certain types 
of law reform in this country. Sho tells me that you compiled a 
bibliography of writings relating to institutions like the Law 
Revision Commission. If you know of one or two pieces which go 
into the law reform movement in this country done by groups such 
as the New York or California Law Revision Commission, it would 
be helpful to me. These are phenomena which are unusual as far 
as Europeans are concerned and I think there would be aome interest 
in just how your Commission operstes. 

Very truly yours, 

JS:kh 

J~Grn~-
P'1j!:'sor of Law 



Memorandum 73-47 @ EXHIBIT XXv,,1 

Title Insurance and Trust Company 
433 SOUT)o-I SPRING STREET ~ LOS ANGEL.ES. CALIFORNIA 900154 • TELE",HONE (213) e28~24n 

HALlE WAlliN 
.... II .. a.NT 

Mr. William B. Eades, Jr. 
Attorney-at-Law 
The State Bar of California 
601 McAllister Street 
San Francisco, California 

Re: Liquidated Damages 

Dear Mr. Eades: 

July 3, 1973 I:"Nl!:eT J. L.O ••• "CKIl 
CMAIftMAN 01'" THE .ctAtliD 

The fact that the existing law creates uncertainty, and, in fact, invites 
litigation has already been well established by the Law Revision Com
mis sion and Mrs. Levine's report. This need not be further expanded. 
The revision would change that law so that liquidated damage clauses 
would be valid unless found to be unreasonable at the tirre the contract 
was entered Into. The burden of proof would be on the party seeking to 
invalidate the clause. 

Such clauses in real estate leases would be given the same treatment 
as other such clauses. This seems reasonable even though the Lessee 
in many (if not most) instances are in a weaker economic position than 
the Lessor. It would appear that the legislature should establish a 
guideline to equate with the five percent (5%) of the land sale contract 
liquidated damage proposal, although this is not to say that the five 
percent (5%) is the correct sum in those contracts. In real estate leases, 
a liquidated damage provision of one month's rent for each unexpired 
year of the term of the lease· cc. leases, the original term of which 
was not in excess of five years, appears reasonable in approximating 
the Lessor's actual loss. Leases in excess of five years would have 
to be (and usually would be) negotiated. 

Residential Lessees of the lower economic scale are generally in a 
weaker bargaining position, but those Lessees that are truly disadvan
taged will be unable to make a substantial deposit, and, at the same 
time, will in all probability be judgment-proof. 

-1-



Such clauses would be permitteci in land sale contracts if the clause 
itself is separately signed cr initialed and provides that the deposit 
on a portion thereof shall constitute liquidated damages if the buyer 
defaults. Such damages shall not exceed ~ive percent (5%) of the 
purchase price unless the parties agree on a larger amount and that 
larger amount Is not unreasonable at the time of the contract, 

I believe that the last sentence of Section 3320 should be amended to 
read: "Nothing in this subdivision ,r18cludes the pa."'ties from agreeing 
on a greate~ amount as liquidated damages if such agreement satisfied 
the requirements of Section 3319. .. I can not understand why this pro
vision must be initialed in land sale contracts but not real estate leases, 
etc. The five percent (5%) figure of Section 3320 (b) Geems high. This, 
while couched in terms of being a maximum, is in reality a minimum, 
Thus, on the buyer's default on a Twenty-Thousand Dollar ($20,000) 
house purchase, the liquidated damages would be One Thousand Dollars 
($1, 000), I feel reasonably sure that all broker-initialed deposit re
ceipts would call for this as the broker usually gets one-half of the 
forfeiture. 

In dealing with late payments on loans secured by a mortgage or a Deed 
of Trust on real property, the Law R3vision Commission proposes to 
treat late payments when the installment payments are Five Hundred 
Dollars ($500) or more the same as other liquidated damage clauses, 
The limits for late payments for installments of less than Five Hundred 
Dollars ($500) are set forth. This differential is used to help those in 
a weaker bargaining position a'1.d seems proper. 

A late charge not paid within torty (40) days may be added to the prin
cipal at the optIon of tile lender. He should be required to give the 
borrower notice of his exercise of this option. 

Proposed Section 2954.6 (cl (1) requires the lender to apply an install
ment payment to the current payment while prior installments are still 
delinquent. If the loan is in default, must the lender accept such part
payment; and, if he does, has he waived the default so that foreclosure 
cannot be had on the still delin"uent payment. If he can and does refuse 
to accept the current payment, may he thereafter claim a late c~arge for 
that installment. 

The proposed legislation does not categorize late charges, If they are 
additional interest, there will be an usury problem which the legislature 
cannot solve. If they are to reimburse the lender for his additional costs 
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in handling late payments, why not allow the borrower to show that 
such late charges were not reasonable when the loan was made, and 
why not permit the lender to charge more if he can show such charges 
are reasonable at the time the loan is made. Possibly, late charges 
are merely forfeitures sanctioned by the legislature. Wnatever they 
are, the legislation should say so, and the problem s raised by such 
categorization should be met. 

While I have pointed o·ut areas where additional work may be necessi
tated, I strongly feel that this legislation is warranted and is over
whelmlnglya positive step forward. 

Sincerely, 

OBERT G. ROVE 
Associate General Counsel 

RGR:vls 

cc: Messrs. Pfaelzer, Sears, Green & Hoffman 
M.ts. Lavine 
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Memorandum 73-78 EXHIBIT XXVIII 

STATe OF CAUfQRNIA-BUSINfSS AND TRANSPORTATION AGENCY RONAtD RE"_GAN, Govurmr 

DEPARTMENT OF TRANSPORTATION 
LEGAL DIVISION 
1120 N Street 
Sacramento, California 95814 
P.O. Box 1438 
Sacramento, California 95807 

July 6, 1973 

California Law Re\~sion Commission 
School of Law 
Stanford University 
Stanford, California 94305 

Gentlemen: 

, __ ./ Re: Tentative Recommendation Relating 
to Liquidated Damages 

We have reviewed the comments which have been received by 
the Commission from other persons and groups on the above
noted tentative recommendation. 

The vast majority of the contracts let by the State of 
California are governed by the State Contract Act (Sections 
14250 et seq. of the Government Code). Section 14376 of 
this Act requires the i~clusion of a liquidated damages 
clause in all contracts subject to the State Contract Act. 
For this reason, the tentative recommendation will have 
little effect upon the operations of the State of California, 
and, therefore, we will make no further comment at this time. 

Our present system of operation under Section 14376 of the 
State Contract Act has been '!ery successful and, as such, 
we want it to remain unchanged and would oppose any change 
thereto. 

Very truly yours, 

~~~ 
ROBERT F. CARLSON 
Assistant Chief Counsel 



Memorandum 73-78 

EXHIBIT XXIX 

Civil Code § 2954.5 

§ 2954.5 Delinquent payment charge; prereqnisites to imposition 
(a) Before the fit~t default, delinquency. or hto paymeni charge may be 

aS~ol's.sed by any lE:'nder or. a delinquf'rlt paymen(- of a ]Oall, other than a loan 
made pur,uant tn Section 22466 of the Financial Code, secClred hy real prop
erty, and befon' the borrower becomes oblignu'd to pay such II charge, the 
borrower- .shaH either"' (1) be notified in writing .and given let least six days 
from mailing of such notice in which to eure ~he delinquC'ncy. or (2) be jo~ 
formed, by a billing or notice sent for "nth payment due on the loan, of the 
date after which such a charge will be ,,"sessed. 

The notice provided in either paragraph (1) or (2) shall contain the 
amount of such charge or the method by which it is calculated. 

(b) If a subsequent payment becomes delinquent the borrower shan be 
notified in writing, before the late charge is to be imposed, that the charge 
will be imposed if payment is not received, or the borrower shall be notified 
at lease semiannually of the total amount of late charges imposed during 
the period covered by the notice. 

(c) Notice provided by this section .hall be sent to the address specified 
by the borrower, or, if no addreSll is specified, .to the borrower'e address as 
shown in the lender'. records. 

(d) In case of multiple borrowel'S obligated on the same loan, a notice 
mailed to one shall he deemed to comply with the provisions of this section. 

(e) The failure of the lel'der to comply with the requirements of this 
eeetion doe. not excuse or defer the borrower'. performance of any ob
Jiption incurred in the loan transaction, other than his ohligation to pay 
a late payment charge, nor does it impair or defer the right of the lender 
to enforce any other ohllgation including the costJI and expenses incurred 
in any enforcement authorized by law. 

The provisions of this section sball only affect loans made on and aner 
January 1, 1971. 



Memorandum 73-78 

EXHIBIT XXX 

Government Code Section 53069.85 

[Chapter 83) 

53069.85. The legislative body of a city, couJitr or district may 
include or cause to be included in contracts for public projects a 
provision establishing the time within which the whole or any 
specified portion of the work contemplated 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 moncy, to be deducted from any 
payments due or to become due to the contractor. A contract for 
such a project may also provide for the payment of extra 
compensation to the cIJntractor, as a bonus for completion prior to 
the specified time. Such provisions, if used, shall be included in the 
speciflcations upon which bids are received, which specifications 
shall clearly set forth the provisions. 

Government Code Section 14376 

§ 14376. Time for c4lmpletion of work: forMtnre for delay; 
bonus for completion prior to specilipd time. Every contract shall 
contain a provision in regard to thc time whpn the whole or any speci· 
fied portion of the \\'Ol'k contemplated shall be completed. and shall 
provide that: for each day compldion b delay~d beyond the spP";!ied 
time, the contractor shall forf~it: amI PdY to the State a specified sum 
of money, to he deduct('(\ from any payments due or to b,.come due 
to the contrnctor. A contract for H road project may also jH'ovide 
for the pnyment of extra compensation to the contractor, a~ a bonus 
for completion prior to .the specified time, such pl"Ovision, if us"l, to 
be included in the specifications and to c1C'arly set fori h the uasis for 
such payment. 



Memorandum 73~78 

EXHIBIT XXXI 

Assembly Bi 11 105 

SECTION 1. Section 2954.4 is added to the Civil Code, 
to read: 

2954.4. (a) A charge which may be imposed for late 
payment of an instaUment due on a loan secured by a 
mortgage or deed of trust on real property containing 
only a single-family, owner-occupied dwelling shall not 
exceed the equivalent of 10 percent of the installment 
due. No charge may be imposed more than once for the 
same late payment 0( an installment. No late charge may 
be imposed on any installment which is paid or tendered 
in full when due even though an earlier maturing 
installment or late charge on an installment may not have 
been paid in full when due. A payment is not a "late 
payment" for purposes of this section until at least 10 days 
following the due date of the installment. 

(b) A late payment charge described in subdivision 
(a) is valid if it satisfies the requirements of this section 
and Section 2954.5. . 

(c) This section is not applicable to loans made by a 
credit union subject to the provisions of Division 5 
(commencing with Section 14000) of the Financial Code, 
by an industrial loan company subject to the provisions of 
Division 7 (commencing with Section 18000) of the 
Financial Code, or by a personal property broker subject 
to the provisions of Division 9 (commencing with Section 
220(0) of the Financial Code, and is not applicable to 
loans made or negotiated by a real estate broker subject 
to the provisions of Article 7 (commencing with Section 
10240) of Chapter,'J of Part 1 of Division 4 of the Business 
and Professions Code. 

(d) As used in this section, "single-family, 
owner-occupied dwelling" means a dwelling which will 
be owned and occupied by a signatory to the mortgage 
or deed of trust secured by such dwelling within 90 days. 
of the execution of the mortgage or deed of trust. 

(e) Subdivision (a) of this section applies only to loans 
executed after the effective date of this act. 



Senate Bill 304 

(Cal. Stats. 1973, Ch. 651)(1n part) 

SEC. 3. Section 10242.5 is added to the Business and 
Professions Code, to read: 

10242.5. (a) A cha .. ge which may be imposed for late 
payment of an installment due on a loan secured by a 
mortgage or deed of trust on real property shall not 
exceed the equivalent of 10 percent of the instalhnent 
due, provided that a minimum charge of five dollars ($5) 
may be imposed when the late charge permitted by this 
section would otherwise be less than such minimum 
charge. 

The charge permitted by this section may be assessed 
only as a percentage of the principal and interest part of 
any installment due. 

(b) No charge may be imposed more than once for the 
same late 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 full. 
For purposes of this subdivision, a payment or tender of 
payment made within 10 days of a scheduled installment 
due date shall be considered to have been made or 
t~ndered for payment ,of such installment. 
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Memorandum 73-78 

EXHIBIT XXXII 

G.\RRETT v. COAST & SoUTHERN FED. SAv. & LoAN AssN. • 731 
9 CJd 731; -- Cal.Rptr. --. -- P.2d--

[LA. l"n. 301O? In Rank. July 18, 1973.) 

ROBERTA L. GARRETT et aL, Plaintiffs and Appellants, v. 
COAST AND SOUTIlERN fEDERAL SAVINGS AND 
LOAN ASSOCIATION, Defendant and RespOndent 

SUMMARY 

In a clas.~ <K:lion brought by borrowers a~a lender, plaintiffs sought 
to recover sums paid in satisfaction of dlarga imposed: uncleI' a loan' 
agreement provision. caJUng for the a!iSessment of 'a percen. of the 
unpaid principal \)aIance remaining during tbe period when any iflstallment 
payment was in default. P1aintitf~ contended 1h3f the chiqes were void 
uncler Civ. Code, § 1670, inva.lidaling, with certain exceptions. coolTacts 
by wh ieh the amount of damage for breach is determined in anticipation . 
thereof. The trial court, however, sustained defendant's general demurrer, 
without leave to amend, and dismllised. (Superior Court of Los Angeles 
County, No. 995634. Arthur K. MarshaD, Judge.) 

The Supreme Court reversed with directions to overrule the demurrer 
and to allow defendants 'a reasonable time in which to answer or otherwise 
plead. Emphasizing that on this particular appeal, it was limited to deter
mining whether the complaint stated a cause of action, the court· concluded 
that the allega!ion.~ demonstrated a penalty provision. rather than a valid 
liquidated damages provision. In arriving at this conclusion, tlle court 
pointed out that the establishment of the measure of the penalty againsr 
the unpaid balance of the 106n constituted an attempt to coerce timely 
payment by a forfeiture not reasonably calculated to merely compensate 
the lender for damages caused by the uelay in payment. Also. the court 
held that the record clearly showed that the parties had failed 10 make a 
reasO!1able endeavor, such as is a prerequisite to a valkJ liquidated dam
ages clause. to c;timate a fair compensation for loss suffered by the lender 
as a result of tardiness in payment of an installment. Thus, the court de
clared that, as outlined by the pleadings, the provision was void, and that 
the complaint did state a cause of action. (Opinion by Wright. C. J., 
el'.prc.,sing the unanimous view of the Court.) 

[July t 973J 
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COUNSI>L 

GARRET ". COAST & Suunn:RN FED. SAV, & Lu,,, ASSN. 
9 C.Jd Til: -- C.I.Rptr. --,-- P.2d --

Jackson & Lober and Da"jd G. Jackson for Plaintiff' and Appellant" 

Alvin S. Kaufer as Amicus Curiae on behalf of Plaintiffs and Appellanb. 

Harry Ptlallmer and Arthur S. White [or Defendant and Respondent. 

OPINION 

WRIGHT, C. J~Plaintiffs in a class action appeal from an order of 
dismissal entered after the court sustained, without leave to amend, de
fendant's demurrer on the ground thai tilt. complaint failed to st:ttc a 
cause of action. . 

(1) Preliminarily, we observe thaI we are limited on this appeal to 
a detennination of the sufficiency of the coIlif>Jaint as a matter of law 
and tllat for such purpose we \reat the demurrer as admitting all alleg.a
tions of material facts properly pleaded but not admitting cOlltentions, 
deductions, or conclusions of fact or law. (DtUlr v. Yel/ow tab Co. (1967) 
67 Cal.2d 695, 713 [63 Cal.Rptr. 724, 433 P.2d 732]; 3 Witkin, Cal. 
Procedure (2d cd. 1971) ~ 800, p. 2413). 

Plaintiffs allege that tiley are or were obligors under pr(1missllry notes 
secured by deeds of trust in favor of defendant savings and loan associ
ation; that each of them has been assessed by reason of his failure to have 
made timely installment payments. certain sums (\e.\ignatL'd as lale charges; 
and that each such charge isa percentage of the unpaid principal balance 
of the lpan obligation for the period during which payment was in default
Plaintiffs seck to recover sums paid In sati~factjon of the charges. contend· 
ing that they constitute assessmcnt~ which cannot qualify as liquidated 
damages and thus are void under Civil Codt' section 1670. J For Ihe reasolls 

1 Ch'i I Code .section 1610 provides: ··E .... ery conlra" by which the am~)iJol of 
damage to l;.c paid, or other ccmpen~3tion 10 he nwde. for a breach of an ohlj~~'Hion. 
illo dClc:('Inined jn anticipation thereof. is tll that e.KJent ,",nit!. \·.~c~Pt :,..:, L'""\jJressl'1t 
provided in !he Dl!'x.t !;ection." Sedioo 1671 defines and authori:r.es a 1iq~liddtion of 
dama~e~, :st.:.lting. ''The parties to a contract may i1grec 1~t::rdn U~Kln :11) .,mount 
which ~haU he pre.li.umcd to be the amount of damage Stlstaincd hy a brc<!\,,'h ~tl1,:fCl)(, 
when, (1' .. ,.n ale n-a,lul'e of tht' casc, it wOHld he imprru:ti ... "dbk (H eXln:n-:.t.!ly diHkult 
10 fix the ;.ctual d.arnagc.-" 

Unl4:~\ otherwi~ herein provi.ded .dl st,tlutory referCil1,;.C., <Ire 1(· S~t.:thj{\., of lhe 
Civil Cndt,. 
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~ereinarler .'!.lled ,,~ h"iu thJt pbinlilTs haw .rated a cau!'e of lIclion and 
reVt~.J'M: the cJ.r-:kr -of dismi~~i. 

Plaintiffs' .• CI<<'O is brought on behalf of them,selves anu other similarly 
situated nhllg,'''' will' within the applicable jXriod of limitaiions (Code 
eiv. Pro.:: .. ~ 1~2) have paid late charges to defendant." They alJege that 
of approximately :12.000 obligors some 5,000 have paiu late charges tutal
ing $),900.<100 uuring the fnur-yoar period immediately preceding Ihe 
filing of the <-"l11pla,nl. The promissory note signed by each obligor al
legedly includes the following or similar provisions: "The: undersigned 
funMr agee", that in the event thaI payments of either principal or inter
est on thi, note occ(lnleS in default, the holder may, without notice. charge 
additional interest at the rate of two (2%) per cent per annum on the 
unpaid prindpa! balance of this note from the date unpaid interest staned 
to accrue until toc close of the business day upon wh.ich. payment curing 
the default is' received.'" 

(2) In "fUel' to evaluate the legality of a provision for late charges 
'we mu.~t determine its true function and character. If it is as plaintiffs 
contend a stipulation for ascertaining damages in anticipation of breach 
its validity must be tested against sections 1670 and 1671. Defendant 
seeks 10 avoid the question or damages by rruUntaining that t,he lending. 
agreement. to the extent that it requires the payment of additional inler
est. merely ,gives a borrower an option of alternative performance of his 
obligation. II he makes timely payment;, interest continues at tile contract 
rate: if. however. the borrower elects not to make such payments. interest 
charges for tIre loan are to be incrC'dsed during the period of optional 
delinquenc). In justification of such a construction of the provision defend
ant refers us to Wahh v. Glendole Fed. Sov. & [.()(1n Assn, (1969) I Cal. 
App_3d 571<.. 5S5 !.iO CaI.Rplr. 8(4) which te:lied inler alia on our ded
sions in Fingl'( v. McCc:ughey (J 896) 114 Cal. 64. 66 [45 P. 10041 and 
Thompson v. Gomer (1894) 104 Cal. 168 {37 P. 900J. (See also O'Con
nor v. Ridm",,,d S,w. & Loan An'fl. (1968) 262 CaJ.App.2d 523. 530 
[68 CaL Rptr, HS2j.) 

..•. _----------
:!.No i~a-ut: j, pre\ent~d on this appeal itS to the propriety of the da~!I a<.."tion. 4-\ • 

second groun·j of Jefend8nt'~ den1UrTCi \\-aloJ t}-,..,at the cau!te wa~ nol d proper da'!lo.'II. 
action but the ct)Llr! oYc:mlieLi 1he demurrer as to thai ground. 

3Pbinfift"!oJ .illit."l:i{! flu,t in practice dcflCndilnt scheJuJes an payments 10 be mOlde on 
the 10th of l'ach m(lnlh ~nd that if no payment h receiyed by tl': .. ' ll.jth of the rr'h.lnth 
ddentiant nlOJ.ii~ a noticl! to the lale obligor stating 'he amounr (~f l.ue ch:uge t1cfcnd
'ant will ~1~~C'S unJc~li Ihe paynu.'nt has already t)een maikd. The <"11110Hnt \t~- thi~ charge 
i!'io calcuhm:d 10 be- a 'j.um equ.::.1· 10 one-twelfth of 2 lX'rct'nt ih ~)PTlC 1o.:;.!";''''''i .:ind IIAo 
pen.:-cnt in other • ..;a.'J.e!li ()f the unpaid balance of the loan. Plaint/ft_, aJle~e that Ihis 
same chalgc- j, m;ide t'e~ardle!!ls of whether the obligor make~ his payment I J ll.1YS. 
Or 29 d;,y~ l;-jtC, (!r f.ul ... to make it III all in thaI r.iJr[icul~r monlh. 

[July 19131 
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The Thomp.,on and Finger cases essentially inyolved obligations on 
promissory notes which included provisions thai tile 1000n was to bear one 
rate of intcr~st if paid at maturil)' and a high~r rate of not paid when the 
obligation became due. An additional provision in the note in Thompson, 
not relevant to the disposition of the case, related to an increased interest 

. rate if any installment of interest wa~ not paid as it became due. 

In Thompson we. held that a clause in a promissory nole prm'lding for 
a higher rate of interest if the "principal or interest is not paid 3, it be· 
comes due" b not to be treated as a penalty, but a.~ a contract to pay such 
higher rate upon and commencing with the happening of one of the con· 
tingencies specified in the note. to wit, lhe failure to make payment of 
any sum when due.' . 

r n Finger the promissory note conlai ned a provision that in the event 
of default at maturity a higher interest rate would apply than if the obli
gation had been paid when it beeame due. Unlike Thomp.mn, however •. 
the higher rate was to predate the default and relate bat'k to the full lerm 
of the note. The court in Finger did not distinguish ThompIOn on the 
differing faclUa! circumstan~~ and rested its holding on Thompson in 
coneludiJ:lg that the IIII1.OUnt so assesSed WIIS not a penalty within lhe 
meaning of section 1670. . 

Neither Fingtll', and certainly nOl Thompson. stand for lhe proposition, 
as defendant would have us hold, that upon a default in lhc pa)'mcnt of 
an installment of a note a. higher interest rate may be a.'iSe.sscd against 
the whole 0/ the unpaid balIlncf' of the principal of the note whether or 
not in default. ThompliOn held only that amounts in deflUil1 rna)' bear a 
higher .interest fate fr9m the dale of the default, and Finger fUflller held 
lhat amounts in default may redr a higher and Tl!trooctil't! interest ralel. 
Thompson and Finger incorrectly have been held to stand for the propo
sition that "It is the rule in this state that Jale-charge inlere~t is not in 
lhe nature of a penalty, .and is valid" in cases where increased interest 
charges are assessed against th" unpaid balaBce of the principal whelhcr 
or not in default. (Wa/.l'h v. Glmdale Fed. Servo & L'on A.f,\/l., .\'Upra. I 
Cal.App.3d 578, 585: O'Connor V. Richmmuj Sav. & LWII A,sn., "/lpra, 
262 Cal.App.2d 523. 530.) Thus defendant's argument that a boml'Wcr 
in defaulr i~ merely exercising a valid option to eject a difTcn'nt perf,)rm· ----_._--_ .• _--_._-

4The tClm "pl.!'n;tjt~'~ has lracii,jon./lll~· heen ulilized to UC:';fyn4\C, inter ~.Ha. II
ch~rge ~hich is deemed to be ~oi" bw.:~"'WIt': it cahnot quali(v as prnrll:r liquidaled 
<b"a~ .. (Sec 8m., f'ood Mk,.<. v. Amer. Di.d. Tpl.g, Co, (195.1' 40 C.I.~J 179, 
) ~4 I ~53 P.2d HI. 42 A.LR.2d .'~Oi.' We '" utilize the term hen" J!l all m't,'nc<~ 
it (k,,>rwtes a void ~h<ljg~ within the lj,lcaning (Jf v.ctions 167., al'ld 1 fJ 7 !. 

[Jt1ly 1973) 
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ance under th,· lending C<lnrract dlles find f.ome support in the fore!!pirl/! 
line of cases. 

The mere fact that an agreement may he constru.ed, if in fact it can be, 
to Veit in one party an option 10 perform in a manner which, if it were 
not so con.~trucd. 'would result in a penaliy does not vuJid~te the agree
ment" To 'so bold w(l\lld be to condone a result which, although directly 
prohibited by the Legislature. may nevertheless be indirectly accomplished 
through the imaginal ion of inventive minds. (3) Accordingly, a bor· 
rower on an in.raUment note cannot legally agree to forfeit what is c1carly 
a penally in exchange for the right to exerci.~e an option to default in 
·making a timely paymen! of an instanment. Otherwise the legislative 
declaration~ of sections 1670 and 1671 would he com.pletely frustrated. 
We have consistently ignored form and sOught OIlt tI!e substance of ar
rangernenb which purport to legitimate penalties and forfeitures. (See 
Cap/tin v. Schroeder (1961) 56 CaI,2d 515, 519-521 [15 Cal.Rptr. 145, 
364 P.2d 321]; Freedman v. The Rector (1951) 37 Cal.2d 16. 21-23 
[230 P.2d 629, 31 AL.R.2d I}.) 

Thompson is not to the contrary. It did not involve a q=~tion of pen
ally. There the fun amount of the nole was in default and the parti~' 
conlracted for an increased rate beginning with the moment of default 

. on sums which beCame payable 10 the lender, No penalty was a~iCd 
as the borrower at the moment of default owed only what he had c"n
tracted to pay had there heen no default, the principal BmOllnt plus accrued 
interest. If these amount~ were' Dot then paid the parties agreed thaI int~r
est at the higher rale would accrue. 

In Finger. although it purports to rely on Thompson, the quesTion of 
a penally was nevertheless involved. Becau~e the increasetl interest rlll~ 
was mode retroactive the bOlT(lw<'r. at the moment of dcf3ull. bec:Jm" 
obligated for 3 ,urn ill additioll 1<> what he had eontra,ted to pay under, 
the terms "f the pwmissllrY'notc had there been 110 default. The ~';llidll)i 
of the Ph)vllii.>!1, accordingly. should ha"r been controll~d bv appllc'-thie 
statutory proViSj,,"\ relating '<I liquidated damage,. We. ",)Dciude tn..l the, 
Fingel e.~tell.,i()n (If the Thumpym holdmg was unwarnlnted, and to tha:. 
extent it is llvcmJled. For ,intilar reason, we dis~ppmw \>,)(11 Walsh ". 
Glendale Fed. Say. & LOtll1 A.,.m., sup",. I Cal.App.3c1 578 :,,1<1 O·C,.,,· 
-- ----------... ----.- ... --.. --.-.~-

:'For pur-puses of nur di~u:\'1i-:.m of Tlumt{I,II";, f'in~u aml rtlatc.d \.::.a~!'I W'I.' ., ....... ·"nc 
that the dlarges aS6~QC'J as the re!lult of the borrower'i'J, ut:f .. uh f;;~tnn()! ~p;tlify ..... 
HquidateJ dam~J~es (see tliseulSir.fl. in!,'uj and auJr~ OWSd""'l"S • .mlr IQ !~,~ ,rd,"lJ~ 
anf~ cOHwntion lb&'1 such \,':harges ~hou)d 1]01 be deemed In t,e IJcnifhies .a~ I~~' · ..... I.!II,} 
merel), p.arr of ::s COhlTtlcted-fnr ali('rn~li\'c pc. fO)Tm~m-oe. 

[July !97J] 
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1Ior v. Richn"md Say. 4: 1.0"11 Assn., supra. 262 Cal.App.2d 523 to tbe 
extent that they are inconsistent with our yiews herein. 

We recogniz.e, of course, tile validity of provisions varying the accept· 
able performance under a contract upon the happening of a (,mtingency. 
We cannOI. however, so subvert the sub!;tance of a contract to fonn that 
we lose sight of the bargained· for perfo:mance. (4) Thu~ when it is 
manifest tl'lat a Cl'lltflict expressed to be performed in the alternatjve is in 
fact a contract contemplating but a single, deli nit" performance with an 

. additional charge contingent on the .breach of that pcr/,}mlanCC, the pr0-

vision cannot escape examination in light of pertinent nJlcs relative to tbe 
liquidation of damages. (PaoJilli V. Piscitelli (J923) 45 R.I. 354, 359 [121 
A. 531]; Williston ,m Contract<; (3d cd.) § 781.)" 

In the instant case, the only reuonable interprelation of the clause 
, providing for imposition of an increased interest rate is that the parties 

agreed upon the rate which shooJId govern the contract and then, realizing. 
that the borrowers might fail to make timely payment, they further agreed 
that s~h borrowers were to pay an additiooal sum as damages for their 
breach which sum was determined by applying !he increased rate to the 
entire unpaid principal balance. Inasmuch as this increased interest charge 
is assessed only upon default, it is invalid unless it meets the requirements 
ot seCtion 1671. (§§ 1670. 1671; see al50 In re Tastyeast, Inc. (3rd Cir. 
1942) 126 F.2d879. 882; COnll. Mutual Life Ins. Co. ·v. Westerhol 
(1899) 58 Neb. 379.382 [78 N.W. 724,79 N.W. 731); cf. Com. Code, 
§ 2718; Peary v. Aaron Burglor Alarm, Inc. (1973) 32 CaLApp.3d 553 
[108 CaI.Rptr. 242].) . . 

SectiOll1671 authorizes the assessmenl of agreed-upon and anticipatecl 
damages only when the fi1(ing of the actual damages which woold be sus
tained upon a breach would be "impracticable" or "cxtr=eJy diffu:ult" 
Where, as here. the issue is presented on admitted facls it is one of law 
and must be examined from the posiJion of the p'.uti,·s al the time. the 
contract was entered into .. (Better Food Mkls. v. Amer. D'.,I. Teieg. Co .. 
. fupra, 40 Cal2d 179, 184, 185, 186) (5) The party stX'king to req 
OR a liquidated damages clause bears the burden of pro{li. (ld .. at 1'. 18'.) 
JJecause of the posture of the case before us it is nol ncaSS<lT)' that we 
consider issues of "difficulty" or "impracticability." 

nThe validity of a clause for liquidated damages n:quires that the parties 
16 the contract 'agree therein upon an am,1l1nt which ,hail be presumed 
-----------------_._-_._'--

<l:perfomlance can nor be said to be in Ihe altcrrtative wht:'rc orcJeh ot' 0\ former 
cuvenant is neces\ary to Ji"Vl' eliccl to <J latra ,;w .. 'enanr. (Sr~·,,·~rt ',:. ttrr/('!; (J 875) 
79 Po. B6. 3.19.) 

liuly 1973] 
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to be the am,.unt of damages sustained by a breach thereof, .. .'·(ChI, 
Code, § 1671.) Thb amount must rerrc.«:nt the result of a reasonable 
endea,'or by tbe parties to esllmale a fair aver-olge com~nsation for any 

. loss that may be sustained. (Dyer BrOJ. (io{den Wel'/ Iron Work;- v. Cen-
11m lrem Works. supra, 182 Cal. 588 [I ~,) P. 445J: 'Rice v. Schmid. supra. 
18 CaJ.211 :182, 386 [liS P,2d 498, 138 A.L.R. 589]; Restatement, Con
tra<:ts, ~ 3.'09. p. SS4.)" (Beller Food Mkl.<. v. A mer. Di.!1. Te/eg, Co., 
supra, 40 Cal.2d 179,186·!87.) It is abundantly apparent for the reasons 
which foll"w /hal the parties here have made no ~1\.'lI$Onable endeavor 
•.. to estimate a fair average compellliati\lll for aily loss that (might) 
be sustainC<!" by the delinquency in the payment of an installment. They 
have, in fact, contracted for the imposition 01 an additional sum to be 
paid by the borrower under the guise of an interest chlll'ge but which, in 
the amence of a shOWing that lhe same bore a relationship 10 any loss 
which may be 5ulrered, must be construed as a penalty. 

(6) The fundamental diffmr.ce between interest and penalty chBflllS . 
is that interest is' a measure of compensaJion to which an obligee is en
titled while a penalty is punitive in character. (U.S. v. Childs (1924) 266 
U.S. 304, 30S [69 L.Ed. 299, 45 S.Ct. 110].) A penalty provision opere 
ates to compel performance of an act (Bilts V. Robey (1934) 43 Ariz. 
276, 286 [30 P.2d 841) and usually becomes effective only in the event 
of default (L/lgorio v. Yerxa (1929) 96 Cal.App. I J 1, J 17 [273 P. 856]) 
upon which a forfeiture is compelled without rqard to the actual damages 
sustained by the party aggrieved by the breach (Bette, Food, • Mkts. v. 
Amer. [jist. 7'e/eg. Co., supra, ,40 Cal.2d 179). The characteristic feature 
of a penalty is its lack of proportional relation to the damllge6 which may 
actually How from failure to perfonn under a c:onlract. (Dye, R ros. I. W b. 
V. Cemrcll. Wks, (J 920) 182 Cal. S88, 592·593 (189 P. 44SJ; Muldoon 
v. L~nt'h (IS8S) 66 Cal. S36, 539 16 P. 4171.) 

(7) Late .harges in home l(l!Iu contr~cts are presumably impos.:d be· 
cause b<)rr'. ,WeI'S fail to make ti!l1Cly payments of their obligations.' Such 
charge, sene a dual purpose: (l) they comperu.atc the ItDder for its ad· 
minislratiw cxp.:nses and the cost of money wrongfully withheld: and (2) 

~E.\amin.alion of iI book~ issued h}' defL"flJJJlt to bdrrowl:ts .and which h aUaelka 
88 an ~;J(hibil Lo and lnlCOrponttcd in the t',cn':pklint "ids -US m dctetntininy whether 
defendant is ,,!I.~ed to have extracted '.tech,,,s,,, a, • method of pcocurinH prompt 
paymen ~. U nd'l:l the section desi!!n~ted "Lah: ,.Iaymcnt' ;:'l th(! bOOlk let detendant 
nptain" "r~)'II"'nIs shouk! be mailed .ally .n<>Ll~h 10 ",ach us by Ihe d"e dale. 
The ""I of handBill delinquent payment>. e'en .... hen we ~now in ad,'anc<: tto,,1 Ih<;y 
",ill be 'lode. amounts 1.0 more .e:.:punse 1han In~·~t j"ICOpTe il'!:3gine. H\!n..:e wr: ~read 
t~ en lin: avenge -U:f)ense among dIe Cll!;ltll .. ·~r, .. who !i.({' lat~. th..:_\c,,' char.:;c", Jrc liuite 
hi~h; ... " . 

. {July 1973J 
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11",y ~nc()urage Inc bOTTo,"c,- \" make limtly future payments. Whether 
late charges r"prc:;ent a reawnah Ie endeavo,. to estimate fair compen,a
lion depends u,">n the m')!;'.'atiotl ano pnrp"sc in imposing su.:h charges 
and Iheir effect. If the sum extracted lrom thl! borrower is designed to 
exceed subst~ntidlly the dama£c< <llt:~rcd hy the lender, the provision for 
the ;rddition,tl mm, ,"hatc\'~r j" labet, . is an invalid altcm;n to impose a 
penalty ina.~mudl as its '" imary purpose ;, [0 compel prompt payment 
through the threat 'Of imp, "ihon of ch:.rges bearing lillie or 0<' relation
ship to tbe 'amoun~ of the actu;tl lOllS incurred by the lendcr. (First Am ... ,i· 
('an Titl ... Inf. & Tn,,\'t ((). \. Cook (1970) 12 Cal.App.3d 592, 596-597 
[90 Cal.Rptr. 645]; LagMiv v. l' erxu. supra, 96 Cal.App. 1 1 I, i 17; ct. 
Clermonl v. Secured I,!vt!srm<!n/·Corp. (1972) 25 CIII.App.3d 766, 769 
1102 CaI.Rptr. 340J.) 

The contractual provi&io~ 3" an~ged in the complaint in thc instant 
care provides thllt in the evc')! of a late payment II bPrrOwer is 10 be 
charged !Ill additional !UI1o\lnt equal to 2 percent per annum for the period 
of delinquency 1L .. \e~ against the unpaid principal balm,Ct! 0/ the loan 
obll,flalion.' (I) We are compel/ed 10 conClude thaI a charge fur the 
lale payment of a loaninstallmcnl which is measured against the unpaid 
balance of the loan must be deemed to be punitive in character. It is an 
atlempt Iocoerc~ timely payment by a forfeiture which is nol reasonably 
calculated to merely compensate the injured lender.' W.! l'oncludc, ac
cordingly, that because the p81ties failed 10 make II reasonable endeavor 
to 'estimate a fair compensation for a 105S which would be sustained on 
the default of an inslallme'nt payment, the provision f(>r latc charges is 
void. 

(9) We do not hold her~in that merely because the lale charge pro-

'Such cbarg", are not un",,,.1 in t"" ,",vings and loan indu.<iry. A .urvey of late 
charges of California .talc licc"",'! ,.vinp and loaD l5.'IOCialion' Wit. conJucted by 
tho ,laIe Sot.ing. and Loan ComRli"i.,net in AUIl"1 1966. Tha: ,u,,"y ·indlcated 
that ~llhouSh a maj",ity (113) 01 the .""",,iltion. charBed ""t",.en ) pe ..... nt and 
10 percenl of lho monthly .... ym.nllor ddin~uent payments, 21 ... "",iations charged 
I percenl of lhe unp.id hal.nee and 11 ch"'.~'<1 • 1Ial f~, usuaily S~. (A"em. Inter
im Com. Rep. Finance aud Insur;\I\cc (l'l;l(19) tate Payment r.f.'~~" 

IltaH:: charges are not speclticaJly reSldnteJ in this st3.tc. and !iid,vings aDd Joan 
Oi.:'jMlCi .. !tons are e:ltcmpt from ,.!!.ury prO'iCriplion.'!o.- (Cal. ('''ns:., .u'l. XX~ I 22; 
LCJI..:a't'S(-1Ii /J~v. ('f', \', San Frmu'i,oenj f',·J. S,!,·'. d LtlUfI ..... nfJ. (1971) 22 Cill.App. 
:1.1 ,10.1. J08 1'19 Cal.Rplr. 4171.) Bulh Ih. Federul Ho",ing A.thori.) and Veterans 
AJmini!lotration. ho\!Ot'vcr, re~uJ.dt l;Jtc "h ... rg4:~. tor delinquent p3yme-tH:.; (tT1 loans 
Ell1h;eCl to their control'., The FHA limib _"!ouch chacl,."e!l. to 2 percent of e.itcn payment 
['..lore 1han 15 days lah.· to Cover lhe aw.fitional ildminislrutive Iflxpen~ involved. (24 
C.r.R. , 241.105.) Similar!)' lb. m",,;mum lal. d,.,rg" uDder 100"" procured Ihrougb 
the Veferan~ Admi:H~tTati('n is 4 J,>tretnt or :mv in:-;t,ilHm.:ot fhat jt,; Jclioqu1.l:n, I' 
d",· •. 13" c.P.R.. I J~.4~1 ~,) . 

flu!) In]] 

-8-



c 

c 

G"'R~HT " C",\ST & SoUTHERN FED, SA\,. at LoAN ASSN. 741 
9 C.3~ 731.--- (,;,!.Rprr. --. -- P,2d -

vision is voiJ and thus canrlnl b~ used in determining the lender's damages, 
tlte bur""",r e"apes un'<Cathcd. He remains liable for the actual damages 
resulting from his default. The lender's clJarges could be fairly measured 
by the pcr~.xl 01 lime ihe money was wrongfully withheld plus the admin· 
istrative c"sl~ reasanahl}' related 10 collccting and accounting for a laIc 
payment.'" (S4:e Farthing \'. San M«Ico Clinic (1956) 143 Cal.App.2d 
~85 1299 P,2d 977].)· 

Moremc. we do not hold that had Ihe amount of the late charges been 
fixed a.o. a measure of anticipated damages in the evenl of a default that 
the provision would necessarily have violated section 1670. As indicated, 
liquidated damages .:an lie validly anticipated by the parties' reasonable 
endeavors 10 do so if "extremely difficult" or "impracticable" to fix .. Al· 
though we co.~c!ude on the record before us that defendant. failed in its 
burden of cstabli~hing extnmie difficulty in anticipating and fixing dllmages 
for the breach of an installmenl payment," it is poSsible that on a proper 
showing defenJarll mighihave been able to eSlablish the imprllCl:cability 
of prospectively fixing its actual damages resulting from a default in an 
installment payme.nt. . 

The instant case suggests the impracticability under certain circum· 
stances (If fhing actual dama,es when the amount thereof may be . small 
but the- co~t of ascertaining the same ma), well be in e-xcess 01 a reason· 
able sum agr~oo to in advance by the parties as fair compensalion." We 
------------.-----------,~--------------------~------------

"" o..·.r.ndanl .tI'gyc' tbar Ibe e",,"Clment of .cction 29S4,' impliedly aullwriud Ihe 
compulllIion C>/ lore chlU'llC> hy the meth""_ cunently uoed by it. Thi. argument· i. 
unsupponed by a r •• ding of the statute. In section 2954.' the Legi.latllrc dealt 
primaTiI y "ilh lhe "oed and metbod of bOtice of the MselSmetlt 01 late charjleS and 
the pr.r.~~i,ir.·. mand.led bef""" impooitlon and did bOt consider tile actual compu· 
udion Ilt ~W:J1 ch~ltges.. . . 

Th,' t"'tlblarlire did, however, con,ider compilation of delinquency charges in Ih. 
re,'''oUy o<"''''c<l Rerail Installment Act. Section \803.5 pTO\'ides for pa~ment hy lhe 
bu~'-L~r of a .j,1~hJhltl!l:IU:Y charge on each instalhncnt in del'tlult for a period of' not tCSl:: 

than I\) dal" in an amount nor in e_ of ~ percent of the due inalalln.ent or H • 
.. hie"" • ., i, I .... , The ,tn,,,t •• 1,,, command. that only one .uch d.~inq""ney ch;.rge 
may be ,-"Ueeled on "n>" 'ucl> installment reg"rdle~, of the peri"" during which' il 
remail1" ,n J..:fUIlj[, 

llDanlalo!..:"s r~tdli:t~ ~ecau!\c of the wlor'il!ful w.hhholdin, of money uH~ fh,~ ~)' 
Jaw (i :l3{1:!) iinJ Ii~e other dtlm.a&es rnuJling h.:C'ause of iI harrower's ocl'lwlt dn :In 
instaJhllent. ~u~h .1' adnljntstrati .... C' anJ 3CCOur1ling COSb., would not appear to r'r(;scn! 
e~trcmc dillicuh,'I' in pi'ollpecri\'e tix.ing. ·~E"'lremc" Olean.'§. "cxj~ing in the hi.w.he~[ lU 
grc::a:c ... t pnss;hj~ tie~~ree .. , going TO great ur eXOIgaented lengths . , . g;,l~'!l:~ he· 
)'Onl! (he !irnib 01 rc!';t5l.m. ncceujty or }uoJ,ri,,·ty .. , :' 'Wt.!~ter's 1'hird Nc" 
Inrern .... D,<1. /1% /1 p. ~07.l 

i".!"u'Olprarfu.:ahle" mean'll "'lot 'W;5e to rUl imn "r keep in pl'acli'l:t' or l'ITcc! ... 
inc.lr.;;:~lc d{ b~jng p~JI intu IJ'lie or en~l ur (.1 heitlll accompli"\hed •. )r 1r.ifor)~ '\U\..·CC~'111-
tull)' or widwuf cXlrC'lUt! Irouble. hard"thip iJi -expen~ .... " {Webstt"r'~ Tr.ifd ~..::.w 
Inlern,,!. Die!. ~ 1(/61) p. I \3(i, I 

Ilul) 197}1 
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could nO! hold a, violative of section 1671 a PfO"ision for 'liquidated 
damage.~ where .it is established that the measure of actual damages wCluld 
be a comparalivdy SIIUIl! amount and that it would be economically im
practicable in cach instance of a default to require a lender to prove to 
the ~ti5facti"ll of the borrower the actual da'mages by accounting pr0-
cedures. If the test of impra.:licability ·is met the counshould give effect 
to a liquidated dama~s pr'Jvision resulting from the rea.'iOllable endeavors 
of the parties to fi:!;; a fair compen~ation. 

For the reasons stated the complaint is not vulnerable to defendant's 
demurrer ,on the ground as.~rted. The order of dismissal '5 reversed aud 
the eause remanded to the trial court with directions tQ overrule the de
murrer and to allow a (ellS(mable time within which to answer or OIhetWise 
plead, 

McComb, I., Tobriner, J., MOlik, I., Burke, 1 .• Sullivan, J., and Files, 
1,,· con(:urred. 

[luly 1973} 
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TENTATIVE 

RECOMMENDATION OF THE CALIFORNIA 

LAW REVISION COMMISSION 

relating to 

LIQUIDATED ~GES 

BACKGROUND 

Under existing Law, the parties to a contract may, in some circumstances, 

agree on the amount or the manner of computation of damages recoverable for 
1 

breach. The general statutory provisions governing such a liquidated dam-
2 

ages provision are Sections 1670 and 1671 of the Civil Code. These sections 

permit the use of a liquidated damages provision only where the actual damages 

"would be impracticable or extremely difficult to fix. TI In addition, the 

courts have developed a second requirement that the provision must reflect 

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

1. For a discussion of the varying forms a liquidated damages clause may 
take, see background study: Sweet, Liquidated Damages in· California, 
60 Cal. L. Rev. 84, 9O-9L-{l972}{bereinafter referred to as ''background 
study"). 

2. Sections 1670 and 1671, which were enacted in 1872 and have not since 
been amended, read: 

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

1671. The parties to a contract may agree therein upon an 
amount which shall be presumed to be the amount of damage sus
tained by a breach thereof, when, from the nature of the case, it 
would be impracticable or extremely difficult to fix the actual 
damage. 

3. Better Foods Mkts., Inc. v. American Dist. Tel. Co., 40 Cal.2d 179, 187, 
253 P.2d 10, 15 (1953); McCarthy v. Tally, 46 Cal.2d 577, 584, 297 P.2d 
981, 986 (1956). See also Clermont v. Secured Investment Corp., 25 Cal. 
App.3d 766, 102 Cal. Rptr. 340 (1972). 
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interpreting and applying Sections 1670 and 1671 provide inadeqQate gQidance 

to contracting parties and severely limit the use of liquidated damages pro-
4 

visions. Unlike the Civil Code sections which reflect a traditional hos-

tility to liquidated damages provisions, recently enacted statutes such as 

Section 2718 of the Commercial Code5 encourage the use of such provisions.6 

A liquidated damages provision may serve useful and legitimate func-

7 tions. A party to a contract may seek to control his risk exposure for 

his own breach by use of a liquidated damages:"provision. Such control is 

especially important if he is engaged in a high risk enterprise. A party 

also may desire to specify the damages for his own breech because he is un-

willing to rely on the judicial process to determine the amount of damages. 

~e may, for example, be fearful that the court will give insufficient consid-

eration to legitimate excuses for nonperformance, that the court may be unduly 

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

4. 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 amount which is reasonable 
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 liquidated damages is void as a 
penalty. 

6. For provisions authorizing liquidated damages in marketing contracts, 
see Agri.Code § 54264; Corp. Code § 13353. For provisions authorizing 
late payment charges, see Civil Code §§ 1803.6 (retail installment 
sales), 2982 (automobile sales finance act); Fin. Code §§ 14852 (credit 
unions), 18667( a)( 5} and 18934 (industrial loan companies), 22480 (per
sonal property brokers). See also Pub. Res. Code § 6224 (failure to 
pay State Lands Commission); Sts. & Hwys. Code § 6442 (Improvement Act 
of 1911). For provisions authorizing liquidated damages in certain 
public construction contracts, see Sts. & Hwys. Code §§ 5254.5, 10503.1. 

7. The following discussion draws heavily upon the background study. See 
background study at 86-87. 
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paid by the breaching party, or that the court may manifest prejudice against 

contract breach to the extent of assessing damages on a punitive basis. 

A nonbreaching party may use a liquidated damages provision because on 

occasion a breach 1dll cause damage, the amount of which cannot be proved 

under damage rules. He may fear that, without an enforceable provision liqui-

dating the damages, the other party will lack incentive to perform since any 

damages he causes will not be sufficiently provable to be collected. There 

is also a danger that, without a liquidated damages provision, . .the breaching 

party may recover the full contract price because the losses are not provable. 

Liquidated damages provisions may also be used to improve upon what the 

parties believe to be a deficiency in the litigation process-... the cost and -- --~.- --
difficulty of judicially proving damages. Through a liquidation provision, 

the parties attempt by contract to settle the amount of damages involved and 

thus improve the normal rules of damages. Also, when the provision is phrased 

in such a way as to indicate that the breaching party will pay a specified 

amount if a particular breach occurs, tI'QUblesane problems involved in prov-

ing causation and foreseeability may be avoided. Finally, the parties may 

feel that, if they truly agree 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 provisions in appropriate cases also may im-

prove judicial administration. Enforcement of l1quidated.damage.&--prov:isi.oml -- -

will encourage greater use of such provisions, will result in fewer breaches, 

fewer law suits, and fewer or easier trials, and in many cases will provide 

at least as just a result as a court trial. 

While liquidated damages provisions may serve these and other useful 

and legitimate functions, there are dangers inherent in their use. There 
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is the risk that a liquidated damages provision will be used oppressively by 

a party able 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 

appreciate 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 oppressive use of such provisions. 

RECOMMENDATIONS 

Having concluded that the existing law does not permit the use of a 

liquidated damages provision in many cases where it would serve a useful 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 liquidated damages provisions in contracts generally (absent 

a specific statute that applies to the particular type of contract) and that 

implements the following basic principles: 

(1) A contractual stipulation of damages should be valid unless found 

to be unreasonable. This rule would reverse the basic disapproval of such 

provisions expressed in Sections 1670 and ~671 and in the judicial decisions 

while enabling courts to scrutinize such provisions in situations where they 

may be oppressive. 

(2) Reasonableness should be judged in light of the circumstances con

fronting the parties at the time of the making of the contract and not by 

the judgment of hindSight. To permit consideration of the damages actually 

suffered would defeat one of the purposes of liquidated damages, which is 

to avoid litigation on the amount of actual damages. 
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(3) The party seeking to invalidate a liquidated damages provision 

should have the burden of pleading and proving that it is unreasonable. 

If the party seeking to rely on the provision were r~quired to prove its 

reasonableness, he would lose one of the significant benefits of the use 

of liquidated damages, which is to simplify any litigation that may arise 

out of a breach of the contract. 

Real Prop~rty Leases 

The concurrent resolution directing the Law Revision Commission to 

study liquidated damages ref~rred specifically to the use of liquidated 

damages provisions in real property leases.8 The Commission has concluded 

that no special rules applying to real property leases are necessary; the 

general rules recommended above will deal adequately with any liquidated 

damages problems in connection with such leases. 

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 liqui-

9 
dated damages if the purchaser fails to complete the sale. The Commission 

recommends that the parties to a contract for the sale of real property be 

permitted to provide by a clause separately signed or initialed by each party 

that any part or all of any deposit that is actually made by the purchaser 

shall constitute liquidated damages to the vendor if the purchaser fails to 

satisfy his obligation to purchase the property. The Commission further 

8. See Cal. Stats. 1972, Res. Ch. 22 (directing the Commission to study 
whether "the law relating to liquidated damages in contracts and, par
ticularly, in leases, should be revised"). 

9. See background study at 95-100. 

-5-



rec()l!llllends that an "earnest money" deposit intended as liquidated damages 

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 from 

agreeing on a deposit of a larger amount as liquidated damages if such amount 

satisfies the rllleJ! 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, contains the follow-

ing provision; 

7. If BllYSr fails to complete said purchase as herein provided 
by reason of any default of Buyer, Seller shall be released from his 
obligation to sell the property to Buyer and may proceed against BllYSr 
upon any claim or remedy which he may have in law or equity; provided, 
however, that by placing their initials here (Buyer) (Seller); BllYSr 

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 a liquidated damages clause makes reten-

tian of the deposit the seller's sole right to damages. Theoretically, the 

10 seller still has the alternative remedy of specific performance. But, in 

most instances, the difficulties in obtaining specific performance make it 
11 

an unsatisfactory remedy. 

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

11. See California Real Estate Sales Transactions §§ 11.62-11.67 (Cal. Cant. 
Ed. Bar 1967); California Real Estate Secured Transactions §§ 3.21-3.33, 
3.52-3.57 (Cal. Cont. Ed. Bar 1971). 
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Late Payment Charges on Loans Secured by Real Property 

Background 

The enactment of the general rule recommended by the Commission--that 

a liquidated damages provision is valid unless unreasonable--necessarily re-

quires examination of the problem of late payment charges since a late pay-
12 

ment charge provision has been held to be one liquidating damages. The 

problem is especially difficult where the charge is made in connection with 

a loan secured by real property. 

The amount of the late payment charge on a loan secured by real property 

is not regulated by state statute. On an FHA loan, the late payment charge 

is two percent of the delinquent installment. The charge on a VA loan is 

four percent of the delinquent installment. On other types of loans, the 

amount of late charges assessed a borrower varies, depending on the type of 

loan. and the lending institution. 

A 1970 report of the Assembly Finance and Insurance Committee13 sum-

marizes the situation in California: 

(T]here is no standard method of determining What the late charge will 
be based upon. Each lender is free to decide what late charge provi
sion will be included in his promissory note form and whether the late 
charge shall be a percentage of the late installment, a percentage of 
the unpaid loan balance, a percentage of the original loan balance or 
a flat fee. A survey of late charges for California state licensed 
savings and loan associations was conducted by the State Savings and 
Loan Commissioner in August of 1966. That survey indicated that a 
majority (113) of the 200 associations chartered at that time charged 
between 1% and l~ of the monthly payment as a late charge. Twenty-
one associations in that same survey charged l/lOth of l~ of the unpaid 
loan balance while only 11 associations charged a flat fee, usually $5.00. 

12. Clermont v. Secured Investment Corp., 25 Cal. App.3d 766, 102 Cal. ~tr. 
340 (1972). 

13. Assembly Interim Committee on Finance and Insurance, Late Payment Fees 
(May 20, 1970) (hereinafter referred to as "Report of Assembly Committee"]. 
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This survey indicated that the greatest' number of savings and loan 
associations (73) in California charged 10% of the monthly payment as a 
late charge. The neJCt highest category was a cha'rge of 4% to 5% of the 
monthly payment by 27 associations. The third highest category was 21 
associations charging 1/10 of 1% of the unpaid loan balance. 

The California Savings and Loan League conducted a separate survey 
of delinquent penalties aBsessed by all California savings and loan 
associations in June of 1968. This survey determined that 72 associa
tions (3J.%) charged l~ of the monthly payment as a delinquent penalty. 
l~ charged 1/6th of 1% of the unpaid principal balance. The next highest 
category was U-l/2% which charged l/lOth of 1% of the unpaid principal 
balance. 49% of all associations charged between 2 and 10% of the install
ment as a late charge. 

It J.s interesting to note from this survey what other types of 
delinquent penalties are assessed the borrower. One association charges 
a maximum of 20 percent of the monthly payment, another charges one per
cent per day of the monthly payment while two associations charge one 
percent of the original principal balance. Two other associations charge 
1/8 percent of the unpaid balance and 1/9 percent of 'the unpaid balance. 
Two add1 tional associations would increase the rate of the note to a set 
percentage per annum due to the delinquent payment. 

This committee has received numerous complaints from borrowers 
regarding the amount of penalties assessed for late payment of install
ments. One was a late charge of $41.92 assessed by a savings and loan 
association on a monthly payment of $196.00, which would be calculated 
to 21. 38% of that delinquent payment. Another example of late charges 
was that one borrower was charged $139.20 on a loan payment of $560.00 
for being in default for seven payments, or 24.85%. 

The work sheet on one loan indicates that the borrower took out an 
original loan of $1400.00 payable in monthly installments of $20.00 each. 
From November 10, 196.4, to July 24, 1969, the borrower paid a total amount 
of $1170.00. Of that figure only $78.18 was applied to the principal 
amount and $664.82 was applied to the interest. There were 28 late pay
ments during this period which were assessed at $14.00 each for a total 
amount (including six telegrams tba. t were sent) of $427.00 for penalty 
assessments on late payments. It is interesting to note that after pay
ing on the original amount of $1400.00 for five years the unpaid principal 
balance due was $l32l.82. 



The situation reported by the Assembly Committee apparently has not changed. 

14 A 1972 court of appeal decision involved a note which required the borrower 

to pay "a late charge for each installment more than five days in arrears in 

an amount equal to one percent of the original amount of this loan," subject 

to a maxinnun of $45 per late charge. 

Efforts have been made to secure the enactment of legislation to regulate 

late payment charges on loans secured by real property. The 1970 report of 

15 
the Assembly Committee on Finance and Insurance discusses three bills 

introduced at the 1969 session.16 At the 1972 session, Assembly Bills 1516 

and 2193 were introduced to regulate late payment charges on real property 

loans; neither was enacted. Assembly Bill 105, introduced at the 1973 ses-

sion, also deals with the same problem. 

The validity of many late payment charges imposed on delinquent in-sllall-

ments on loans secured ·by real property is uncertain. In Clermont v •. Secured 

Investment corp.,17 the court held a late payment charge was a liquidated 

damage provision and valid only if the "damages assessed under the late 

charge provision bear some reasonable relation to probable loss ••• and 

• • • actual damages would have been impracticable or extremely difficult to 

establish in advance of default." 

14. Clermont v. Secured Investment Corp., 25 Cal. App.3d 766, 102 Cal. Rptr. 
340 (1972). 

15. See n.13 supra. 

16. A.B. 517, A.B. 1909, A.B. 1924. 

17. 25 Cal. App.3d 766, 771, 102 Cal. Rptr. 340, (1972). On January 17, 
1973, the California Supreme Court granted ;-petition for hearing in 
Barrett v. Coast & Federal Savings & Loan Association, a case in 
which the validity of late charges imposed by savings and loan associa-

. ~ tions has been challenged. 
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The regulation of late payment charges on loans secured by real property 

is a matter involving con:flicting policy considerations. The report of the 

Assembly Committee s,tates: 

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 is tempted to use his :funds to 
meet obli~tions other than his mortgage payment. Without such delin
quency charges at relaUvely high levels, a borrower may let his mortgage 
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 dote of payment before filing notice of a delinquency and 
instituting foreclosure proceedings. It is important that borrowers be 
made to feel the impact of potential late payment charges. If foreclosure 
proceedings start, it will be much more expensive to cure than would the 
cost of any reasonable late charge. 

MOst lenders would agree that late fees should not be a source of 
extra profit to·the lender. The fee should be adequate, however, to defray 
any additional expense involved in processing a late payment as well as 
compensating for lost interest which could have been earned if the payment 
were made on time. In addition, there should be a "motivation factor" 
included. This would be a sum reasonably designed to encourage prompt 
p8)'11!ent of the installment without amounting to an exorbitant or uncon
scionable charge. 

At the time a promissory note is executed by a borrower, he will 
usually pay little attention to late payment provisions or various penalty 
provisions. His main interest Oll real property loan transactions is the 
interest rate, the term of the lNan and his monthly payments. Since most 
debtors, at the time of borrOWing, do not intend to make 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 original balance of a loan were 
assessed. 

The Commission has considered a suggestion that restrictions on late pay-

ment charges for real property loans should be comparable to those imposed 

under Civil Code Sections 1803.6 (retail 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 dolla rS J 

whichever is less. The Commission has concluded that such strict limitation 

of late payment charges on loans secured by real property could operate to 

-10-



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

use foreclosure proceedings because the late payment charge is insufficient 

to encourage borrowers to make their mortgage payments when due, the cost 

to the borrower of curing the default will be much more expensive than the 
18 

cost of a reasonable late payment charge. 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 

from the enactment of legislation authorizing a reasonable late payment 

charge. 

Recommendations 

The Commission has concluded that a statutory provision should be en

acted to regulate late payment charges on loans secured by real property.19 

Such a provision would eliminate the uncertainty that now exists as to the 

validity of such late payment charges and would put a stop to the practice 

of some landers who are now imposing what the Commission considers ~-

reasonably high charges. 

The amount permitted to be charged under such a statutory provision 

would be a maximum. The enactment of such a provision would not require 

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

. . 
18. 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 trustee's or attorney's fees actually incurred not exceeding 
one hundred dollars ($100) in case of a mortgage and fifty dollars ($50) 
in case of a deed of trust or one-half of one per cent of the entire 
unpaid principal sum secured, whichever is greater) • •• " 

19. The recommended provision should not apply to a loan made by a credit 
union, industrial loan company, or personal property broker. Specific 
statutes now regulate late payment charges on these loans. 
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the Commission anticipates that many lenders will continue to impose a 

late payment charge that is less than the maxim~ permitted. 

Installment payment $500 or more. Where the delinquent installment 

is $500 or more, the validity of a late payment charge should be determined 

under the general rules relating to liquidated damages. (See discussion on 

pages 4-5 supra.) Thus, the late payment charge provision will be valid 

unless the party seeking to invalidate it establishes that it was unreason-

able under the circumstances existing at the time of the making of the con-

tract. Use ·of this general standard gives the parties considerable freedcm 

to negotiate a provision appropriate to the circumstances but permits a 

court to invalidate an unconscionable provision. 

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

less than $500, the need to avoid the expense to the parties of litigating 

the reasonableness of a late payment charge requires that the imposition 

of the charge be specifically regulated by statute. Litigation will then 

be unnecessary if the charge is no greater than the maximum permitted by 

the statute and otherwise satisfies statutory requirements.
20 

Where the delinquent installment is less than $500, the following regu-

lations should apply: 

(1) A late payment 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 install-

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

20. ~,Civil Code § 2954.5 (general prerequisites to imposition of a 
late payment charge on loan secured by real property). 
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current installments and then to delinquent installments. An installment 

should 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 delinquent 

installment. However, where the amount of principal 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 default if he fails to pay in full the amount required 

by the contract, Which may include amounts to be allocated to impound ac-

counts. Although it is appropriate to impose a late payment charge if the 

borrower is in default because he has failed to make the full payment re-

quired, it would be unfair to include the amount to be allocated to impound 

accounts in computing the amount of the late payment charge since this amount 

21 is in substance a prepayment by the borrower. 

(4) The lender should be given the option to add the amount of the 

late payment charge to the principal if not paid within 40 days fran the 

scheduled due date of the delinquent installment for which the late payment 

charge was imposed. 

PROPOSED LEGISLATION 

The Commission's recommendations would be e~uated by enactment of 

the following measure: 

21. It should be noted that the lender would be permitted to impose a late 
payment charge computed on the entire delinquent 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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An act to amend Sections 1951.5 and 3358 of, to add Sectioos 2954.6, 

3319, and 3320 to, and to repeal Sections 1670 and 1671 of, the 

Civil Code, relating to liquidation of damages. 

The pe£Ple of the State of California do enact as follows: 

Civil Code § 1670 (repealed) 

Section 1. Section 1670 of the Civil Code is repealed. 

Comment. Sections 1670 and 1671 are superseded by Section 3319. See 
also Sections 2954.6 and 3320. 

Civil Code § 1671 (repealed) 

Sec. 2. Section 1671 of the Civil Code is ~pealed. 

&~ff'e~~-~e-f~-~Re-ae~~-aamage~ 

Comment. See Comment to Section 1670. 

Civil Code § 1951.5 (amended) 

Sec. 3. Section 1951.5 of the Civil Code is amended to read: 

1951.5. ~e~~eae-l'1g-8B&-1'11 Section 3319 , relating to liquidated 

daJll8&es, a,ply applies to a lease of real property. 

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

Civil Code § 2254.6 (new) 

Sec. 4. Section 2954.6 is added to the Civil Code, to read: 

-14-



§ 2954.6 

2954.6. (a) As used in this section: 

(1) "Late payment charge" means a charge, whether or not characterized 

in the loan contract as interest, that is imposed for late payment of an 

installment p8¥ment due on a loan secured by a mortgage or deed of trust on 

real property. 

(2) "Installment payment" means that portion of a periodic payment that 

comprises any one or more of the following: principal, interest, and funds 

to be allocated to impoUnd accounts for property taxes, special assessments, 

and in8arance. 

(b) Where each of a majority of the installment payments is five hundred 

dollars ($500) or more, a provision in the loan contract imposing a late pay

ment charge is valid if it satisfies 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 ia 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: 

(I) No late payment charge may be collected on an installment payment 

which is 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 purposes 

of this subdivision, payments are applied first to current installment pay

ments and then to delinquent installment payments, and an installment payment 

shall be considered paid as of the date it is received by the lender. 

(2) The amount of the late payment charge shall not exceed 10 :percent 

of the amount of princi,al and interest included in the installment payment 

except that, where the amount of principal and interest included in the 
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§ 2954.6 

iD6ta~n~ payment ia leas than fifty dollars ($50), a charge not to exceed 

five dollars ($5) or 20 percent of the amount of principal and interest 

included in the installment payment, whichever is the lesser amount, may be 

made. 

(d) If the late payment charge referred to in subdivision (c) is not 

paid within 40 days from the scheduled due date of the delinquent installment 

payment for which the charge was imposed, the lender may, at his option, add 

the late payment charge to the principal. 

(e) This section limits only the obligation of a borrower to pay a 

late payment charge. Nothing in this section excuses or defers the borrower's 

performance of any other obligation incurred in the loan transaction, nor does 

this section impair or defer the right of the lender to enforce any oiher 

obligation including but not limited to the right to recover costs and expenses 

incurred in any enforcement authorized b.Y law. 

(f) This section does not apply to loans made b.Y a credit union subject 

to the provisions of Division 5 (commencing with Section 1400o) of the Finan-

cial Code, b.Y an industrial loan company subject to the provisions of Divi

sion 7 (commencing "ith Section 18000) of the Financial Code, or b.Y a personal 

property broker subject to the prOVisions of Division 9 (commencing with Sec

tion 22OOO) of the Financial Code. 

Comment. Section 2954.6 regulates the amount of a late payment charge 
that may be imposed for late payment of an instellment payment on a loan 
secured b.Y real property. The section supplements Section 2954.5 which 
states the prerequisites to imposition of such a late payment charge. 

The primary purpose of Section 2954.6 is to provide a clear and certain 
rule where the instal.lJlJent payments are less than five hundred dollars. llnder 
prior law, the validity of late payment charges on loans secured b.Y real 
estate was uncertain. See Clermont v. Secured Investment Corp" 25 Cal. 
App.3d 766, 102 Cal. Rptr. 340 (19725, and cases cited therein. 
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§ 2954.6 

Subdivision a. The definition of "late payment charge" in subdivision 
(a){l 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. 804 (1969); O'Connor v. Richmond 
Ssv.& Loan Ass'n, 262 Cal. App.2d 523,68 Cal. Rptr. 882 (1968). See also 
discussion in Clermont v. Secured Investment Corp., supra. Also, because of 
the definition of "late payment, if the compounding of interest as a sanction 
for late payment is subject to the limitations imposed 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 cleer, Section 2954.6 has no effect on such 
rights of the lender as the right to accelerate or the right to recover 
attorney I s fees end other costs, expenses, and. fees in event of a default. 
These rights are not embraced. within the term "late payment charge." 

The definition of "installment payment" in paragraph (2) of subdivision 
(a) makes clear that the amount that must be paid in full to avoid imposi
tion of a late payment charge is computed. using the amount obtained by 
totaling the amounts of the items listed in the paragraph to the extent they 
are included in the payment and excluding the amounts of any other items 
included in the payment. Contrast subdivision (c){2), which limits the 
amount of the late payment charge to a specified perce~~-~ principal 
and interest included in the delinquent--installment. payment. .----

Subdivision (b). Subdivision (b) makes clear that a late .~ayment charge 
on an installment payment of five hundred dollars or more is subject to the 
requirements of Sections 2954.5 (prerequisites to imposition) and 3319 
(general. rule governing validity of liquidated damages provision). Accord
ingly, assuming that the requirements of Section 2954.5 are satisfied, the 
late payment charge provision will be valid "unless the party seeking to 
inv8aidate the provision establishes that it was unreasonable under the 
circumstances eXisting at the time of the making of the contract. II See Sec
tion 3319. 

Subdivision (e). Subdivision (c) is designed to avoid litigation as to 
the validity of a late payment charge where the installment payment is less 
than five hundred dollars. Where the payments are less than fiye hundred 
dollars, the need to avoid the expense to the parties of litigating the 
Yalidity of the amount of the late payment charge necessitates the adoption 
of a statutory standard for such charges. (Subdiyisions (b) and (c) are 
phrased in recognition of the fact that the loan may require a balloon pay
ment or a smaller final payment.) 

The amount of a late payment charge permitted under subdiviSion (c) is 
a maximum. Nothing requires that the lender impose a late payment charge 
equal to this maximum amount, and the practice of many lenders is to impose 
a late payment charge that is less than the maximum permitted by subdiviSion 
(c). See Recommendation and Stud Relati to Li uidated D es 11 Cal. 
L. Revision Cemm'n Reports 000, 000 1973 
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§ 2954.6 

It should be noted that the amount of the late payment charge is a 
specified percentage of the amount of principal and interest included in 
the installment payment. Cont ... ""t, subdiv""ion ( .. H 2)( defining "install
ment payment"). 

Subdivision (d). Subdivision (d) gives the lender the option of con
tinuing to carry the late payment charge as a default or adding the late 
payment charge to principal after the 40-day period has expired. If the 
lender elects to add the late payment charge to principal, he cannot there
after treat the failure to pay the late payment charge as a default. 
Adding the late payment charge to prinCipal does not, of course, affect the 
lender's right to treat the failure to PaY the delinquent installment PaY
ment as a default if it has not been paid. 

Subdivision (e). SubdiviSion (e), which is comparable to subdivision 
(e) of Section 2954.5, makes clear that Section 2954.6 restricts only late 
payment charges. 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 limitation in Section 2924.5) and the right to record notice of 
default under Section 2924 and recover costs, expenses, and fees under Sec
tion 2924c if the debtor cures the default. 

Subdivision f. mha late payment charges permitted on loans excepted 
by subdivision f are prescribed by other statutes. See Fin. Code §§ 14852 
(credit union), l8667(a)(5) and 18934 (industrial loan companies), 22480 
(personal property brokers). 

Civil Code § 3319 (new) 

Sec. 5. Section 3319 is added to the Civil Code, to read: 

3319. A provision in a contract liquidating the damages for breach of a 

contractual 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 making of the contract. 

Comment. Section 3319, providing 
is valid unless unreasonable, reflects 
provisions. See Recommendation and St 
11 Cal. L. Revision Camm'n Reports 000 

Section 3319 limits the circumstances that may be taken into account in 
the determination of reasonableness to those existing "at the time of the 
making of the contract." Accordingly, the amount of damages actually 
suffered has no bearing on the validity of the liquidated damages prOVision. 
The validity of the provision depends upon its reasonableness at the time 
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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 avoid 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 determination whether the amount of 
liquidated damages is so high or so low as to be unreasonable include but 
are not limited to such matters as the relative equality of the bargaining 
p~r of the parties, the antiCipation of the parties that proof of actual 
damages would be costly or inconvenient, the range of damages that reason
ably could have been anticipated by the parties, and whether the liquidated 
damages provision is included in a form contract provided by one party. 
Thus, for example, there is little likelihood that a specially drafted 
liquidated damages provision in a contract executed by informed psrties 
represented by attorneys after proper negotiation would be held invalid 
under Section 3319. On the other hand, Section 3319 requires that a 
liquidation of damages provision in a form contract prepared by a party 
having a greatly superior bargaining pos 1t ion which unreasonably benefits 
that party be held invalid. 

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

Section 3319 supersedes former CiI.~H Code Sections 1670 and 1671. Sec
. tion 1671 permited liquidated .damages only where the actual damages "would be 
impract.icable' or extremely difficult to fix." This ambiguous limitation 
failed to provide guidance to the contracting parties and undUly limited the 
use of liquidated damages provisions. In addition, the courts developed a 
second requirement under Sections 1670 and 1671--the provision must reflect 
a "reasonable endeavor" to estimate the probable damages. See Better Foods 
Mkts., Inc. v. American Dist. Tel. Co., 40 Cal.2d179, 187, 253 P.2d 10, 15 
{1953 ; McCarthy v. Tally, 46 Cal.2d 577, 584, 297 P.2d 981, 986 (1956). 
Section 3319 does not limit the use of liquidated damages provisions to 
cases where damages would be difficult to fix or where the amount selected 
by the parties reflects a reasonable effort to estimate the probable amount 
of actual damages. Instead, the parties are given considerable leeway to 
determine damages for breach. All the circumstances existing at the time of 
the making of the contract are considered including but not limited to the 
relationship the damages provided bear to the range of harm that reasonably 
could be antici,ated at the time of the making ot the contract. 

Instead of promising to pay a fixed sum as liquidated damages in case 
of a breach, a party to a contract may provide a deposit as security for the 
performance of his contractual obligations, to be forfeited in case of a 
breach. If the parties intend that the deposit be liquidated damages for 
breach of a contractual obligation, the question whether the deposit mB¥ be 
retained in case of breach is determined just as if the amount deposited 
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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 liqui
dated damages. See Section 1951 (payment or deposit to secure performance 
of rental agreement). Compare Section 1951.5 (liquidation of damages 
authorized in real property lease). 

Section 3319 does not, of course, affect the statutes that govern 
liquidation of damages for breach of certain types of contracts. !:.s..:., 
Com. Code § 2718. For late payment charge provisions, see, ~, Civil 
Code §§ 1803.6 (retail installment sales), 2954.6 (real estate loans), 
2982 (automobile sales finance act); Fin. Code §§ 14852 (credit union), 
l8667(a)(5) and 18934 (industrial loan companies), 22480 (personal prop
erty brokers). These other statutes--not Section 33l9--govern the situa
tions to which they apply. Compare Section 3320, which establishes an 
amount of earnest money deposit that is deemed to satisfy Section 3319 but 
does not preclude the parties from providing for a different amount of 
deposit if such amount satisfies the requirements of Section 3319. 

Civil Code § 3320 (new) 

Sec. 6. Section 3320 is added to the Civil Code, to read: 

3320. (a) Subject to Section 3319, the parties to a contract for the 

sale of real property may provide by a clause separately signed or initialed 

by each party that any part or all of any deposit that actually is made by 

the purchaser shall constitute liquidated damages to the vendor if the 

purchaser fails to satisfy his obligation to purchase the property. For 

the purposes of this section, "deposit" includes but is not limited to a 

check (including a postdated check), note, or other evidence of indebtedness. 

(b) For the purposes of subdivision (a), the amount specified by the 

parties as liquidated damages shall be deemed to be reasonable and sbsli 

satisfy the requirements of Section 3319 if it does not exceed five percent 

of the total purchase price in the contract. Nothing in this subdivision 

precludes the parties from agreeing on a greater amount as liquidated damages 

if such agreement satisfies the requirements of subdivision (a). 
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Comment. Section 3320 makes clear that the parties to a contract to 
purchase land may agree that all or a part of the deposit ("earnest money") 
that actually is made by the buyer constitutes liquidated damages if the 
buyer defaults. Such a provision is valid if the clause is separately signed 
or initialed and the amount of the deposit is reasonable. See Section 3319. 
Under prior law, the validity of the use of a deposit as liquidated damages 
was uncertain. See Sweet, Liquidated Damages in California, 60 Cal. L. Rev. 
84, 95-100 (1972). As to the effect of a liquidated damages provision on 
the right to specific performance, see Recommendation and Stu Relati to 
Liquidated Damages, 11 Cal. L. Revision Comm'n Reports 000 1973, 
at 6. 

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 liquidated damages if the subdivi
sion (a) requirement of a separately signed or initialled clause is satisfied 
and the requirements of Section 3319 are satisfied. 

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 
is determined under Section 3319. 

Civil Code § 3358 (amended) 

Sec. 7. Section 3358 of the Civil Code is amended to read: 

3358. Ne~wi~a~8BQiRg-~ae-JFevieieRe-e,-~aie-g8a"e71-Re-JeF.8B-e8B 

Nothing in this chapter authorizes a person to 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, except in the cases specified in the 

Articles on Exemplary Damages and Penal Damages, and in Sections 3319, ~ 

3339, and 3340. 

Operative Effect 

Sec. 8. This act applies only to contracts executed after January 1, 1975. 

Comment. The delay in the operative effect of the act will permit time 
for revisions of forms, standard agreements, and the like. 
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