#72 10/3/73
Memoranduam ?3-?8

Subject: BStudy 72 - Liguidated Damages (Comments on Tentative Recommendation)

The Commission has received over 25 letters commenting on the tentative
recommendation relating to liguidated damages. The letters are attached as
Exhibits I-XXVIIT. A copy of the recommgndation 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 quelified support (see Exhibits II, III, XIII, Xv,
XVII, XXI, ﬁKII, and XXVII). Most of the letters contained substantial criti-
clsm. The Qrange County Bar Association submitted a resolution supporting the

tentative recommendation to the Conference of Delegates of the State Bar, but
this wae opposed by the San Diego County Bar Association on the grounds that
the recommendation is tentative only. {See Exhibit XXIV.) We do° pot 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 resldential 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 criticlsms is dealt with section by section below.

I. BSection 2954.6 - Iate Payment Charges

At least two bllls have been introduced in this session of the lLegislature
vhich are relevant to the part of the recommendation dealling with 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,

allowe mortgage loan brokers to 1lmpose a late charge of 10 percent of the



installment due on & 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 5.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with late charges should be repealed if the proposed Section 2954.6 is enacted.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 s need for legisiation in this ares.

A. Garrett v. Coast & Southern TFed. Sav. & Iosn Ass'n

At the July meeting, the Commission put off consideration of the comments
on the tentative recommendation relating to liquidated damages untll after the

Californis Supreme Court's decision in Garrett v. Coast & Southern Fed. Sav. &

Loan Asstn, 9 Cal.3d 731, 511 P.2d 1197, 108 Cal. Rptr. 845 (1973). A copy
of the decision is attached to thils memorandum &s Exhiblt XXXTT.

In Garrett, the court holds that a late charge on an inetallment payment
on a loan secured by real property amounting to two percent per annum for the
period of delinguency assessed against the unpaid principal balance is invalid
as a penalty under the statutory standard of Civil Code Sectlons 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 lose. 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 vold. (Id. at 740.) The court also said that late charges

should not be extremely difficult to flx although it might be impracticable
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to do so vhere it is shown that the cost of ascertalning damages is 1n 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. (Id. at T41-742.)

The holding in Gérrett is based on case law and Civil Code Sections 1670
and 1671. Since the recommendation would repeal Sections 1670 and 1671 and
make the cases Interpreting those sections largely inapplicable, the holding
in Garrett does not bear directly on the recommendation. However, Garrett
does give an Indicatlion of how certain aspects of the recommended provisions
might be interpreted by the court. Proposed Section 2954%.6(c)--allowing a maximum
charge of 10 percent of priocipal and interest includéd in the-installment
where 8 mgjority of the instaliments are each less than $5005-would not con-
flict with the letter of (Garrett since the charge found to be vold there was
a percentage of principal remaining due and unpaid rather than percentage of
installment. However, the interpretation of subdivision (b), which in rele-
vant part requires late charges to satisfy the standard of Section 3319 "and
a8ll other applicable provisions of law,"” might very well be affected. Pro-
posed Section 3319 mekes liquidated dameges 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
camount is unreasonable is "the range of damages that reasonably could have
been anticipated by the parties.” QGarrett 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 he failrly measured by the period of time the money

was wrongfully withheld plus the administrative costs reascnably related
to collecting and accounting for a late payment. {(Id. at Tu4l.)
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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

4 frequent comment regarding both late payment charges and land sale
deposits is that the allowable charges are too high, andfor 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

& Bouthern Féd., 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 lean where s $200 payment is withheld 30
days, the lender would not be dameged over $ 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 ass 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 &s administrative and
accounting costs, would not appear to present extreme difficulty in
progpective 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 & strict

interpretation of Section 3302. 8ince there iIs a conflict, the Comment to

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

3302.
lm



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.)}

Exhiblt XIV suggests that the presumed validity of a 1C0-percent charge
under Section 2954.6(c) be eliminated and that a standard of reasonableness
ineluding the touchstone of actual damages should be applied in all cases.
This approach would not accomplish the purpose of avoiding expensive litiga-
tion over smell amounts of damages recognized in the preliminary part of the
recommendation and most recently in Garrett.

The passage of 5.B. 304 may be taken es an indication that a figure less
than 10 percent 1is unrealistic' although, on the other hand, the nonpassage
of A.B. 105 indicates that those wishing a lower rate also have significant

power in the Legislature.

C. Pertial 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 peyment. {See Exhibit IX, p. 3.) The Commission
has previcusly considered this point and decided that the charge should be
imposed if full payment has not been made. This course was chosen because of
the difficulty involved in determining how partisl payments should be allo-

cated between impound accounts and principal and interest.

D. HNotice
Exhibit III suggests that a notice of default be regquired before the
10-percent late charge is assessed. BSimilarly, another letter proposes that
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the lender be requlred 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 I¥, p. 4.) However, the provisions of
existing law should be adequate. Section 2954.5 (eee Exhibit XXIX) provides
for either a written notice after which the borrower has six days to cure
the delinquency or a statement of the daté when charges will be assesged 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 reguired to be
slgned or initisled 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 1l0-percent
figure 1s & maximum whereas under Section 3320 the five-percent figure 1s not.

What doeg the Commlssion wish to do?

E. Risk of Hondelivery

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. Ancther sald that lenders
are better able to bear the risk elnce 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 cells to make sure that the payment
has been recelved, thus increasing the costs to the lenders. This would be
avolded i1f 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

Exhiblt XXVII ralses the following guestions:

Proposed Sectlon 2954.6{c)(1) requires the lender to apply an install-

ment payment to the current payment while prior inataliments are

still delinquent. If the loan is in default, must the lender accept

such part-payment; and, 1f he does, has he waived the default so that

foreclosure cannot be had on the still delinquent payment. If he ca&n

and does refuse to accept the current peyment, may he thereafter claim

a late charge for that installment.
The staff does not think that there is any implied reguirement in Section
2954.6{c)(1) that the lender accept payments but, once he does, the payment
mist be applied to installments currently due in order that they will not
become delinguent. No legitimate purpose would be served 1n applying a payment
to a past delinguent installment for which a late charge has probably been
assessed. Each delinguent installment 1s a default, and those remaining un-

paid continue as grounds for foreclosure as a matter of other law. GSee, e.g.,

Bisno v. Sax, 175 Cal. App.2d Tlk, 72k, 346 P.2d 814, _ (1959). The staff

does not see how the proposed Section 2954.6(c)(1) would imply any slteration
of the general rule. Under this section, the default remains on the basis of
the previous delinquent lnstallment; 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 delinguent. In both

cases, one ingtallment 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)(1)

ecould be changed to read "tendered or paid.”

G. ILender's Qption to Add Charge to Principal

Two writers suggest that the lender should be reguired o give notice to

the borrower before he exercises his option 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 XXTX) as discussed in part D above; however, Section
2954.5 does not cover the addition of the charge to prineipsl. 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 belng increased. The borrower could be
informed of this option et 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 optlon was actually going to be exer-

cised.



Exhbit XVII suggests that, after 40 days, the lender should be able to
increase the late payment charge silnce additional accounting and administra-
tive costs may be incurred. The staff recommends sgeinst this course since
it would be too complex, the 10-percent charge seems entierely adequate, and the
option &llows 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 preciude the lender from treating the
failure 1o pay the charge as & default. The staff recommends that no change
be made in the policy of Section 295%.6(d). Exhibit XVII further states that
the writer did not understand from reading subdivision (d) that, as the Com-
ment says, the lender canmot treat the fallure to pay the charge as a default
once it has been added to principal. To remedy this amblguity, the staff
recommends that the second sentence of the Comment to subdivision {d) be

added to subdivision (d) of Section 2954.6.

H. Usury

BExhibit 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.



II. BSection 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 167L. (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 ss the Comment to Section 3319 states; hence,
the effect of Section 3319 in the consumer area will be minimsl. Some writers
would shift the burden to prove reasonableness back on the party seeking to
enforce the liguidated damages provision in certain classes of cases.

Another suggested alternmative would be to specify some factors of reason-
ableness in the language of Section 33156 rather than in the Comment--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,

14h-145 (1972). Apparently, it is widely felt that the standard of reasonable-
ness should guard asgainst abusive adhesion contracts and utilize the standard

of actual damages. Furthermore, 1t is feared that the discussion in the
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Comment is inadequate to protect those attacking liguidated damages clauses

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

is changed, the Commissicn should consider listing major elements of reason-

ablepess 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 1o be considered in determining reasonableness such as are now listed in

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

consumer transactions 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

adhesive, the party attacking the clause would have the burden. (6) The ccnmult-

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 sgreement but only at an amount which is reasonahble in the llght of
the anticipated or actual harm caused by the breach, the difficulties of
proof of loss, and the inconvenience or nonfeasdbility of ctherwlse ob-
taining an adequate remedy. A term fixing unreasongbly large liquidated
damages is void as a penalty.

Professor Sweet has adapted Commercial Code Section 2718 as follows:

Where reascnable, 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

6. The inconvenience or nonfeasibility of otherwise obtaining
an adequate remedy. [Sweet, supra, at 1h4-145,]

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 fbr the sale of
goods. It shoild 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 ressonableness solely on the basis
of the circumetances existing at the time the contract was made. The burden of
proving unreascngblentss should still be on the party attacking the clause.

B. Notice Provisions (Section 3319)

Exhibit IV suggests that the party ageinst whom a liquidated damages pro-
vision is epplied should be afforded notlce that he may bring an action to
determine whether the amount of the damages 18 reasonable. Such notices are
often provided where there is a special procedure for claiming exempticns.
(5ee, e.g., Judicial Council forms for writ of executlon; 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 331G.

Another letter suggests that a statement be included in forms explaining
what liquidated damages are since the unsophisticated might not know (Exhibit

XIII).



C. Public Works Contracts

Six letters concern public works contracts. (See Exhibits Vv, X, XX, XXII,
XXV, and XAVIII.) They note the different neture 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 a2 delay in performance. In glmost all cases the amount of the ligui-
dated damages is not negotlated nor adequately estimated. Therefore, it is
claimed, the amount 1s ususlly 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, Iigquidated Dameges in California,

60 Cal. L. Rev. 84, 122 (1972). The public entities admit frankly that, in their

view, & major purpose of liguidated damages provisicns is to get the project

done a8 quickiy &s possible to avoid the adverse conseguences to the public of

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

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

gection applies to public works contracts and that the lack of negotiaticn is

not significant. One writer suggeste 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 ham invelved in a breach of a public works contract may often be of =2

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

problems are net of a significantly different kind and that the present recom-

mendation 1s not insufficient in this regard. The staff recommends that the

Commission 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.

Govermnment 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, countles, and districts the authority to in-
clude similar provisions in public works contracts. The guestion of the rela-
tion between these provisions and Section 3319 is raised. Govermment 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 ilmpracticable or extremely difficult to fix. That decislon did
not say whether the other judicially developed requirements apply--such as that
the amount must reflect 2 reasonable endeavor to estimate probable damages.
The Department of Transportation (Exhibit XXVIII) réports that it is content
with the requirements of the State Contract Act (including Govt. 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 33197

Cne letter concerning publiic 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 allowlng

the public entity to grant or deny reguests for time extensions and determine
the amount of the penalty fto be assessed. In addition, the writer thinks that
it is inequitable to allow public entities to exempt themselves from damages
to the contractor and limit contractors to obtaining extensions of time. The
conclusion of this writer is that no genersl liquidated demages recommendation
should be proposed until the particular problems involved In public works

contracts, and construction contracts generally, are solved.

D. legal Services Contracts

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

Fracasse v. Brent, 6 Cal.3d T84, 494k P.24 9, 100 Cal. Rptr. 385 (1972), by

means of liquidated damages clauses. Fracaesse held thet an attorney who is
discharged with or without cause is entitled only to the wvalue 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 resclve the problem regarding liquidated damages
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 liquidated.” Sweet, Liguidated Damages 1n California, 60 Cal. L. Rev, B&4,

111 {1972). Section 3319 would probably change the result stated by Sweet
since reasonsbleness at the time of contracting would be the only criteriog‘
Fracasse however would conflict with the policy of Section 3319. Fracasse
holds that the atforney 1s entitled only to recovery of the guantum 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 liguidated 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 Fracasee holding. However, Section 3319 requires
reasonableness to be jJudged at the time the contract was made which would
conflict directly with the actual damages thinking of the court. Perhaps the
-engctment of Section 3319 would be viewed as limiting Fracasse to situations
where there is no liguidated 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 1t 1s or to add a sentence prohlbiting ligquidated damages in retainer
agreementg~~-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 guestion whether the recovery of attorney's

fees incurred in enforcing a liquideted damages provision would be precluded

by the ligquldated dammges clsuse. Unless provided for by statute, attorneyls
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, 1f the Commission thinks there ls some doubt, then a sentence should

be added to Section 3319 or ite 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 liguidated damages provision might be
a subterfuge restraint of trade in violatibn of federal and state law. The
staff suggests that, 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 provisicns of federal antitrust
lav or state law concerning restraint of trade {Bus. & Prof. Code § 16600 et

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

G. Commercial Code Section 2718

Exhibit X{I suggests either that it be made clear that Section 3319 does
not cover sales of goods or that the test of Commercisl Code Section 2718 be
changed to that of Section 3319. If Secticn 3319 is altered as suggested by
the staff in part IT, 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 - Iand Sale Deposits

A. Single-Family Dwellings

Several writers suggest that Section 3320 be restricted in some way such
a8 by excluding single-family residential dwellings or transactions involving
nc more than four units. (See Exhibits I and XV.) The Commission has pre~

viously considered and rejected similar suggestions.
-17-



B. Five Percent Is Too High

A related comment is that the five-percent figure is too high, particu-
larly in transactions involving residentlal housing. (See Bxhibits I, p. 2;
II, p. 2; VIII, p. 3; XV; and XXVII.) And the suggestion is made that the
assessment of actual damsges 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 Exhlbit 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 alsc a limitation on the bhuyer's liability.
Exhibit XXVII states that the five-percent figure will probably become a mini-
man charge.

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

figure is probably the most acceptable.

€. TInstallment Iand 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
paild before title passes is a deposit. Of course, as Section 3320 is now drafted,
the buyer will have initialed a clause saying thet the deposit 1s intended to

be ligquidated demages 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 unressonableness.
Installment land contracts are apparently widely disapproved. See Hetland,

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

E3. Bar 1960); Moore and Sturhahn, Purchase Price and Fimancing in California

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

it is tempting to fpllow the first suggestion of Professor Bernhardt to re-
move installment land contracts from the coverage of Section 3320. However,
unless g provision were added which said that liquidated damapges provisions

in such contracts are invalid, the general provisions of Section 3319 would
seem to apply, the minimal protection of reguiring a separate clause, initialed
or signed, would be lacking, and the presumptive validiiy 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 1s 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 iXI 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 1s 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 ligquidated

-19-



damages provision will not deprive either party of their eguitable remedies.

The staff thinks this matter should remgin in the Comment.

IV. Miscellaneous

A. Conflict With Reelidentisl Iandlord and Tenant Act

One letter pointe out that there are conflicts between Section 1951.5 of
the recommendation and A.B. 1202, the Uniform Iandlord 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. Resl Estate Lesases

Exhibit XXVII (p. 1) suggests that reesl estate leases be separately
treated and that liguidated damages clauses therein be required to be ini-
tialed. The Commiesion has previously considered and rejected separate tregt-

ment for real estate leases.

C. Drafting

Exhibit XVII suggests a lengthy altermative to Section 3319 to remeédy
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 reascnableness discussed
in the Comment to Section 3319 lnestead 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.

Respectfully submitted,

Stan G. Ulrich
Iegal Counsel
=20-



Memorandum T3-47

EXHIBIT 1

SILBER & KIPPERMAN
ATTORNEYS AT LAW
BOZ MONTGOMERY STHEET
SAN FRANCISCO, CALIFORNIA 94132

TELEFHONE: {415 TBE-BBTO

MICHAEL D. SILBER March 21' 1873

STEVEN M. KIPPERMAN

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., 34
784 {1972), I am sure that 1f 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 liguidated damages to the attorney
may be permitted. Pracasse 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.




California Law Revision Commission
March 21, 19%3

Page 2

{2}

(3)

(4)

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 wvirtually negate any meaningful
bargaining over standard terms. A liguidated
damage provision is most certainly going to

be included 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 gquite 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

singie-family dwelling context, or can secure
another buyer gquite readily.

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 liguidated
damage provisions may be inserted. Even though
liguidated 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
tc the effect that nothing contained in the
ligquidated 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.

Section 8 (the effective date provision) really
seems to me to be inconsistent with the whole
thrust of the Recommendation. If the thrust of



California Law Revision Commission
March 21, 1873
Page 3. -~

the Recommendation is that ligquidated damage
provisions should be encouraged and that one

of the factors indicating 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.

Very &ruly yours,

s N M. KIPPERMAN

SMK/bah
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Memorandum 73-47

EXHIBIT II

RicHaArD G. RANDOLPH
ATTORNEY AT 1AW
B2Q SOUTH EL CAMING REAL
SAN MATEO, CALIFORNIA 9442
TELERHONE [415) 342- 4900

March 22, 1973

Mr. John H. DeMoully

Executive Secretary :
California lLaw Rewvision Commissic
School cf Law

Stanford University

Stanford, California 94305

Dear Mr. DeMoully:

I have reviewed the tentative recommendation of the
Commission relating to liquidated damages. 1 have two
comuents 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 tgat as a cost of doing
buginess and to foster the use of mailed payments as
opposed to maintaining payment offices, the lender
shou%d 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.




" Mr. John H. DeMoully
March 22, 1973
Page Two

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 57 of the total purchase price in the
contract. Taking a hypotheticag 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
unduly penslized 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 T 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 vear 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.

Very truly

—
RIC G. RANDDLPR

RGR/pe




Memorandum T3-47

EXHIBIT II1I

PaLLey & ScHwAaRTZ, INC.
AYTORNEYS AT LAW
LAWREMCE + SCHWARTZ SLITE BOO AREA CODE 213
MICHAEL R. PALLEY IBBO CTENTURY PARK EAST 277 2P - BFD2IF0
CENTLRY CITY

LO% ANGELES, CALIFCRM&IA Q0BT

March 28, 1973

Cal. Law Revision Comm'n
School of Law

Stanford Univ.

Stanford, Ca. 34305

Re: Liguidated Damages - Tentative Recommendation

Gentlemen:

My principal recommendation would be that you give
consideration to a requirement of a notification of default,
and a few days to pa&y thereafter, before permitting the
levying of the relatively heavy late charges permitted
under proposed § 2934 .6 (o).

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

I also believe that the type of late charges permitted
in that section are excessive for an cccassional, unintentioconal
delay in payment, as freguently is occassioned by vacation,
mail delavs, 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.

Ver tr nly youjﬁ | ,/ )
. /,/ P f//
k,x,/ii?

P

MICHA“L R. PALLE?
of PALLEY & SCHWARTZ, INC.

MRP/se



Memorandum T3-47
EXHIBIT IV

100 Cresta Vista
San Francisce, 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 appropriate to
allow courts to enforce reasonable provision for liquidated damages
(for reasons relating in part to reducing trial time and expense},
it is suggested that it be required, as a condition to subsequent enforce-
ment of such a clause {whether reasonsble or unreasonable), that the
clause contain wording reading (more or less) as follows:

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

The peint 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 mot 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 i1s 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, anew, limited
purpose\of contesting reascnableness, 1In & word, if the right is limited,
but the party with the one lingering right to prove unreasonableness is
not expressly informed that he has that right, the right well might, in
practice, never exlst., 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 itseif, 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,

7/'..’—4-.-2__-- __S)-—
F. W. T. Hodégland
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CALIFORNIA

!; crry FRESNOf EXHIBIT V

OFFICE OF THE CITY ATTORNEY

aw ?ﬂm

WORLD CAMTAL OF hGREBUEIHESS

A-l LITY HALL + 2325 FRESNG STREET - FRESNO, CALIFORNIA B3AT21
PHONME 266-68031 « AREA CODE 200

March 29, 1573

California Law Revision Commission
School of Law

Stanford 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 liguidated damages. Negotiation probably never
occurs. The City of Fresno did write intc 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 ho bilateral discussion, the amount of liguidated
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 weight upcn the actual harm
caused by the breach, public entities who must carry out compet-
ticive bidding are likely to be the parties most harmed by the
rule of law. Further, cities do in fact establish liguidated
damages with the intent {usually unexpressed) of endeavoring to
get the work done soon in crder to protect the public against the
consequences of delay. Blocking a meain street to a downtown shopping
district at Christmas time, delaying the opening of a Convention
Center, the blocking of any sireet, delay in construction 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 liguidated damages are
desirea 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 unprotectec under
the law on liquidated damages. (The undersigned researched this




Stanford University
Page 2

matter several times, to Jdetermine whether or not the loss to

the public could be used sven though it is not provable in
dollars. The only case he found on the point was the Six Com-
Eanies case, however, that case was reversed on other grounds and
has little authority today. See SixX Companies Case, 110 F 2nd,
620, reversed 311 U.S5. 720, 85 L. Ed. 425.)

For the above reasons, we believe all public entities would wel-
come and enceourage 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:

Tc the extent that owners, particularly public entities,
do or are reguired to award contracts after competitive
bidding, the present law on liguidated 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 liguidated damages pro-
vision, when, under competitive bidding, no such negotia-
tion cccurs. Further, to the extent that an early comple-
tion of the job is in the public benefit, then te 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 Att

2?5 N

Alan D, Davidson
Assistant

ADD:xrs




Memorandum Ti-47 EXEIBIT VX
GTATE OF TALIFGRMNIA
CURT OF APPEAL
RSN DI R T - SIS FOUR

B0 STATE BUILTOIG
1T OWLEY FIRET STREET
LOS ANGELES 30312

ROBERT KIMNGSLEY

ASSOCIATE JISTICK Megrch 29} 1933

California Law Revisior Comwmissclion
School of Law
- Stanford, GCalif. 943053

GCentlemen:

I have read with interest the Tentative Recom-
mendation Relating to Liquidated Damages. 1 have
only one suggestion to make and that desals with the
metter of ‘'late” cherges on real property loans.

Ag the text of your supporting wemorandum points
ocut, the ordinary smail borrower is concerned chiefly
with the interest rate and the size of installment
paymenits; his attentiom ig not directed to the late
payment provisiona. In the case of damages for
breach of a contract of zale, you require & special
clevse, specially signed ox initialed. Why not do
the same for the late payment provision {excepting
the over $500 cagen for whichk you provide & separate
treatment anyway3? Thias would, at lesaet warn the
borrower of the charge to be incurred even though
(aince the home~-lcan cases are almost alwaye contracts
of adhepion) he may bave nmo real choice but to assent.

Sincerely.
; IR
N ;o /,a"';'/
i A s
Hobert/Kingsley
- e

BR i mr 7S




Memorandum T3-47 EXHIBIT VII

RALSTON, SMITH & SULLIVAN
LAWYERS

TELEPHONE 2i3/38C-86E50 Apri] 4’ 1973 505 SHATTO PLACE
CABLE. LAWCORP LOS ANGELES 90020

QUR FILE NUMBER

California Law Revision Commission
School of 1aw - &anford University
Zanford, California 94305

Re: Teniative Recommendation relating to
Liquidated Damages

Gentlemen:

The Commission's study notes the potential oppressive use of
liquidated damages provisions although the proposed legislation
simply faile to contain any safeguards.

Pr ed Civil Code Section 2954,6 will, in effect, legislate a
fixed rate for late charges and thereby effectively deprive the
consumer of the judicial protection which is now available,

Proposed Civil Code Section 3319 is particularly desirable with
respect to negotiated agreements. 1suspect, however, that

with respect to contracts of adhesion, and perhaps preprinted

form agreements generally, 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 therea
difference between 2 commercial and a residential lease ?

In summary, it would be desirable to amend C.'wil Code Section
1871 to permit liguidated damages inthe case of a negotiated
agreement,

Very truly yours, -

A e d
1S

ugtin T. Smith

ATSjm
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FXECLAIVE OV CTaR
FATRICK O, MEISSHER
ALBERTD SALDAMANDO
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PATRICIA M. TENOSG
JAMES R, TUGKER

VIGTCR BROWN
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PARAPROFESSIONALS:

JOBEPH MATTHEWS
ASSOCIATE DRRECTOR

JAMES CRUZ

HUMBERTO LOPEZ
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Memorandum T3-47 EXHIBIT V11X
SAN FERNANDO VALLEY

NEIGHBORHOOD LEGAL SERVICES, INC.

13327 VAN NUYS BOULEVARD, PACOIMA, CALIFORNIA §1:3%

B96-5211

April &, 1973

Celifornia Law Revision Commission
Stanford University

_ School of lLaw

Stanford, California 94305

Gentlemen:

Re: Tentative Recommendation
Relating to Liguidated Damages
Comment

Commenting on your above proposed legislation I beliawe 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 in regard to
actual amcunts,

I velieve thet 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 polint out that

practically, liquidated damages are written into a contract usually
adheslve in effectﬁ 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 Judiciel process, the fear of

insufflcient considerations by the court for

excuses to nonper-

formance” or the court's being "undilly sympathetic to claims of the
opposing party", the court's hypothetical "prejudice” against
contract breach, can only serve the lnterests of the lender or
seller and not of the consumer. This ratlonale not only serves
but one side of the consumer contracts but unnecessarily belles the
court's real concern about predatory business practices and its
real and sole function, the administration of Justice.

You should limit these provisions, if you feel the above rationale
is Justified, to purely commerclial transactions, for the consumer is
already hounded by hldden late charges, liquidated damages
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provisions whirh are truly penalties, and a host of other hidden
costs. The parties to a contract mey 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 abput ~- A car dealer wlll never sell a car on a contract
not printed by him, & hospital will never admit a patient unless
their printed contracts are slgned. This is a fact of our consumer
1ife that your proposed leglslation seems to totally ignore.

My office and myselfl as an attorney handled hundreds of so called
"contract disputes" concerning earthquake repairs, after the 1971
earthquake in the San Fernando Valley. These "contracts" usually
called for "ligquidated demeges" of 20%. People who received SBA
earthquake loans of three to five thousand doliars, wlthout 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 sameone come to thelr house and spending 20
minutes giving them an estimate as to the costs of required repairs.
Under your rationale, the contractor and the homecwner would have
"agreed'" that such percenteges were the actual amount of loss for
non-performance. I do not belleve your rationale fits this situation
or a plethora of other consumer contracts. I do not agree that
"liguidated damages will provide at least as Just a result as a
court trial". We would invite you -or any one of your staff to
come and inspect our files dealing with these home repair contracts

alone,

I find little solace in your recommendation which zeeks to avoid
oppresslve adhesion contracts by placing the burden on the consumer
to show that they &are unreasoneblie. 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 left 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 avold litigation, the only rationale
consistently appearing in the recommendation, would place so heavy

2 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 he protected to the
fullest extent of the law, in light of the heavy rellance on adhesion
contracts, Not even a member of your commission could buy a car or

2 home without having to submit to an adheslion c¢ontract.

The problem dees not lie only with home repalr cr automobile con-
tracts. {(And it would take little imagination to think of situations
where even car sales would have "liquidated damages" provisions for
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repossessions, late payments, costs of re-sale, etc.) I was alse
interested and agree that there is a problem with deposits for the
sale of homes and late payments to lenders.

By contract, sellers of homeScould impose a greater penelty in
actudl amounts than they now impose on buyers. Many people can
barely afford to put money down cn & home, wait for escrow to
close, and find something wrong with the house or in the tiltle.
Your language "if the purchaser fails to satisfy his obligation

to purchase the property"” woild again place the burden on the
consumer, usudlly:- at the mercy of real estate brokers, to

iitigate 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 woculd have to spend most

of his deposlt on legal fees to recover only a percentage of it,
even 1f he were totally Jjustified in refusing to purchase the
property. And, many deposit agreements make no representatlons 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 "ag is" as far ms the seller
1s concerned, and if a lender refuses to finance hecause the price
has been inflated or the home 1s not worth the asking price because
of termites or for whatever reason, the buyer is stlll bound by
contract to purchase it or lose 5% of the purchsse price (for you
can be sure that if & 5% liguidated damages provislon is set as

a maximum, this will become the standard in every printed deposit
agreement in this State). This would mean that for a house for
which the asking price is $20,000.00, a buyer would lose $1,000.00.
If one can only afford a $20,000.00 home, cne cannot afford to
lose $1,000.00, and much less spend $500,00 in legal fees to recover
itl

As to your recommendation concerning late charges by lenders of real
property loans, I can only ask you 10 read more carefully the results
of the survey conducted by the Assambly Finence and Insurance
Committee and the case you cite wherein after 5 years of payment,
where the principal unpaid balance on a loan wes for $1,400.00,

the borrower still owed $1,321.82. This, coupled with the fact

‘that foreclosure as a metter of prectice 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 1s deliinquent, that 1s, on only that amount

remaining delinquent. It would be interesting to find out what, if
any, actual damages are occasioned by late payments, but yocu apparently
are not Interested in that kind of inguiry.

I cannot help to note that although I did not graduate from such
a prestigious University as Stanford, I was taught that damsges
should be somewhat proportional to the wrong. Yet if your
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recomuendations become law, every adhesion contract in this State
will include provisions for liquidated damages, much to the detri-
ment of the consumer, which will not be based on actual damages but
based on what sounded reascnable 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 1s reesonable 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 fact, I
would aiggest to the Commission that they look into the feasablility
of establishing an administrative board which could arpitrate this
and other matters slong the lines of the hearing boards already
established in administrative departments as an alternative to

litlgation.
Respectfully submitted,

IV AT

ALBERTO SALDAMANDO
Attorney at Law

AS:pme
¢¢ - Brian Paddock
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WALTER R.SEVERSQON
IAMES 3 WERSGN
MATHAN #. BERKE

HURT w. MELCHIGHR
ERMEST 7. SEVIER
ERMUND T, KING T
RANSOM S COOK
RGBERT L LOFTS
RCBERT V. MAGOR
DENMIS M. TALBOGTT
BERMAALUS O SMIT
FRANK J. GALLAGHER
NCHOLAS 3. FREUD
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SEVERSON WERSON, BERKE & MELCHIOR
ATTORNEYS
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april 11, 1973

California Law Revision Commission
School of Law

Stanford University

Stanford, California 94305

Re:

Recomnendation Relating to
Liguidated Damages

Dear Commission:

RANDEL L LARSON
g3 1988,

GEQRGE L. &UAND

ARTHUR T GEQRGE
CouhNsEL

TELEPHOMNE
ARES [

398 -add

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 ligquidated damages clauses, in
consumer transactions the trend has been guite 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, ligquidated

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 demcnstrates,
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 liguidated
damages. Again the experience with regard to late payment
penalties 1is 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 dealing with consumers affords
little protection for the consumers' rights.

That the Commission should ignore the consumer problems
inherent in ligquidated damages provisions is all the mors
peculiar in that the background study at page 10 cites Ciyil
Code Sections 1803.6 and 2982 both of which place severe
restrictions on late charges in the consumer area. Moreovey
consideration should be given to the provisions of the Unifowm
Consumer Credit Code and the Uniform Landlord Tenant Relations
Act, which protect consumers against the abuse of liquidated
damages. These special provisions dealing with liguidated
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 alsc 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 their loans,
The unsecured creditors of consumers are in a far worse
position which the Commisgsion's recommendation would further
detericrate. The statement at page 10 that *[w]ithout such
delinguency charges at relatively high levels, a borrower
may let his mortgage payments slide while making other pressing
debt payments " exemplifies the Commission'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 inadeguate assets, Indeed, gquite 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 éstate 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 faveor of encouraging prompt payment of real estate loans,

the penalty should be used to benefit the public rather than

to line the pockets of the lender. There are, of course,
numerous ways 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
cof 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 sc as to exclude leases of real property for the purpose
of residence ,

In addition to my general comments regarding late
payment charges, I suggest that the proposed Civil Code Section
2954.6 (c}(l) 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 @ late payment fee where the borrower
has timely mailed his installment serves nore of 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 the situation of a partial payment of
the installment. Where only a portion of the installment is
overdue, the late cnarge 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 borrowsr a notice prior to exaction of the late
payment charge. Ctherwise, 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 exaction of the late charge will not encourage his
prompé 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
ligquidated damages provision was a portion of a form or an adhesiocon
gontract, 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 that given above.

Sincerely yours,

Jan T. Chilton

JTC/m
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April 12, 1973

California Law Revision Commission
School of Law
Stanford, California 94305

Re: Tentative Recommendations Relating
to Liquidated Damages

Gentlemen:

I would like to call your attention to an important
area of the law which has, 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 cone-
tracts.

The typical construction contract provides for ligquidated
damages based on a daily assessment in the event the contractor
fails to perform within the time stipulated i 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 the parties to

a private works contract do not have relatively equal bargaining
power, and in all cases where public works centracts 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 successful
bidder will be required to sign is ses forth in the documents
submitted to prospective bidders. Thera can be no modification
of the contract terms after the successful bidder has been
ascertained because such modification would 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 wiil
submit a bid on the preject, 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 cther 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 1is 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 architect may cause and limiting 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 ine
volved in the use of liquidated damage clauses in construction
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contracts. There are many inequities and abuses in the use of
such clauses in 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 for many more years,

Very truly yours,

ﬂRANT & POPOWICH
i

¥l

IG: bk
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CRAVID G. JACKSOn

ATTORMNEY AT LAW
23 EAST HUNTIRGTON QRIVE, SUITE &
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L35 pady]

Anril 16, 1973

Law Revision Commission

c/o School of Law
tanford Universily

Palg Alto, California

Tentlemen:

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

Code.

The undersigned is the attorney for the Plaintiffs in the class action
lawsuit known as Garrett vs. Coast Federal Savings and lLoan 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 & sum equal to one-twelith

of 2 percent of the unpaid balance on their loans as a late charge.

The lawsuit claims that such & 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 case. ©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. Nevertheless, 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 liguidated damages up to 10 percent of the
payor's payment is grossly in excess of what aciual damages are in fact.

Assume a $200.00 & 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 liguidated damages if the payor is
anywhnere from one io thirty days late on his payment. Such a charge is
ridiculous for the following reasons:
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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
could have put the $200,09 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 payeor's
payment schedule. At best, these damages to the Savings and
Loan Company could not exceed $2.00 to $3.00 per month.

Of cowrse, 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, 1873. I seriously doubt that the Supreme
Court will make a decision in the Garrett case before May 15, but I 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 13 percent
of the payment would be in the nature of a legislative rape of the California

homecwner.
Very truly vo
Do\ b

DAVID G, JACKSON

DGJ/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. Millern:

On April 16, 1973, 1 addressed a letter to your Commission concerning the
proposed revisions relating {o liguidated damages. Since that date, I have
come into possession of a copy of the tentative recommendations. 1 have
the following observations to make.

First of all, on page 1l 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 af 10% of the installment
paymernt seems io presuppose that some lenders will charge less than the
allowable maximum. This strains my credibility.

Thirdly, nowhere in the 21 page document do [ 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 concisely 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 home loan lenders in the business, and they seem satisfied
with a nominal sum. Furthermeore, 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 &4 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



Mr. Miller
April 23, 1973
Page 2 s

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--5155; 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 30-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 cbhvious
fallacy of 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, Garreft 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 legislation 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 IAG

DGJ/gjw
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o REITH Mo KEAD

JAMES | MIGCHAELS

HENRYT E. RODEGERDTS

ANTHONY R. GEANMNOMI

O STEVEN BLAKE

STEPHENM F. BOUTH

California Law Revision Commission
School of Law

Stanford University

Stanford, California 94305

Re: Liguidated damages

Gentlenmen:

Thank you for a copy of your tentative
recommendation relating to liquidated damages dated
March, 1973, After reviewing vour recommendation, I
wish to report to you 1 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.

STEFHEN W. DOWHNET
{(Ie6-1959;
CLYDE H. BRAND
UI28- 19 c4]

I am concerned, however, that in situations

where the bargaining parties are not on equal levels
of sophistication or economic power, that the
ligquidated damages provision you are recommending
might be used unfairly. éerhaps in such cases

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

damages" means,
Yours truly,

DOWNEY , BRAND, SEYMOUR & ROHWER

« Steven Blake

DSB:gh
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April 24, 1973

REFLR TG FILE NUMBIR

Law Revision Commission
School of Law

Stanford University

Palo Alto, California 94302

Re: Code Sectlons on Damages

Gentlemen:

The Loz Angeles Dailly Journal of Mareh 21, 1973
indlcated that you contemplated variocus changes in the
Civil Cocde regarding damages. Included in these changes
1s 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 dahages greater than that actually
suffered. Furthermore, both current law and the sugges-
ted new Sectlion 3319 would permit lenders to provide
a liguidated damage clause 1f the stipulated damages
were in fact reasonable. If a lender receives Interest
on his lean as provided in his note, there is no reason
why a lender should receive an additional $50,.00 when
a $500.00 payment 1s late or $5.00 if a $50.00 payment
is late when hls actual damages followlng a late pay-
ment {other than interest which is received anyway)
are the same 1rrespective of the amount Iinvolwved.

NOSSAMAN, WATERS, SCOTT, KRUEGER & RIORDAN
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Law Revlisilon Commission
Sehool of Law

April 24, 1973

Page 2

In additicn, I suggest that any new code
provision regarding damages exempt contracts of adhesion
from thelr operation. I also suggest that any changes
regarding damages alsc include the adeption of Uniform
Commerclal Code Section 2302 (which h#is not been adopted
in California) and make the section zpplicable to loan
contracts. (See West's Commercial Code Section 2302.)

More generally, T suggest that your proposed
sectlon will result in great hardshlp o those with the
-lgast bargaining power and that the present sections
{Civll Code Sections 1670 and 1671) provide sufficlent
legislation on the subject. There lsg no reasen, for
example, why an earnest money deposlt cannot be provided
under existing law or why the partles could not contrac-
tually 1imit their 1liability in any glven contra-t
(assuming there 1s a guid pro que).

If any change is adopted, I would add the fallow-
ing to proposed Sectlon 3319:

"4 provision 1n a contract liqui-
dating damages 1s unreasonable 1f 1t
provldes for. an amount of damages signifi-
cantly in excess of the amount of damages
which (&8} elther could have been foreseen
at the time the contract was executed, or
{b) were in fact sustalned."

I would also eliminate the 10% provision for
payments under $500,00,

of WOSSAMAN, WATHRS,
3COTT, KRUEGER & RIORDAN

. ASK:bh
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State of California

California Law Revision Commission
School of Law

Stanford, Californls

John H. DeMoully
Executive Secretary

Attention:

Gentlemen:

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 1s eleven days late, one month
late, six months late and/or one year late. If the 10%
charge is a one time fee, there 1s no incentive to make the
payment (other than foreclosure in the appropriate cilrcum~
stance) and if 1t is a monthly charge then it is the equiva-
lent of a penalty of 120% per annum when the actual damages
are 7% per annum. In elther case if the provision is
adopted, it should be clear whether a late payment charge is
a one time charge or not.

Following the comments of my prior letter, I still
disagree with the legilsiation except perhaps for proposed
Civll Code Section 3019. If that Section is superimposed
with current Sections 1670 and 1671, I think the problems
the Law Revision Commission finds 1n the existing state of
the law can be resolved.

v y:truly FOUurs,

of NOSSAMAN, \WATERS, -
SCOTT, KRUEGER & RIORDAN

ASK:bh
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DINKELSPIEL, PELAVIE, STREFEL & LEVIT

UNE EMBARCAGERD CEMTEE - ST FLOGR - SAN FRANCISZO 94111 - TELEPHGOKE [415) 391-31800
RICHARD € GeNKELSEE .- CABLT ADCRESS. DINKPELAN
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EDWARD B SYEEYE o
ALV N T LEVITT
LEMNARE G WEISS
THOMAS B DO N OWAN N RERLY REFER TO;
ROBERT M. SHES
PRILIE £ JERNSERN 4640"‘1248

ROBERT M. AATLLK
STEFHEN €. MATNE

Dane s MWL S0

JOHR TOwWELD ; .
STIRHEN A, SUWAN My L, 1973
Sanfit STDER

KATE CLalR FRECLANE

CHARLES £ STHWELNCA

RIC=ARD & BRaM LR

California Law Revision Comcission
School of Law
Stanford, California 94305

Re: Ligquidated Damages

Gentlemen:

I have reviewed your Tentative Recommendation relating

to Liguidated Damages. Generally, I completely support
your conclusions and recommendations and believe that,

if adopted, they will fipally establish some certainty

in this very difficult area.

I have some problems, however, with the language of
proposed Section 3320. My experience is that, althouch
mest home buyers exvect a forfeiture of their deposit
should they default, this is the "class" of people who
most need protection in this area. Most real estate
brokers and salespersons are unaware of the meaning or
effect of the standard forms (including the C.R.E.A.
form described at page &) so they are unable to explain
same to buyers. Most brokers alsc have favorite
"egscape" clauses which, thevy assure buvers, will enable
buyer to withdraw from the contract without penalty.
Many times such clauses are Inartfully worded leading
gither to arn enforceable contract or litigation in
which no one wins economicaliy.,

Furthermore, many times a Aefault by buver will cause
the seller no loss, e.g., communicated attempt at
rescission within one or twe days and seller has
received no other offers. The basic change in § 3320
would be to change the burden cof praof from seller

{who now has to prove his "actual damages" under Caplan
vs. Schroeder, 56 Cal.z4 515) to buyer whose only claim
would e thet the provision was "unreasonable under the
circumstances existing at the time of the making of the
contract”.
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For many 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 zuch a clause would be
only optionzl, vou can be sure that all standard forms
would have this clause and that few brokers would be
able to explain its effect +o buyers. And it is
buyers, as a class, who need the econcmic protection
rather than sellers.,

Therefore, I respectfully suggest that § 3320 apply to
transactions involving, for example, more than four
units or at the minimum, provide that a liquidated
damages clause is unenforceakle 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

PEJ/csh
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ATTORMEYS AT LAW TLLERHQNE
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May 3, 1372

Law Revision Commission
Stanford Scrnocl of Law
Palo Alto, <alifornia 94305

Attn: Mr. John P. Miller, Chairman
Re: Late Payment Penalties
Gentlemen:

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 without regard to any actual cost,
expenses or damages which 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 proposail.

I, for one, submit that 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 cf a powerful well heeled industry which
is more than capable of lcoking cut for its own interest in the
legislative arena. I submit that as a matter of basic Commission
pelicy, the Commission sheould, absent special and extracrdinary
consideration, leave the advocacy of special interest litigation
to the special interest group who will reap its benefits. Or,
t¢ state the same thing differently, I submit that the stature,
weight and prestige of the Commission is best preserved and
promoted by its functiorning 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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Furthermore, to the extent that lenders are allowed to
exact more than such actual expenses or damages as 1s occa-
sioned by a late payment, the lender receives an unjustifiable
profit. I ask why in equity and sSustice should money lenders be
given the scatus of a “special class" exenpt from the long
standing prohibitions of ocur law against arbitrary penal
exactions such as is reflected in Sections 18706, 1671 and 3302
of our Civil Code.

I susmit that prudent self restraint on the part of your
Commission would also make it sensible and pragmatlc that the
Commission at Least decline for the time being to act in this
late payment penalty sphere since a decision of wvital 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 the Supreme Court's decision in the Garrett case and
future legislative proposals, 1if warranted, should be shaped
in the light of that imminent decision.

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

I thank you in advancz Zor your courtesy and the
Commission's consideration of the views expressed herein,

Yours truly,
SIMS AND SOLOMON

A
i
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Gabriel W. Solomon
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cc: Attorney David Jackson
33 East Huntington Drive
Arcadia, California 891066

Assemblyman Ray Gonzales
Senator Mervyn Dymally

T T~
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California Law Revision Commission
School of Law

Stanford University
Stanford, California 94305

Re: Tentative Recommerndation Relating to Li-uidat:d Damages

Gentlemen:

I was pleased to read the tenor of the above tentative - conm .ndation.
I offer the following comments and suggyestions.

I refer you to the second paragraph under the comment to the -roposed
new Section 3319 which includes a listing of relevant considecations.
I think that th2 substance of those considerations is so significant
that it must be placed within the code section itself. It is unfair
to burden not oily the public but attorneys with the necessity £
constantly refe:ring to legislative history or comments of draftsmen
in order to understand legislation. It is dangerous to rely upon the
fact that trial ~udges will necessarily be familiar with such ccuments
or will interpret legislation sccording to such comments. It is
particularly dang:rous to rely upon the use of such comments to aid

in interpreting the legislation if the proposed legislation is in any
way altered by the legislature prior to its adopticn. Such change may
or may not have bea=n made with a view to altering the purposes set
forth within comme: ts of the drafstman {in this case, the Law Revision
Commission) but couvrts interpreting such change can go either way in
such interpretatior.. If, on the other hand, the comments were codified
or at least included within the proposed legislation, then any changes
made by the legislature would be clear as to whether such materials
were intended to be changed.

Section 2954.5(b} and 3320(b) hoth make reference to the "requirements
of Section 23192". I selieve that technically that is a confusing
reference because the way Section 3219 has been draftzd, there are no
"requirements", or at least if there sre such requirements, they are
requirements for haviro the section made inapplicable.

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

331%. A provision im a contract liguidating the damages
for breach of a contractual obligation is wvalid if
either of the following requirements is met:

a. By other section of this rode or any cother
statute the provision is declared to be valid,
reasonable or to satisfy the requirements of
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this secktion.

The provision was not unrsasonable under the
circumstances gx¥isting at the time of the making
of the coniract.

No provision shali bs considazred unreasonable unless
it iz established theat at the time of +the making of
the contract either (1) the maximurm amount of all
reascnably anticipatable damages including non-
recoverable costs or expenses wnich might reascnably
ke ilncurred in order to prove zvceh damages or to
prove the right te recover damages, under all possible
circumstances waz less than the amcunt liguidated in
the contract, cr {2} the amount of all reasconably
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)

{e)

Except as otherwise provided herein there shall be

a presumption affecting the burden cof proof that

a provision in a contract liquidating the damages
for breach of a contractual okligation =zatisfies the
requirements of Secticon 3319.

Upon proof that & provision in the contract liguidating
the damages for breach of 3 contractual cobligation has
been genuinely negotiated, and ig not a part of a form
or a copy from a form, the provision shall be con-
sidered valid and the reguirements of Section 3319
ghall be congidared to have heen met unless the party
seeking to invalidate the provision establishes be-
vond zll rsasonable doubt that the provision was un-
reascnable.

There shall be no presumptlon respecting a provision
ligquidating the damages for breach of a contractual
obligation in a contracst which is either a form con-
tract, a contract of adhesion or a contract prepared
by party having a grea*tly superior bargaining position
who is unwilling to negotiate the provision, and in
each of such instances the party claiming the validity
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of the provisicn shall have the burden of BEOGE
that it satisfies the requiremsnt of Section 3319,

I do not purport that the foreyecing languase represents the last word
on this subject or he bebt possible draftsmanship. I do suggest
however, that if cne of the purposes of this legislation is te avoid
tying up courts woasidering damsge cuesticns which could be and should
be avoided, then the legisluticn nust be suffi iciently dsztailed so that
these matters can be guickly and easily disposed of without a crurt's
being reguired to delve inte various maiters and then determine the
significance of such matters.

f"l

The effect of the proposed Section 2954.¢{ci () is to permi‘ a2 borrower

to have ten days f.ee interest for the schedu.ed life of 2 loan. The
effect of such a provision on a $100,000 loan would be $2° during the

very first year. This seens to be an unreasorable impoe .“nt on a

lender. If, as a matter of courtesy, they cheise toe aliow it for occasioa-
al violations, that is one thing. but it seems unfalr 0 restrict their
right to collect a late pament charge until - 2n day. after the

scheduled due date.

Within the same section it would appear more ap, ro siate to permit the
lender to apply the payments as he saw it rathcr chan foroing him

for that purpose to apply the paymente to the l:  “uve paymeni rather
than the first due pavment.

I believe that Szction 2954.5(d) should have ¢ veral provisions added
to it:

1. First of all., I think that th' ocpticn shou 4 bs exercise-
able only upen notice to the zorrower and + :at such pro-
vision should be added.

2. Secondly, insofar as the Irader is zconcernsc. it would
certainiy seem that after 40 days the lender should he

entitled to increase the caount of ths late payment charge. From a
practical standpoint I selieve vou will fand that lenders o ~tomarily
send out repeated notices and the longer the debt is unpaid the greater
the number of notices are sent out and chvicusly the greater the amount
of bookkeeping and stenographic work is entalled. Therefore, provi-iing
for additional late paymenis 1f certain periods of tiwme elapse wouls
seem only reasonable.

3. HNext, I belisve thait the dellnduent ingtallment wiich se-
comes a part of the principal should be deemed immccdia-ely
due and payable such that the adding of the amount to principal i
really only for the purpose of compuling interest.

Your comment to Sfecitleon 2354.6{4) reme as 2 surprize tu me. T did ro
read the section to in any w2y imply that the election te¢ add the l-e
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payment charge to principal foreclosed the lender from treating the
failure to pay the late payment charge azas a default. I above suggested
that the late payment charge be made immediately due and payable which
perhaps would resclve the matter, But in this instance it appears we
disagree upon what should be the law rather than how to effectuate the
purpose. I canncot understand why 2 lender should be forced to walt for
the late payment charge which presumptively, by this section, he is
entitled to solely because he further desires to cellect interest upon
that late payment charge at the same rate as provided in the loan.
While I have previously indicated that the comments are not necessarily
agdhered o by courts in construing legislaticn, I think it would be ille
advised to conclude that comment whethar or not provision was made for
the immediately due and pavable nature of the late payment charge which
ig 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" geems 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 liguidated damages clause is to

give the buyer an option. I suggest that 5% of the purchase price is
not a reascnable option price, especially in the sales of lower priced
résidences. For example, taking a $40,000 house off the market for a
montk, 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 smpty house will be far legs 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 ancther residence, all
because of this default. I think that the 5% figure is just toc small
and that the presumpticn should start at 10%.

1. Additionalliy, I feel that the section shculd 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% way be sufficient. But, if the property is to be held
off the market for 60 to 90 days or even ionger, than a higher percentage
should be established as being clearly reasonable and therefore satisfying
Saction 3319.

My brief research dees 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

wauld tend to indicate that they are considered as elements of damages
rather than costs. If I am correct that this is a gquestion that has not
been clearly resolved or if resolved, his been resolwved in favor of a
determination that attorney fees are damages, then an additional subsection
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under Section 3219 should be inserted toc provide that the ligquidated
damages do not preclude the additional recovery cf atteorney fees

if provided by law or by contraci, Otherwise, if attorney fees are

to be considered damages, the ligquidated damages clause would be
considered to include the attorney fees. That hardly can be the
anticipation of the parties, however. Look, for example, to the
situation under Section 3320 (k) where the contract provides for

5% {or whatever applicable percentage) as a2 liquidated damages

clause. Assume again the sale of a $40,000 residence with $2,000

held in escrow as a deposit. The attorney fees alone,should the buyer
refuse to sign escrow instructions permitting the release of those
funds to the seller, will come close to or exceed the $2,000 just to
get the funds released out cf the escrow by way of a lawsuit especilally
when the costs of the interpleader 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 toc 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 tc 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 recommendations} I would be
greatly indebted to vou if I could be placed upon a mailing list to
receive copies of at least those writings which bear upon the com-
ments I have made above.

Thank you again.

e
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G.

California Law Revision Commission
Scheool of Law )

Stanford University

Stanford, California 94305

Gentlemen:

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
gection 2985. See California Real Estate Sales Transactions,
11.45-46.

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

2) 1 recommend that you include a definition of "deposit”
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 1s signed. In
the imnstallment contract area, payments made by the purchaser after
execution of the contract but before conveyance of title by the vendor
ghould not be considered part of the deposit. In the deposit receipt
sphere, payments that the purchaser is required te make within so many
days after acceptance by the vendor, or sc many days prior to the close
of escrow should not be considered part of the deposit unless the
contract expressly declares them to be so.

Sincerely,
T -
/’”ﬂ7 § k//V .
‘-’v‘fﬁin\“‘s':~ hans r\w

1 ' - e

Roger H. Bernhardt e
Professotr of Law } SR

CC: Professor Justin Sweet . e
RHB: bhen ‘ : :

GOLORN GATLE UNIVERST Y 5336 Mission Street * San Francisco * California 94105 - 'Pﬂfphoné{415}391 7800
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STATE OF CALIFORMIA—BUSINESS AND TRAMNSPORTATION AGEMCY ROMALD REAGAN, Governor
DEPARTME'NT OF PUBLIC WORKS . >
LEGAL DIVISION

1120 N STREET, SACRAMENTC 95814 -

May 9, 1973

California ILaw Revision Commission
School of Law

Stanford University

Stanford, California 94305

Gentlemen:

Re: Tentative Recommendation Relating
to Liquidated Damages

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

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

Very truly yours,

S A

ROBERT F. CARLSON
Attorney
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The Metropolitan Water District of Southern California

Office of General Counsel MaY 10 ¢ 1973

California Law Revision Conmmission
School of Law

Stanford University

Stanford, California 94305

Re: Tentative Recommendation Relating

to Liquidated Damages
——

Gentlemen:

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

Very truly yours,

John H., Lauten
Genheral Counsel

éz:;lqﬁé? éégtxgﬁif A

Fred Vendig
Deputy General Counsel

By

FV:mj
Enclosure

e A ———— i T

1111 Sunset Boulevard, Los Angeles, Calif. / Mailing address: Box 54153, Los Angeles, Calif. 90054 £ Telephone: (213} 626-4282




May 10, 1973

-Subject: cCalifornia Law Revision Commission's Tentative

Recommendation Relating to Liguidated Damages

Proposed Section 3319 of the Civil Ccde is a considerable
advance cover previous statutory authority for liguidated damages
{Civil Code Section 1671). Nonethelesé, it is apparent that the
section fails to take due cognizance of the specific problem of
liquidated damages in contracts eﬁtered into by public agencies
for construction of public works or procurement of materials,
Liguidated 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 [See, for example, Section 14376 of the Govern-
ment Code, part of the State Contract Act (Government Code, Sec-

tion 14250 et seqg.)}; Silva & Hill Construction Co., Inc, v. Em-

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

97 cal. Rptr. 498 (1971)1].

Specifications typically pay due lip service to existing
statutory auwthority and case law when it comes to ligquidated damages.
However, it is recognized that, as a pracfical matter, licquidated
damages are freguently not used to compensate an owner for late per-

formance as much as they are used t0 provide a proper incentive
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to a contractor tq_complete the work in timely fashion. This
distinction is'significant. It stresses the probable deterrent
effect of ligquidated 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
liguidated 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, liguidated 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 procuremert contracts might be appropriate.
This recognition could take the form of statutory authority for
the withholding of liguidated 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 inveséeﬁ could be estimated and the amount involwved 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 eqﬁivalent of approximately $1660 for each calendar
day's delay. A construction project of that size {although the
gsame 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. PFinally, 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 any one 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 wvast and could easily exceed
the amount of ligquidated damages on any of the several contracts
which might otherwise be deemed reasonable.

The intangible factors, virtuallyrimpossible 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. 2As 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 bhetter 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 accigdents 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 pubklic 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 ligquidated damages "reasonable" so as
to survive challenge under the proposed Section 3319. Finally,

agencies 4o not desire to be exposed to litigation regarding the
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amount of liquidated damages nd the statute could protect them
against such needless litigat on. These very reasons require a
legislative recognition of mi iimum dollar amounts of liguidated
damages that are conclusively presumed to be valid and enforceable.
What these amounts should be s a mattér that the Commission could
determine through further di: :ussion with interested parties,

It may be noted th: : the approach herein proposed could
consistently be combined witi a statutory provision similar to
that contained in current Serate Bill No. 280 providing the salu-
tary correclary to licmidated damages, namely a bonus for early
completion whenever early conpletion would be of advantage to the

public agency.

Fred Vendig
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May 16, 1973

California Law Revision Commnission
School of Law

Stanford University

Stanford, California %4305 .

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 liguidated damages provisions in con-
tracts.

The principles of party autonomy which you advance are sound
and should be reccgnized 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 entexr-
ing into the contract. Another possible approach which, however,
poses some difficult drafting problems is to reguire that the
party claiming a right to liguidated damages establish the
reasonableness of the contract provisions in situations typi-
cally involving adhesion contracts.

The disparate provigions of proposed Civil Code Section 3319

and Commercial Code Section 2718 should be reconciled or there
should be a clear statement that Section 3319% does not apply to
sales of goods. If it is a walid premise that the reasonableness
of a provision for liguidated damages is to be judged in the light
of the circumstances confronting the parties at the time of con-
tracting rather than 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 Secticn 3319 on this point.

The Commission has undoubtedly considered the problem of speci-
fic performance of a contract containing a valid liquidated
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damages provision., While the vendor's ridht to specific per-
formance under a land sales contracht is of very little practi-
cal importanze, as you have clearly ncted. the vendee's right
to specific performance is often exitramely valuable. I think
it should be clearly stated in the Code that the use of a ligui~
sated damages provision in a contreot otherwise specifically
enfcroeable will not deprive selther party Lo the contract

of his eqguitable remediss thersundey. I awm assuming, of course,
that a vendees may shoose to provides for liguidated damages in
the case of a vendor's defaull, proceesding undey Ssotion 3319.
In some states this conld be, interpretad as a waiver of his

right to specific performance.

Finally, may I say that I am very glad tc have had the oppor-
tunity to review the proposed legislation. I had read Professor
Sweet's background material when it was first published in the
California Law Review and am 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 they 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 cecinciding with
various family problems has delayed my response.

Yours truly,

o }f? ’
' s ‘ = =
I, ety s /@;ﬁ zécze«w,,.stm/
K

/" & i

Martha &. Robinson
Profesaonr of Law

MSR/hw
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Galifornia Law Reviszicn Comeilcsion
Schoal of Law

Stanford University

Stanford, California 94305 .

Re: Recommendation Relating to Liquidated Damages

Gentlemen:

I recently received your ctentative recomrendaticns relating to changes
in the law on liquidated damages and I strongly concur with the recom-
mendations.

The Los Angeles Unified School District currsatly provides for the
imposition of liguidated damages in labor and material contracts
{construction angd maintenancze) and in certain contracecs far service and
equipment. The use of such provisions is predicated upon the diminution
of the educational program of pupils resulting from the Zailure to complete
a school facility within prescribed time limits or zhe failure to provide
services ©r eguipment necessary ior ihe educational progranm. The damag

to pupils and the Distvicz from such delays is, of course., impossible &
estimate and the amount of liguidated damages, which we consider reasonable
according to the nature of the various contracts, has encouraged contracisrs
to complete thelr contracts in a timely manner.

<
Q

You are probably awvare of Senate Zili 2280, awmended april 26, introduced
this Legislative Session, which would authorize various public entities
provide in contracts both penalty clauses for late ~“~ribt1uu aﬁﬂ bonus
clauses for early complesion of the contracis. Assembly Pl 30%F woula
require the inclusion of benus provisio Sns p public conLng{s which wrovide
for specified damages for late completion. Your reccoumendation for general
provisions on liguidated damages thLd appsar te obviate the need for the
foregoing legislation and would eliminave any reguirement for bonusg clsuses.

rt o p
H

,-m

Liquidated damages clauses included i contraces awarded under competitive
bidding presenis another problem foxr public entities mecause of recent court
decisions which have held such contracts to be chazrasts of achesion and,
thus, net meeting the requirement of agreemsznt of the parties under the
current law. ¥t is hoped that your recommendations will climinate this
orohlem. '

SR Dan Boacles. Oald. SUlST

P Aateton Viahi, — FALITZ ATERTED +

BLUSINESE SERVICCE CONTE = J4us Sowin San
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I hope that you wiil c2zll upon us i€
the formulation eof your final recomeendations as tiey may ap
entizias, particularly school districis.

Sincereliv, a0

Bremenkanp 111
F

FWBinw

1

y

&F Oontrscotuss Helatioas

May 16, 1973
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Stanford, California 545335
Gentiemen:

I have had the opportunity to review the Law Revision Commissicn's
Tentative Recommendation Helaling to Liguidated Damages and fing
the proposed new Section 3319 superseding Civil Code Sections 1870
and 1671 to be very meaningful and bereficial,

It is my understanding thai Section 331% would read as follows

'"3319, A provision i3 a3 contract liguidating the damages
for breach of a contractual obligation is valid unless the

party seeking to invaiidale the provigion esiablishes that i

was unreasonable ander the cireumstarces existing at the

T
PR

time of the malkiang of the comract,
canformed of the giotus o youy recommenda-

Would you please kesp m
ated damages,

tions relating to ligui

€3
e

§
e

Sincerely, ﬂ)

Delroy di, Richardscn
Attorney




Memorandum T3-47 EXHIBIT XXIV

RESSLUTION PEOPOSER LY
ORANGE COURTY BAR ASSCCIATION

rF—;u*?.s12}1.\.F'EI.‘J that the Conference of Delegates recommends to the Board of

Governors of the State Bar of California that the State Bar support
J the California Law Revision Commissilon tentative recommendation relat-

Lﬁjng to liguidated dameges.

1
3

The basic principles of the tentative recommendation would change

the law to provide that liguidated cdamages provisions in contracts

are valid unless unreascnable, and that the reasonableness be judged
ag of the time of entering into the contract, rether than by hindsight.

QTHER STATUTES AFFECTED

The prdﬁosal would amend Civil Code §§ 1951.5 and 3358, repeal
Civil Code §§ 1670 and 1671, and add §£§§ 2954.6, 3319 and 3320 to

the Civil Code. .
STATEMENT OF REASONS

The present statutory and decisional law governing liguidated 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 liguidated provision. Generally speaking, liquidated
provisions are difficult to enforece and sometimes misleading to
contracting parties. '

The California Law Revision Commission in its revised tentative
recommendation to the California Izgislature, dﬁhﬁiﬁﬁé{g&ﬁgifigzg, has
provided a convincing and scholarly arqument for reform. asically,
the Commission recommends statutory changes to create a somewhat

mpre favorable climate for liguidated damages provisions. Its recom-

mendation is in line with a current trend favoring liquidated damages
as represented by Commercial Code § 2718 and other similar statutes.

We feel that the proposed approach would more vliosely 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 op_ressive or coercive use of ligquidated 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 CONFERENCE f 2.3



COUNTERARGUMENT FPRESENTE! BY
SaN DIEGO COUNTY BAR ASSOCIATION TO 1973 CONEEAENCE

RESOCLUTION NQ. 12-23

Re: San biago County Bar Asscocviation Counterargutent to
Resolution propesed by Crance County Bar Msociation o
Support the California Law revision Commission Tentative
Recommendation Relating to i.iguidated Damavres (Proposal
#12-23)

The San Diego County Bir Associat’on DISAPPROVES this
proposed resolution.

The proposal relatas to a2 "Revised Tentutive Recommendation
to the California Legislature datad Mar. - 3, "973." We have
been advised by the Califorria Law Revis sn Commission staff
that any position would be premature in :at the Commission may
substantialily revige its March 8, 1973 pc-itic: and might even
take a contrary position. The "Tentative Recommendation™ of
the Commission was distributed by it for ¢yument only.

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

P
£



Memorandum T3-47
EXATBIT XXV

STANLEY £. REMELMEYER
STy AT‘I’D*II_!_iIY

CITY OF TORRANCE

3031 TRRAANEE BOULEVARD, TORRANDE, CALIFORNIA
TELEPHDINE E2133 328-5310 s0503

May 30, 1873

California Law Revision Commission
School of Law

Stanford University

Stanford, California 94305
Gentlemen:

We applaud your efforts to provide for meaningful
liguidated damages legislation., wWe trust that your
tentative recommendations will apply to public works
contracts as well as other contracts. Because of the
difficulty in proving damages in pubiic works contracts,
a liberal statute authorizing liguidated damages is a

real necessity,

very truly yours,

A — f,.,ala o
;A’FJL-«- {5"" --(z'. - AJ f“’"-""L ‘L !"1‘""

STANLEY E. REMELMEYER
City Attorney

SER:jcC



~ Memorandum T3=-47 EXHIBIT XXVI

UNIVERSITY OF CALIFORNIA, BERKELEY

HEAKELEY » DAVIS » JRYINE + LOS ANGELES ¢ RIVERSIDE * SAN DIEGD * SAN FRANCISCO SANTA BARBARA * FANTA CRUZ

SCHOOL OF LAW {BOALT HALL)
BEBKELFEY, CALIFORNIA 04720
TELEPRONE [415] 642- 1941

June 11, 1973

Mr. John DeMoully

Executive Director

California Law Revision Commission
Stanford University

Stanford, California 94305

Dear Mr. DeMoully:

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 believe I am in much of a position to comment on
the wisdom or lack thereof in vour proposal regarding late interest
charges. However, I think that some of the objections to the
stacutory form:la 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 defauliting purchaser has promised
to pay. Of course, much of the 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
tc do. But they generally know what 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.
Sc I don't think it is falr to say that buyers will be hoodwinked
.or oppressed by the adhesive nature of the transaction.

)
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Mr., 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
13 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 sc other than s change of mind., If
they 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 nc reason why the parties cannot set up a formula for
determining how much this change of mind will coat him. Secondly,
we also want rules which will operate with the mintmum amount of
adminigtrative inconvenience in burdening the courts. To the
extent that the amount can operate to determine the damages, a
good deal of litigation expense to both parties can be asveided.
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 missed the point that the amount set forth for the deposit
also limits the obligation of the buyer. They always seem to
assume that 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 stetutory formula is not used when
buyers sue sellers to recover their deposit, sellers often, legitimately
and otherwise, contend that they have suffered loszses in excess
of the deposit. Sometimes they are able to show this, but in any
event there is a risk that thebuyer will end up losing more than
his deposit. And this clearly flies in the face of the intention
of the buyer at the time he makes a deposit. From a seller's stand-
point as long as he is going to be sued for the deposit he might
as well take a shot at showing that sctual 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. The
trouble with this is that this puts the highest percentage on the
individuel purchaser of residential property because these are
generally lower in amount. Comments have been wmade by critics that
5% of $40,000 is $2,000 and this is not a trivial smount. This of
course is true. Yet the person who buys the $40,000 house certainly
knows what he 1s 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 accordance with their contracts.
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Mr. John DeMoulily
JUne 11, 1973
Page Three

Ferhaps a gliding scale could put a lower amount in a single
residence purchager situation, hecome 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 statutorilyfized 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 ilaw reform in this country. Sho tells me that you compiled a
bibliography of writings relating to inatitutions Iike the Law
Revision Commission. If you know of orme or two pieces which go
into the law réform movement in this country done by groups such
as the New York or California Law Revision Commission, it would
be heipful to me. These arae phenomene which are unusual as far
as Buropeans are concerned and I think there would be some interest
in just hkow your Commission operates.

Very truly yours,

tJCi,<éi4A<m1/
in Swdet

J
P essor of Law
JS:kh
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Title Insurance and Trust Company
A33 SOUTH SPRING STREZEVT ¢ LOS ANGELES., CALIFORNIA 20054 « TELEPHONE (213) 628-2411
HALE WARN July 3, 1973 EMNERT I LOESEECKE

PREAIDENT CHANMAN OF THE BOANRD

Mr, William B, Eades, Jr.
Attorney-at-Law

The State Bar of California
601 McAllister Street

San Francisco, California

Re: Liguidated Damages

Dear Mr. Eades:

The fact that the existing law creates uncertainty, and, in fact, invites
litigation has already been well established by the Law Revision Com~
mission 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 time 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 - or leases, the criginal 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 fudgment-proof,



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

I belleve that the last sentence of Section 3320 should be amended to
read: “Nothing in this subdivision wrecludes the pagties from agreeing
on & greater amount as ligquidated 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 Secilon 3320 (b) seems high, This,
while couched in terms of being ¢ 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 Ravision Commission propeses 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 instaliments of less than Five Hundred
Dcllars ($500) are set farth., This differential is used to help those in
a weaker bargaining position and seems proper,

A late charge not paid within forty (40} daye may be added to the prin-
cipal at the option of ihe lender, He should be required to give the
borrower notice of his excrcise of this option.

Proposed Section 2954 .6 {¢) (1} requires the lender to apply an install-
ment payment to the current payment while prior instaliments are still
delinquent, If the lean is in default, must the lender accept such pari-
payment; and, if he does, has he waived the default so that foreclosure
cannot be had on the still delinguent payment, If he can and does refuse
to accept the current payment, may he thereafter claim a late charge for
that installment.

The proposed legislation does not categorize late charges, Iif they are
additional interest, there will be an usury problem which the lagislature
cannot solve, If they are to reimburse the lender for his additional costs




in handling late payments, why not allow the borrower io 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, PFossibly, late charges
are merely forfeitures sanctioned by the legislature, Whatever they
are, the legislation should say so, and the problems raised by such
categorization should be met,

While I have pointed out areas where additional work may be necessi-
tated, I strongly feel that this legislation is warranted and is over~
whelmingly a positive step forward.

Sincerely,

OBERT G, ROVE
Assoclate General Counsel

RGR:vls

cc: Messrs, Pfaelzer, Sears, Green & Hoffman
Mzrs, Lavine
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STATE OF CALIFORNIA—BUSINESS AND TRAMSPORTATION AGENCY RONALD REAGAN, Gaverncr

DEPARTMENT OF TRANSPORTATION
LEGAL DIVISION
1120 N Streel

Sacramento, California 95814

P.0. Box 1438

Sacramento, California 95807

July 6, 1973

California Iaw Revision Commission
School of Iaw

Stanford University

Stanford, California 94305

Gentliemen:

Re: Tentative Recommendation Relating
to Liguidated 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 seqg. of the Government Code}., Section 14376 of
this Act requires the inclusion 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 Callfornia,
and, therefore, we will make no further comment at thls time.

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

Yery truly yours,

27

ROBERT F, CARILSON
Asaistant Chief Counsel




Memorandum 73=78
EXHIBIT XXIX

Civil Code § 295k4,5

§ 2954.5 Delinquent payment charge;: prerequisites to irposition

ta) Eefore the first default, delinatency. or iate payment charge may be
assegsed by any lender on a delinguent parment of a loan, other than a loan
made pursuant te Section 22466 of the Financial Code, secured by real prop-
erty, and before the borrower becomes obligated to pay such a charge, the
borrower shall vither {13} be notified in writing and given ot least six days
from mailing of such notice in which to cure he delinquensy, or {2) be in-
formed, by a billing or notice sent for each payment due on the loan, of the
date after which such a charge will be geeesged.

The notice provided in either paragraph (1) or {2) shall contain the
amount of siach charge or the method by which it ia calenlated.

(b) If a subsequent payment becomes delingquent the borrower shall be
notified in writing, before the late charge ix {0 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 shall be sent to the address specified
by the borrower, or, if no address is specified, to the borrower’s address as
shown in the lender’s records.

(d) In case of multiple borrowers obligated on the same loan, a notice
mailed o one shall be deemed to comply with the provisions of thia section.

(e} The failure of the lender to comply with the requirements of this
section does not excuse or defer the borrewer’s performance of any ob-
ligation incurred in the loan transaction, other than his obligation to pay
& late payment charge, nor does it impair or defer the right of the lender
to enforce any other obligation including the cosis and expenses incarred
in any enforcement autborized by law.

The provisions of thiy section shall only affect loans made on and after
January 1, 1971,




Memorandum 73~78

EXHIBIT XXX

Government Code Section 53069.85

[Chapter B3]

53069.85. The legislative body of a city, county or district mav
include or cause to be included in contracts for public projects a
provision establishing the time within which the whele or any
specified portion of the work contemplated shall be completed. The
legisiative body may provide that for each day completion is delayed
beyond the specified time, the contractor shall forfeit and pay to such
agency involved a specified sum of money, to be deducted from any
payments due or to become due to the contractor. A contract for
such a project may also provide for the payment of extra
compensation to the contractor, as a bonus for completion prior to
the specified time. Such provisions, if used, shali be inciuded in the
specifications upon which bids are received, which specifications
shall clearly set forth the provisions.

Covernment Code Section 14376

§ 14376. Time for completion of work: forfeiture for delay;
bonus for compietion prior to specified time. Every contract shall
contain a provision in regard to the time when the whole or any speci-
fied portion of the work contemplated shall be completed, and shall
provide that for each day completion is delayed beyond the specitied
time, 1he contractor shall forfeit and puy to the State a specificd sum
of money, to be dedicted from any payments due or to hecome due
to the coniractor. A coniract for & road project may also provide
for 1he payment of extra cormpensation to the contractor, as a honhus
for completion prior to the specified timc, such provision, if used, to
be included in the specifications and to clearly set forth the basis for
such payment.



Memorandum 73«75

EXHIBIT XXXIX

Assembly Bill 105

SECTION 1. Section 29344 is added to the Civil Code,
to read: , ,

2954.4. (a) A charge 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 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 of an instaliment. 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
22000} 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 3 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 30k

(Cal. Stats. 1973, Ch. 651)}(in part)

SEC. 3. Section 102425 is added to the Business and
Professions Code, to read:

10242.5. (a) A charge 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 instaliment
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
tendered for payment of such installment.

e



Memorandum 73-78

EXHIBIT X)XXIT
GARRETT v. COAST & SOUTHERN FED. SAV. & LOAN ASSN. X |
9 .3 738 ——— CalRpir. ' P.2d

[£.A. No. 30107, In Bank. July 18, 1973 )

ROBERTA L. GARRETT et al, Plaintiffs and Appeliants, v.
COAST AND SOUTHERN FEDERAL SAVINGS AND
LOAN ASSOCIATION, Defendant and Respondent.

SUMMARY

In a class action brought by borrowers against a lender, plaintiffs sought
to recover sums paid in satisfaction of charges imposad under a loan
agreement provision calling for the assessment of ‘a percentage of the
unpaid principal balance remaining during the period when any ifistallment
payment was in default. Plaintiffs contended that the chatgw were void
under Civ. Code, § 1670, invalidating, with certain cxcepnons confracts
by which the amount of damage for breach is determined in anticipation -

" thereof. The trial court, however, susteined defendant’s general demurrer,
without leave to amend, and dismissed. (Superior Court of Los Angeles
County, No. 995634, Arthur K, Marshali, Judge.) :

The Supreme Court reversed with directions to overrnle the demurrer
and to allow defendants 2 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 allegations demonstrated a penalty provision, rather than a valid
liquidated damages provision, In arriving at this conclusion, the court
pointed out that the establishment of the measuré of the penaity against
the unpaid balance of the loan constituted an attempt to coerce timely
payment by a forfeiture not reasonably calculated to merely compensate
the lender for damages caused by the delay in payment. Also, the court
held that the record clearly showed that the parties had failed 10 make a
reasonable endeavor, such as is a prerequisite to a valid liquidated dam-
ages clause, to estimate a fair compensation for loss suffered by the lender
as a resuft of tardiness in payment of an installmeat. 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, (. J,
expressing the unapimous view of the Court.)

 [July 1973)
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CounseL
Jackson & Lober and David G, Yackson for Plaintifts and Appetiants,
Alvin 8. Kaufer as Amicus Curiae on behalf of Plaintiffs and Appeltants.

Harry Pllaumer and Arthur B. White for Drefendant and Resporndent.

OPINION

WRIGHT, C. J—Plaintiffs in a class action appeal from an order of
dismissal entered afier the court sustained, without leave to amend, de-
fendant’s demurrer on the ground that the complaint failed o statc a
cause of action.

(1) Preliminarily, we obseeve that we are limited on this appeal lo
a determination of the sufficiency of the complaint as a matter of law
and that for such purpuse we treat the desurrer as admitting afl allega-
tions of material facts properly pleaded but not admitting contentions,
deductions, or conclusions of fact or law. (Daar v. Yellow Cab Co. (1967)
67 Cal.2d 695, 713 {63 CalRptr. 724, 433 P.2d 732]; 3 Witkin, Cal
Procedure (2d ed. 1971) § 800, p. 2413).

Plaintiffs allege that they are or were obligors under promissory 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 faiture to have
made timely installment payments, certain sums designated as Iate charges;
and that each such charge is a percentage of the unpaid principal balance
of the loan obligation for the period during whicli payment was in default.
Plaintifis seck to recover suins paid in satisfaction of the charges. contend-
ing that they constitute assessments wiich cannot qualify as liquidated
damages and thus are void under Civil Code section 1670." IFor the reasons

WCivil Code section 1670 provides: “Lvery contract by which the amoynt of
damage to de paid, or other compensation 1o be made, for a breach of an ohlization,
is determined in anticipation thereol, is o that extent void, cvxcent as cwpressty
- provided in the next section,” Section 1671 defines und authorizes a Hguidation of
damages, stating, "The parties to a contract may agree thercin ypon oo amount
which shuli be presumed to be the amount of damage sustained by 2 breach thereof,
when, froor the nalure of the case, it would be impractivable ov extremcly difhcult
to fix the actual damage.”

Unless otherwise herein provided N0 stalatory refercoces are fo seclicns of 1he
Civil Code.
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hercinaflter sisted we hold that pluintfls have stated a cause of uction und
rev:.m the order of dismissal.

1

Plaintiffs’ sciien is brought on behalfl of themselves and other similarly
sitvated obligors who within the applicable period of limitations (Code
Civ. Proc.. § 1%2) have paid iate charges to defendant.® They aliege that
of approximatcly 32,000 obligors some 5,000 have paid lute charges total-
ing $1.500.000 during the fnur-}uar period immediately preceding the
filing of the complamt. The promissory note signed by cach obligor al-
legedly includes the following or similar provisions: “The undersigned
further agrecs that in the event that payments of either principal or inter-
est on this note becomes in default, the holder may, without notice, charge
additionul interest at the rate of two (2%) per cent per anaum on the
unpaid principal balance of this note from the date unpaid interest started
1o accrue until the close of the business day upon which paym:,nt curing
the default is received.”™

{2y [In order to evaluate the legality of a provision for late charges
‘we must determine its true function and character. If it is as plainiffs
contend a stipulation for ascertaming damages in anticipation of breach
its validity must be tested against sections 1670 and 1671, Defendant
secks to avoid the question of damages by maintaining that the lending.
agreement, to the extent that it requires the payment of additional inter-
est, merely pives a borrower an option of alternative performance of his
obligation. If he makes timely payments, interest continues at the contract
rate; il. however, the borrower elects not to make such payments, interest
charges for the loan are to be increased during the period of optional
delinquency. In justification of such a construction of the provision defend-
ant refers us to Walsh v. Glendale Fed. Sav. & Loan Assn. (1969} 1 Cal.
App.3d 574, 585 [&] Cal.Rptr. 804] which relied inter alia on our deci-
sions in Finger v. McoCaughey (1896) 114 Cal. 64, 66 [45 P. 1004] and
Thompson v. Gorner (1894) 104 Cal. 168 {37 P. 900). {(See also &'Con-
nor v. Richmond Suv. & Loan Assn. {1968) 262 Cal.App.2d 523. 530
[68 Cal.Rptr. 8821

*No issue is presented on this appeal as to the propriety of the chuss action. A
second ground of defendant’s demurrer was that the cause was nat o proper class
action but the cour! overruted the demurrer as to that ground.

IPhuintifls aHege 1hst in pructice defendant schedules all pavments 1o be made on
the kb of cach month and that if no payment js received by the 1¥th of the month
delendant maiis a notice to the Jate obligor stating the amount of late charge defend-
‘ant will assess unless the payment bas already been mailed, The amouat of this charge
is calculared (o be o sum equal to one-twelfth of 2 percent e some cusws and |2
percent in other cases of the unpaid balance of the loan. Piainnfls allege that this
same charpe is made regardless of whether the obligor makes his pavment 11 davs
or 29 days iate, or fads to make it at all in thar particular month,
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The Thompson and Finger vases essentially involved obligations on
promissory noies which included provisions that the logn was to bear one
rate of intercst if paid at maturity and a higher 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, relatéd to an increased interest

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

In Thompson we held that a clause in & promissory note providing for
a higher rate of interest if the “principal or interest is not paid as it be-
comes due” is not 1o be treated as a penalty, but as a contract to pay such
higher rate upon and commencing with the happening of one of the con-
tingencies specificd in the note, to wit, the failure to make payment of
any sum when due.”

In Finger the promissory note contained 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 became due. Unlike Thompson, however,
the higher rate was to predate the default and relate back to the full term
of the note. The court in Finger did not distinguish Thompson on the
differing factual circumstances and rested its holding on Thompson in
concluding that the amount so assessed was not a penaity within the
meaning of séction 1670, '

Neither Finger, and certainly not Thompson, stand for the proposition,
as defendant would have us hold, that upon a default in the payment of
an instaliment of a note a. higher interest rate may be assessed against
the whole of the unpaid balance of the principal of the note whether or
not in default. Thompson held only that amounts in defardt may bear a
higher .interest rate from the date of the default, and Finger funher held

‘that amounts in default may bear a higher and retroactive interest rate.

Thompson and Finger incorrectly have been held to stand for the propoe-
sition that “It is the rule in this state that late-charge interest is not in
the nature of a penalty, and is valid” in cases where increased interest
charges are assessed against the unpaid bulance of the principal whether
or not in default. (Walsh v. Giendule Fed. Sav. & Loan Assa., supra, 1
Cal.App.3d 578, 585: O'Connor v. Richmond Sav. & Loan Assn., supra,
262 Cal.App.2d 523, 530) Thus defendant’s argument that a borrower
in default is merely exercising a valid option to elect a different perform-

*The term “penaity™ has (raciionally heen utilized so dosivnae. inter shia, o
<hurge which ks deented to be voldd because it cannot gualifly as proper liguidared
dinages. (See RBerer Food Mkrs. v. Arner, Dist, Teleg, Co, (19531 40 Cal2d 179,
1%4 1253 P.2d 10, 42 AL.R.2d 55057 We so uotilize the term here; m all nstances
it denotes & void charge withio the mceaning of sections 1670 und 1671,

(Tuty 1973]
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ance under the fending coatract does find some support in the foregoing

Jine of cases.

The mere fact that an agrecment may be construed, if in fact it can be,

to vest in one party an option to perform in a manner which, if it were

not so construed, would result in a penaity does not validate the agree-
ment.” To 5o hold would be to condone a result which, although directly

-prohibited by the Legislature, may nevertheless be indirectly accomplished

through the imagination of inventive minds. (3} Accordingly, a bor-
rower on an installment note cannot legaily agree to forfeit what is clearly

‘a penelty in exchange for the right to exercise an option to default in
‘making a iimcly payment of an instaliment. Otherwise the legislative

declarations of sections 1670 and 167! would be completely frustrated.
We have consistently ignored form and sought out the subsiance of as-
rangeraents which purport to legitimate pénaltics and forfeitures, (See
Caplan v. Schroeder (1961) 56 Cal.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 ALR.2d 1]

Thompson is not to the contrary, Tt did ot involve a-qum;l_:ion of pen-
alty. There the full amount of the note wes in defanlt and the parties
contracted for an increased rate beginning with the moment of defaudt

~on sums which became payable to the lender. No penalty was assessed

as the borrower at the moment of default owed only what he had c¢on-
tracted 1o pay had there been no default, the principal amount plus accrued
interest, If these amounts were not then paid the parties agreed that inter-
est at the higher rate would acerne.

In Finger. although it purports to rely on Thompson, the question of
a penalty was nevertheless involved. Because the increasedd inmicrest raie
was made retroactive the borrower. at the moment of default, become
obligated for a sum in aeddition 30 what he had contracted to pay under
the terms of thie promissory-nole bad there been ne defavh. The validity
of the prmm.m accordingly, should have been controlied by applicubie
statutory provisions relating to liquidated damages. We conclude that ihe.,
Finger extension of the Thumpmn helding was unw;srrnmcd. and to that
extent it is overruled. For similar reasons we disapprove both Walsh v
Glendale Fed, Sav. & Loan Assn., supra. 1 CalApp.3d 378 and O'Cen-

For purposes of our discussion of Thomp on, Finger aod reated coses we gwoung
that the charges assessed as the result of the borrower's defaull cannot guaalify o
liquidated damages (see discussivn, infre) and address ourselves only 1o the Jetond-
ant’s contention thal such charges should not be decmed (o be penaliies as they weie
mercly part of 2 condracted-lor aliernative peformance.
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nor v. Rickmond Sav. & Laoun Assn., supra, 262 Cal.App.2d 523 to the
extent that they are inconsistent with our views herein.

. We recognize, of course, the validity of provisions varying the accept-
able performance under a contract upon the happening of a contingency.
We cannot, however, so subvert the substance of a ¢contract o form that
we lose sight of the bargained-for performance. (4) Thuas when it is
manifest that a contract expressed to be performed in the alternative is in
fact a contract contemplating but a single, definite performance with an

. additional charge conlingent on the breach of that performance, the pro-

vision cannot éscape examination in light of pertinent ruics relative to the

liquidation of damages. (Paclilti v. Piscirelli (1923) 45 R.1. 3534, 359 {121

A. 531]; Williston on Contracts {3d ed.} § 781.)°

In the instant case, the only reasonable interpretation of the clause
. providing for imposition of an increased interest rate is that the parties
agreed upon the rate which should govern the contract and then, realizing.
that the borrowers might fail to make timely payment, they further agreed
that such borrowers were to pay an additional sum as damages for their
breach which sum was determined by applying the increased rate 1o the
entire unpaid principal balance. Inasmuch as this increased interest charge
is assessed only upon default, it is invalidd unless it meets the requirements
of section 1671. (§§ 1670, 1671, see also In re Tuastyeasi, Inc. (3rd Cir.
1942) 126 F.2d 879, 882; Conn. Mutual Life Ins. Co. v. Westerhoff
(1899) 58 Neb. 379, 382 [78 N.W. 724, 79 N.W. 731}: cf. Com. Code,
§ 2718; Peary v. Aaron Burglar Alarm, Inc. (1973) 32 Cal. App.3d 553
[108 Cal.Rptr. 242].) )

Section 1671 authorizes the assessment of agreed-upon and anticipated
damages only when the fixing of the actual damages which would be sus-
tained upon a breach would be “impracticable™ or “extremely difficult.”
Where, as here, the issue is presented on admitted facts it is one of law
and must be examined from the position of the parties a1 the time the
contract was entered into.. (Better Food Mkis. v. Amer. Dist. Teleg. Co,
supra, 40 Cal.2d 179, 184, 185, 186) (5) The party sceking to rely
on a liquidated dumages clause bears the burden of proaf. (7d., at p. 185.)
Because of the posture of the case before us it is not nccessary that we
consider issues of ‘dzﬂic.u!ty" or “impracticability,”

“The validity of a ciause for fiquidated damages requires that the parties
te the contract ‘agree therein upon an amount which shall be presumed

“Performance cannot be said to be in the alternative where bresch of o former
cavenani is necessury to give effect 1o o later covenant, {Srewart v, Hedeli [1875)
79 Pa. M6, 339, :
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to be the amount of damages sustaired by a breach thereof . . . " (Civ.
Code, § 167%.) This amount must represent the result of a reasonable
endeavor by the parties to cstmate a fair average compensation for any
"loss that may be sustained. (Dyer Bros. Golden West Iron Works v. Cen-
tral Iron Works, supra, 182 Cal. 588 [189 P, 4451 Rice . Schmid, supra,
18 Cal.2d 382, 386 [115 P.2d 498, 138 AL.R. 589]; Restatement, Con-
tracts, § 339, p. 554.) (Bewer Food Mkts. v. Amer. Dist. Teleg, Co.,
supra, 40 Cal.2d 179, 186-187.} It is avundantly apparent for the reasons
which follow that the parties here have made no “reasonable endeavor
. . . to estinate a fair average compensatiun for any loss that [might]
be sustained” by the delinquency in the payment of an installment. They
have, in fact, contracted for the imposition of an additional sum to be
paid by the borrower under the guise of an intercst charge but which, in
the abseuce of a showing that the same bore a relationship to any loss
which may be suffered, must be construed as a penalty.

(6) The fundamental differer.ce between interest and penalty charges -
is that interest is 'a measure of compensation t¢ which an obligee is en-
titled while a penalty is punitive in character. (U.'S. v. Childs (1924) 266
- U.S. 304, 305 [69 L.Ed, 299, 45 S.Ct. 1101.) A penalty provision oper-
ates to compel performance of an act (Biles v. Robey (1934) 43 Ariz.
276, 286 {30 P.2d 841)) and usually becomes cifective only in the event
of default (Lagorio v. Yerxa (1929) 96 Cal.App. 111, 117 {273 P. 856])
upon which a forfeiture is compelled without regard to the acital damages
sustained by the party aggrieved by the breach (Betrer Foods Mkis. v.
Amer. Dist. Teleg. Co., supra, 40 Cul.2d 179). The characteristic feature
of a penalty is its lack of proportional relation to the damages which may
actually flow from failure to perform vnder a contract. (Dyer Bros, 1. Wiks.
v. Central 1. Wks. (1920} 182 Cal. 588, 592.593 [189 P. 445); Muldoon
v. Lynch (1885) 66 Cal. 536, 539 [6 P. 417].)

(7 Late charges in home loan contructs are presymably imposed be-
canse borrowers fail to make timely payments of their obligaiions.” Such
charpes serve a dual purpose: (1) they compensate the leader for its ad-
ministrative cxpenses and the cost of money wrongfully withheld: and (2)

TExamination of u booklet tssued By defuandint to betrrowers ynd which iy atached
us an exhibil o and incorporated in the complaint gids us i determining whether
defendant is alieped to have extracted late charges as u method of procuring promp
payment. Under the section desipnated “Late fayment ' in the bookler detendant
explains: "Payments should be muailed ¢oidy enough 10 reach us by the dis date,
The cost of handling delinquent payments. even whea we Know in advance that they
will be lute, amounts 10 more expense thun inost people imapine. Hence we spreacd
;l'}ehenure average expense among the custoners who e fatg, thoese charges ire quite

ik
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they oncourage the borrower e inake timely future paymeuts. Whether
late charges reprosent @ reasonable endeavor to estimate fair compensa-
tion depends upon the motivation and purpose in imposing such charges
and their effect, 17 the sum extrocted trom the borrower is designed to
exceed substantislly the damages sutfersd by the lender, the provision for
the additional sum, whalever itv Jabel, is an invalid attem to impose a
penalty inasmuch as its primavy purpose is 1o compel prompt payment
through the threat of imp.sition of charges bearing little or no relation-
ship to the amoun* of the actual loss icurred by the lender, (First Ameri-
can Title Ins. & Trist Co. v, Cook (1970) 12 CalApp.3d 592, 596-597
{90 CalRptr. 645]; Lagoriv v. Yerxu, supra, 96 Cal App. 111, 117; cf.
Clermont v. Secured Investment-Corp, (1972) 25 Cal. App.3d 766, 769
{102 Cal.Rptr. 340].)

The contractual provision as alleged in the complaint in the instant
case provides that in the event of a late payment 8 borrower is 0 be
charged an additinnal amount equal to 2 percent per annum for the period
of delinquency asscssed against the unpaid principal balance of the loan
obligation., (8) We are compelled to conclude that a charge for the
late payment of a loan installment which is measured against the unpaid
balance of the loan must be deemed to be punitive in character. It is an
attempt to coerce timely payrient by a forfeiture which is nol reasonably
calcuiated to merely compensate the injured lender.” Wé conclude, ac-
cordingly, that because the partics failed to make a reasonable endeavor
to ‘estimate a fair compensation for a Joss which would be sustained on
the default of an installment payment, the provision for fate charges is
void.

{9) We do nrot hold herein that merely because the late charge pro-

*Such charges are not unusual in the savings and loan indusiry. A survey of fate
charges of Californiz state licensed savings and loan associations was conducted by
the state Savings and Loun Commissioner in Augist 1966, Thai survey -indicated
that aithough a majurity (113} of the ussociations charged between 1 percent and
0 percent of the munthly payment for delinquent payments, 21 assoctations charged
I percent of the unpakd balance and 11 charped a that fee, usuaily 8%, (Assem. Inter-
im Com. Rep. Finance and Insursnce (1%69) Late Payment Feos,)

UpLate charges are not specifically regulated in this state, and savings and loan
wssogiations are exceipt from wsury proseriptions. (Cal. Const., wt. XX, § 22;
Lozctreschi Inv. Co. v, San Franviceo Fed. Sav. & Loun Asse. (19711 22 Cal.App.
. d 303, 308 {99 Cal Rptr. 417).) Both the Federal Housing Authoriny und Veterans
Adhministration, however, repulate lute charpes for delinguent payments on Joans
stehicet 10 their controis. The FHA limits such ¢harpres (o 2 percent of gach payment
more than 15 days Loe to cover the additions! administrative expenses jnvolved. {24
C.F.R. § 241,105,y Similarly the maximuom late charge under loans prucured through
the Veserans Adminmstration is 4 percent of any installment that = Jelioquent |5
divs. (38 C.F.R. § 36.4212)
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vision is void and thus cannot be used in determining the lender’s damages,
the bursowur excapes unscathed. He remains liable for the actual damages
resulting from his default. ‘Fhe lender’s charges could be fairly measured
by the period of time the money was wrongfully withheld plus the admin-
istrative costs reasonably related 1o collecting and accounting for a late
payment.’” (See Farthing v. San Mateo Clinic {1956) 143 Cal.App.2d
385 [299 P.2d 9771.)-

Moreover we do not hold that had the amount of the late charges been
fixed as a measure of anticipated damages in the event of a default that
the provision would necessarily have violated section 1670. As indicated,
liquidated damages can Be validly anticipated by the parties’ reasonable
endeavors to do so if “extremely difficult” or “impracticable™ to fix. Al
though we corclude on the record before us that defendant. failed in its
burden of establishing extrenie difficulty in anticipating and fixing dumages
for the breach of an installment payment,'’ it is possible that on a proper
showing defendant mlght have been able to establish the impract: cabll'ty
of prospectively fixing its actual damages resulting from a default in an
installment payment.

The instaut case suggests the unpracucabti:ty under certain circum-
stances of ﬁtmg actual damages when the amount thereof may be small
but the cost of ascertaining the same may well be in excess of a reason-
able sum agreed to in advance by the parties as fair compensation.'? We

Defendant wrgues that the enactment of section 2954.3 impliedly authorized the
computation of late charges by the methods currently used by jt. This argument-is
unsupported by a reading of the statute. In section 2954.5 the Legislature dealt
primarily with the oced and method of notice of the assessment of fate charges and
the prerequisites mandated before imposition and did not consider the actual compu-
wation of such churges,

The Legislature did, however, comsider compualion of delinquency charges in the
recenily anactod Retail Installment Act. Section 1803.6 provides for payment by the
buyer of a ielinguency charge on each installment in default for a period of not lese
than 10 days in an amount not in excess of § percent of the due installment or %3,
whichever (s lesy, The statute also commands that only one such delinquency charge
may be collected on any such installment regardless of the period during which it
remants in Jefaait,

ViDamages resulting hecause of the wrongful withholding of money dre fined by
law {3 33025 wnd e other damages resulting because of a horrower's default on an
anstallient, sich s adnnnuﬂrauu and accuunl.ng costy, would not appear 10 present

- extreme dilficuliy in prospective fixing, “Exireme” means “existing in the hlpu.-&t or

greatust pmmhk degres . . . going 10 greal or cx.nggeramd lengths ., . goine be-
yoa! the lHmis ol resson, ne-.esslw or propricly . . .7 (Webster's 'l‘\n‘d New
Internat Dige, (19617 p. ¥07.)

= tmprac ticable” meany “nol wise 0 pui into or kegp in peactice or !.ITu.l Ce
incapuiie of being put intu use or effect or of being mcomp.mhed OF 46HNe sUCCea-

fully or without extieiue trouble, hardship o ¢xpense . {Webster's Thind ™Now
Internud. Dict. {1961) p. 1136}
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could not hold as violative of section 1671 a provision for “liquidated
damages where it is established that the measure of actual damages would
be a comparatively small amount and that it would be economically im-
practicable in cach instance of a default to require a lender to prove to
the satisfaction of the borrower the actual damages by accounting pro-
cedures. }f the test of impracticability -is met the court shounld give effect
to a liquidated damages provision resuiting from the reasonable endeavors
of the parties to fix a fair compensation.

For the reasons sfated the complaint is not volaerable to defendant’s
demurrer on the ground asserted. The order of dismissal s reversed and
the cause remanded to the trial court with dircctions to overrule the de-
murrer and to allow a reasonable time within which to answer or otherwise
plead. - . :

McComb, J., Tobriner, J., Mosk, J., Burke, J., Sullivan, J., and Files,
1..* concurced. -

* Assigned by the Chaisman of the Judicial Councit. ,
’ ' [Fuly 1973]
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TENTATIVE
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relating to

LIQUIDATED DAMAGES

BACKGROUND
Uhﬁér existing law, the parties to a contract may, in some circumstances,
agree on the amount or the manner of computation of damages recoverable for
breach.l The general statutory provisions governing such & liguidated dam-
ages provisidm are Sections 1670 and 1671 of the Civil Code.2 Thege sections
permit the use of a liquideted damages provision only where the actual damages
"woﬁld be impracticable or extremely difficult to fix." 1In addition, the

courts have developed a second reguirement that the provision must reflect

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

1. For a discussion of the varying forms a liquidated damages clause mey
take, see background study: Sweet, Liguidated Damages im California,
60 Calj L. Rev. 84, 90-91 {1972 hereinafier referred to as 'background _  __ _
study").

2. Sections 1670 and 1671, which were enacted in 1872 and have not since o
been amended, read:

: 1670. Every contract by which the amount of damage to be
paid, or other campensation to be made, for a breach of an obli-
gation, is determined in anticipation thereof, is to that extent
vold, except ms 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 & breach thereof, when, from the nature of the case, it
would be imprecticable 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 inadequate guidance
to contracting parties and severely limit the use of liquidated damages pro-
visions. Uhlike 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;
A liguidated damages provision may serve useful and legitimete func-
tions.? A party to a contract may seek to control his risk exposure for
his own breach by use bf a liguidated damages provision. Such contrel is
egpeclally important if he is engaged in a high risk eﬁterprise. A party
eleo may degire to specify the damages for his own breach because he is un-
willing to rely on the judicial process tﬁ determine the smount of damages,
He méy, for exgﬁple, be fesrful that the court will give insufficient consid-
eration to legitimate excuses for nonperformence, that the court may be unduly

sympathetic to the claim of the oﬁposing 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 sgreement but only at an amount which 1s ressonsble
in the light of the anticipated or asctual 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 damseges 1s void as a
penaltiy.

6. For provisions authorizing liquidated damages in marketing contracts,
see Agri.Code § 5L264; Corp. Code § 12353, 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 (industrisl loan companies), 22480 (per-
sonel 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 damasges 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 damesges on a punifive basis.
A nonbreaching party may use a liguidated damages provision because on
occasion & breach will cause damage, the amount of which cannot be proved
under damage rules. He may fear that, without an enforceable provision ligui-
deting the dameges, 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 liquideted damages provision,, the breaching
party may recoﬁer the full contract price because the losses are not provable.
Liﬁuidated damages provisions may also be used to ilmprove upon what the
parties believe to be a deficiency in the litigation process~-the cost and =~ ——
difficulty of judlcially 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., Alsc, when the provision is phrased
in such a way a5 to indicate that the breaching party will pay a specified
amount if a particular breach occurs, troublesame problems invelved in prov-
ing causation and foreseeability mey 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 recoversble as a result of
breach.
Use of liquidated damages provisions in appropriate cases alsc may im-
prove judlcial administration. Enforcement of liquidated”damaggs:?rovisionsk e
will encourage greater use of such provisions, will result in fewer breaches, o
fewer law suits, and fewer or easier trials, and in many caeses 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

-3~



is the risk that a ligquidated 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 ligquidsted damages provisions is
beneficial and should be encouraged, subject to limitations that will prevent

the oppressive use of such provisiens.

RECOMMENDATIONS
Having concluded that the existing law does not permit the use of &
liquidated damages provision in many cases where it would serve a useful and

legitimate function, the Comnission makes the following recommendations.

General Prihciples Governing Liquidated Damages

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

(1) A contractual stipulation of damages should be valid unless found
to be unreascnable. This rule would reverse the basic disapproval of such
provisions expressed in Sections 1670 and 1671 and in the judicial decisions
while enabling courts to scrutinize such provisions in situations where they
may be cppressive.

(2) Reasonablenesgs should be Jjudged in light of the circumstances con-
fronting the parties at the time of the making of the coniract 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 avold litigation on the amount of actusl damages.

-



(3) The party seeking to invalidate a liguidated damages provision
should have the burden of pleading and proving that it is unfeasonable.
If the party seeking to rely on the provision were raquired to prove its
reascnableness, he would lose one of the significent benefits of the use
of liguidated damages, which is to simplify any litigation that mey arise

cut of a breach of the contract.

Real Property lLesases

The concurrent resolution directing the Law Revision Commission to
study liquidated damages referred specifically to the use of liguidated
datnages provisions in real property leases.8 The Commission has concluded
that no special rules applying to real pf&perty leases are necessary; the
general rules recommended above will deal adequately with any liqﬁidated

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-
dated damages if the purchaser fails to complete the sale.9 The Commission
recommends that the parties to a contract for the sale of resl property be
pernitted to provide by a clause separately signed or initialed by each party
that any part or all of any deposit that is actuelly made by the purchaser
shall constitute liguidated damages to the vendor if the purchaser fails to

satiafy 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 liguidated dameges in comtrects and, par-
ticularly, in leases, should be revised").

9. See backgroynd study at 95-100.
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recomm=nds 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 liguidated damages if such amount
satisfies the rules for liquideted damages generally.

The Commission's reccmmendation 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

T. If Buyer fails to camplete said purchase as herein provided

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

cbligation to se2ll the property to Buyer and mey procsed against Buyer

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

and Seller agree that it would be impractical or extremely difficult to
fix actual damages in case of Buyer's default, that the amount of the
deposit 1s & reasonable estimate of the damages, and that Seller retain
the deposit as his scle right to damages.

It should be noted that use of a liquidated damages clause makes reten-
tion of the deposit the seller's sole right to damages. Theoretically, the
seller still has the alternative remedy of specific performance.lo But, in
most instances, the difficulties in obtaining specific performance meke it

11
en unsatisfactory remedy.

10, Civil Code § 3389. GZee also California Real Estate Secured Transactions
§ 3.21 {Cal. Cont. Ed. Bar 1971).

11. See California Real Estate Sales Transactions §§ 1l.62-11.67 (Cal. Cont.
Ed. Bar 1967); Celifornia Real Estate Secured Transactions §§ 3.21-3.33,
3.52-3.57 {Cal. Cont. Ed. Bar 1971).



Late Payment Charges on Loans Secured by Reanl Property

Background

The enactment of the general rule recommended by the Commission--that
a liguidated damages provision is valid unless unreasonable--necessarily re-
guires examination of the problem of late payment charges since a late pay-
ment charge provision has been held to be one liquidating dsmages. 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 cherge 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 delinguent installment. The charge on a VA loan is
four percent of the delinquent installment. On other types of loans, the
amount of leste charges assessed a borrower varies, depending on the type of

loan and the lending lnstitution.

A 1970 report of the Assembly Finance and Insurance E)cmrum:lt.’f:.ee]'3 sum-

marizes the aituation 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 instaliment, a percentage of
the unpald loan balance, & percentage of the original lcen 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 Conmissioner in August of 1966. That survey indicated that a
majority (113) of the 200 mssociations chartered at that time charged
between 1% and 10% of the monthly payment as a late cherge. Twenty-
one associations in that seme survey charged 1/10th of 19 of the unpaid
loan balance while only 1l associations charged a flat fee, usually $5.00.

12. Clermont v. Secured Investment Corp., 25 Cal. App.3d 766, 102 Cal. Rptr.
340 (1972).

13. Assembly Interim Commitiee on Finance and Insurance, Late Payment Fees
(May 20, 1970)[hereinafter referred to as "Report of Assembly Committee™].




This survey indicated that the greatest number of savings and loan
assoclations (73) in California charged 10% of the monthly payment as a
late charge. The next highest category was & charge of b4 toc 5% of the
monthly payment by 27 associlations. The third highest cetegory was 21
assoclations charging 1/10 of 1% of the unpaid loan balance.

The Californis Savings and Ioan League conducted a separate survey
of delinquent penalties assessed by 81l California savings and loan
associations in June of 1968. This survey determined that 72 associa-
tione {31%) charged 10% of the monthly payment as a delinguent pemalty.
13% charged 1/6th of 1% of the unpaid principal balance. The next highest
category was 11-1/2% which charged 1/10th of 1% of the unpaid principal
balance. 49% of all mssociations charged between 2 and 10% of the install-
ment 28 & late charge.

It .is interesting to note from this survey what other types of
deiinquent penalties are assessed the borrower. One associstlon charges
a maximum of 20 percent of the monthly payment, another charges one per-
cent per day of the monthly peyment while two associations charge one
percent of the original principal balance. Twc .other associations charge
1/8 percent of the unpaid balance and 1/9 percent of the unpaid balance.
Two additional essgoclaticons would increase the rate of the note to & set
percentage per annum due to the delinguent 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 delinguent 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 2%.85%.

The work sheet on one loan indicates that the borrower took out an
original loen of $1400.00 payable in monthly installments of $20.00 each.
From Wovember 10, 1964, to July 24, 1969, the borrower paid & 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 $1%.00 each for a total
amount (including six telegrams that were sent) of $427.00 for penalty
assessments on lete payments. It is interesting to note thet after pay-
ing on the original amount of $1400.00 for five years the unpaid principal
balance due was $1321.82,



The situation reported by the Assembly Committee apparently has not changed.
A 1972 court of appesl decisionlJ+ involved a note which required the borrower
to pay "a late cherge for each installment more than five days in arrears in
an amount equal to one percent of the original amount of this lcan," subject
to a maximum of $45 per late charge.

Efforts have been made to secure the ensctment of legislation To regulate
late payment charges on loans secured by real property. The 1970 report of
the Assembly Committee on Finance and Insurance15 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 vallidity of many late payment charges imposed on delinquent insfell-

ments on loans secured by real property is umeertain, In Clermont v. Secured

Investment cOrp.,IT the court held a late payment charge was & ligquildated

damage provisicn apd valid only if the "damages assessed under the late
charge provieion bear some reascnsble relation to probable loss . . . and
. . actual damages would have been impracticable or extremely difficult to

establish in sdvance 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 Jamuary 17,
1973, the Californis Supreme Court granted a petition for hearing in
Barrett v. Coast & Federal Savings & loan Association, a case in
which the validity of late charges imposed by savings end loan assccia-

.+tlons has been challenged.




The regulation of late payment charges on loans secured by real property
is a matter involving conflicting pelicy considerations. The report of the

Assembly Committee states:

From the lenders {sic] point of visw, 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 obligations other than his mortgage payment. Without such delin-
quency charges at relatively high levels, & borrower may let his mortgage
payment slide while making other pressing debt payments. However,
generally, a moritgagee or trustee will only sllow no more than 60 days to
elapse from the date of payment before filing notice of a delinquency and
instituting foreclosure proceedings. It 1s lmportant 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 reascnable late charge.

- Most lenders would agree that late fees should not be a source of
extra profit to the lender. The fee should be adegquate, 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
vere made on time. In addition, there should be a "motivation factor"
included. This would be a sum reasonably designed to encourage prompt
rayment of the lnstallment without amounting to an exorbitant or uncon-
stlonable charge.

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

The Commission has consldered z suggestion that restrictions on late pay-
ment charges for real property loans should be comparsble to{tnseinmosed
under Civil Code Sections 1803.6 (retall installment sales) and 2982 (auto-
mobile sales finance act). These provisions in substance limit the late pay-
ment charge to five percent of the delinguent instaliment or five dollars,
whichever is less. The Commission has conciuded that such striet Limitation

of late payment charges on loans secured by real property could operate to
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the detriment of both borrowers and lenders. If the lender 1s 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
cost of a reasonable late payment charge.18 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 & 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 & provision would elimiinate the uncertainty that now exists as to the
validity of such late payment charges and would put a stop toc the practice
of some lenders who are now imposing what the Commission ceonsiders un-
reasonably high charges.

The amount permitted to be charged under such a stetutory provision

would be a maximum, The enactment of such a provision would not require

lenders to impose a late payment charge equal to this maximm 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 smount then due . . . (including costs and expenses actually in-
curred in enforcing the terms of such obligetion, 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 cage 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 lcan company, or personal property broker. Specific
statutes now ragulate 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 1s less than the maximum permitted.

Installment peyment $500 or more. Where the delinquent installment

is $500 or more, the validity of a late payment charge should be determined
under the genersl rules relating to liguidated damages. (See discussion on
pages L4-5 EEEEE') 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 glves the parties considerable freedam
to negbtiate a provision sppropriste to the circumstances but permits a
court to invalidate an unconscionable provision.

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

less than $500, the need to avold the expense to the parties of litigating
the reasonasbleness of a late payment charge requires that the impesition

of the charge be 3pécifica11y regulated by stetute. YLitigetion will then
be unnecessary if the charge is no greater than the meximum permitted by

the statute and otherwise satisfies statutory requirements.ao

Where the delinquent installment is less than $500, the following regu-
lations should a?ply:

(1) A late ﬁayﬁent 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 deys after its scheduled due date even though an
earlier maturing installment, or a late pasyment charge on an earlier install-

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

20, E.g., Civil dee § 2954.5 (general prerequisites to imposition of 2
te 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 delinguent
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 mllocated to impound
accounts in computing the amount of the late peayment charge since this smount
is in substance a prepayment by the borrcwer.21

{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 from the
scheduled due date of the delinguent installment for which the late payment

cherge was imposed.

PROPOSED LEGISLATION

The Commission's recommendations would be effectusted by ensctment of

the following measure:

2l. It should be noted that the lender would be parmitted to impose & late
payment charge camputéd on the entire delinquent installment (including
amounts to be allocated to impound accounts) if the charge does not
exceed the meximum amount computed under the formula proposed sbove.
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An act to amend Sections 1951.5 and 3358 of, to add Bectians 2954.6,

3319, and 3320 to, and to repeal Sections 1670 and 1671 of, the

Civil Code, relating to liquidation of damages.

The people of the State of Californis do enasct as follows:

Civil Code § 1670 {repealed)

Section 1. Section 1670 of the Civil Code is repesled.

1670~--Every-contract-by-vhiek-the -apount-of -dassge-to-be ~paidy-ar-other
ecmpensation-te-be-madey-for-a-breack-of-ar-sbligationy-is-dotermined-4in
antieipatien-theseei,-is‘ta-that-extent-vaiéy-exeept-aa-axpressly-pre*éded-in
the-pext-peetisons

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

alsc Sections 2954.6 and 3320.

Civil Code § 1671 (repealed}

Sec. 2. Section 1671 of the Civil Code is repesled.

167:.--The-parties-te-a-eonbrack-poy-agree-therein-upon-an-amcunk-vhich
ehali-be-presuned-to-be-the-amcunt-of -damnge-sustained-by-a-breach-thereefy
ﬁhen,-f?am-the-aature-ef-thé-ease,-it-weu;é—be-impraetieabie-er-extremsly
diffienlbt-to-Ffix-the-aatusi-domagey

Comment. BSee Comment to Section 1670.

Civil Code § 1951.5 (amended)

Sec. 3. Section 1951.5 of the Civil Code is amended to read:

1951.5. BSeetiens-1670-and-16%2 Section 3319 , relating to liguidated

demages, apply applies to & lease of real property.

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

Civil Code § 2954.6 (new)

Sec. 4. Section 2954.6 is added to the Civil Code, to read:
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§ 2954.6

2954.6. (a) As used in this section:

(1) "Late payment charge” means 2 charge, whether or not characterized
in the loan contrect as interest, that is imposed for late payment of an
installment payment due on a losn 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 alloceted to impound accounts for property taxes, special agsessments,
and ingurance.

(b) Where each of a majority of the installment payments is five hundred
doliars ($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 end all other applicable provisions of law.

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

{1) HNo late payment charge may be collected on an installmeﬁt payment
which is paid in full within 10 days after its scheduled due date even though
an earlier maturing installment psyment, or a late payment charge on an
easrlier installment payment, may not have been paid in full. For the purposes
of this subdivision, payments are applied first to current installment pay-
mente and then to delinquent installment peyments, 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 instsllment payment

except that, where the amount of princlpasl and interest included in the
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§ 295L.6

installment payment is less than fifty dollars ($50), s charge not to exceed
five dollars ($3) or 20 percent of the amount of principal and interest
included in the installment payment, whichever is the lesser amount, may be
wade .

(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 msy, at his option, add
the late payment charge to the principal.

{(e) This section limits only the obligation of a borrower to pay &
late payment charge. Nothing in thlis section excuses or defers the borrower's
performance of any other cbligation lncurred in the losen transsction, nor does
this section impair or defer the right of the lender to enforce any cgher
obligation incliuding but not limited to the right to recover costs and expenses
incurred in any enforcement authorized by law.

(£} This section does not apply to loans made by & credit union subject
to the provisions of Division 5 (commencing with Section 14000) of the Finan-
cial Code, by an Industrial loan company subject to the provisions of Divi-
sion 7 {(commencing with Section 18000) of the Financial Code, or by & personal
property broker subject to the provisions of Division 9 (commencing with Sec-
tion 22000) of the Financial Code,

Comment. Section 2954.6 regulates the amount of a late payment charge
that may be imposed for late peyment of an installment payment on a loan
secured by 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 2054.6 is to provide & clear and certain
rule where the installment payments sre less than five hundred dollars. Under
prior law, the valldity of late payment charges on loans secured by real

estate was uncertain. See Clermont v. Secured Investment Corp., 25 Cal.
App.3d 766, 102 Cal. Rptr. 340 (1972), and ceses cited therein.
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§ 2954.6

Subdivision {a). The definition of "late payment charge" in subdivision
(2)}{1} makes clear that the provisions of Section 2954.6 cannot be avoided by
characterizing the charge as interest. Compare Walsh v. Glendale Fed. Sav, &
Loan Ass'n, 1 Cal. App.2d 578, 81 Cal. Rptr. 804 (1969); O'Connor v. Richmond
Sav. & 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,' the compounding of interest as a sanction
for late payment is subject to the limitations imposed by Section 295k.6 as
well as any other applicable limitations. See Heald v. Friis-Hansen, 52 Cal.2d

834, 345 P.2a 457 (1959).

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

The definition of "installment payment" in paragraph (2) of subdivision
(a) makes clear that the amcunt that must be paid in full to aveid imposi-
tion of a late payment charge is computed using the amount obtained by
totaling the amounts of the iteéms listed in the paragraph to the extent they
are included in the psyment end 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 percemtage of-the principal
and interest included in the delinguent installment payment. ——

Subdivision (b}. Subdivieion (b) makes clear that a late wayment charge
cn an installment payment of five hundred dollsrs 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
lete payment charge provision will be 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.” See Sec-

tion 3319.

Subdivision (e). Subdivision (c) is designed to svéld litigation as to
the validity of a late payment charge where the instellment payment is less
than five hundred dollars. Where the payments are less than five hundred
dollars, the need to avoid the expense to the parties of litigating the
validity of the smount of the late payment charge necessitates the adoption
of & statutory standard for such charges. (Subdivisions (b) and (c) are
phrased in recognition of the fact that the loan may require a balloon pay-
ment or a smeller final payment.)

The amount of a late payment cherge permitted under subdivision {c¢) is
a maximum., Nothing requires that the lender impose & late payment charge
equal to this maximum amount, and the practice of many lenders is to impoee
& lete payment charge that 1s less than the meximm permitted by subdivision
{e). BSee Recommendation and Study Relating to Liguidated Damages, 11 Cal.
L. Revision Comm'n Reports 000, 000 {1973}, supra.
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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. Contrast subdivieion {e}{2}(defining “install-

ment payment').

Subdivision {d). Subdivision (d} gives the lender the option of con-
tinuing to cerry the late payment charge as a default or adding the late
psyment 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 pey 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 %o pay the delinquent installment pay-
ment as & defagult if it has not been paid.

Subdivision (e). Subdivision {e), which is comparable to subdivisicn
(e) of Section 295L.5, makes clear that Section 2954.6 restricts only lete
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 292hc if the debtor cures the default.

Subdivision {f). 'Phe late payment charges permitted on loans excepted
by subdivision (f) are prescribed by other statutes. See Fin. Code §§ 14852
(credit union), 18667(a){(5) and 18934 (industrial loan companies), 22480
(personel property brokers).

Civil Code § 3319 (new)
Sec. 5. Seection 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 unreascnable under the ecircumetances
existing at the time of the making of the contract.

Comment. Section 3319, providing that a liquidated damages provision
is valid unless unreasonable, reflects a policy that favors the use of such

provisions. See Recommendation and St Relating to Liguidated Damsges,
11 Cal. L. Revision Comm'n Reports 000 (1973), supra. '

Section 3319 limits the circumstances that may be taken into account in
the determination of reasonebleness to those existing "at the time of the
meking of the contract.” Accordingly, the amount of damages actually
suffered has no bearing on the validity of the liquidated dsmages provisicn.
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 legitimste purposes of the clause which is
to avoid litigation on the damages issue. Contrast Commereial Code Section
2718 which permits consideration of the "actual harm caused by the breach."”

Relevant considerations in the determinstion whether the amount of
liguidated 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
power of the parties, the anticipation of the parties that proof of actusl
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 s form contract provided by one party.
Thus, for example, there is 1little likelihood that & specially drafted
liguidated damages provision in a contract executed by informed parties
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 & form contract prepared by a perty
having a greatly superior bargaining position which unreasonably benefits
that party be held invalid.

To further implement the policy favoring liquidated damages provisions,
Section 3319 places on the party sgeeking to aveid the provision the bturden
of pleading and proving that the liquidated damasges provision is invalid.
To require the party seeking to rely on the clause to plead and prove its
reasonsablenese would deatroy one of the significant benefits of the clause.

Section 3319 supersedes former Ciwil Code Sections 1670 apd 1671. Sec-
tion 1671 permited liquidated damages only where the actual damages "would ‘be
‘imprecticable’ or extremely difficult to fix." This ambiguowe limitation
failed to provide guidance to the contracting parties and undiily limited the
use of liguidated damasges provisions. In addition, the courts developed =
second requirement under Sections 1670 and 1671l--the provision must reflect
a "reascnable endeavar" to estimate the probable damages. See Better Foods
Mkts., Inc. v, American Dist. Tel. Co., 40 Cal.2d 179, 187, 253 P.2d 10, 15
(1953); McCarthy v. Telly, 46 Cal.2d 577, 58h, 297 P.2a 981, 986 (1956).
Section 3319 does not limit the use of liquidated dameges provisions to
cageg where damages would be difficult to fix or where the amount selected
by the parties reflects m reasonsble effort to estimate the probable amount
of actual dameges. Instead, the parties are given considerable leeway to
determine damages for breach. All the circumstances existing at the time of
the meking of the contract are consldered including but not limited to the
relationship the damages provided bear to the range of harm thet reasonably
could be snticipated at the time of the making of the contract.

Instead of promizing to pay & fixed sum as liquidated damages in case
of & breach, a party to a contract may provide a deposit as security for the
performance of his contractual obligetions, to be forfeited in case of a
breach. If the parties intend that the deposit be liguidated damages for
breach of a contractual cobligation, the question whether the deposit may 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 mey 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 ligui-
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. E.g.,
Com. Code § 2718. For late psyment charge provisions, see, e.g., Civil
Code §§ 1803.6 (retail installment sales), 2954.6 (real estate loans),
2982 (automobile sales finance act); Fin. Code §§ 14852 (credit union),
18667(a)(5) and 18934 (industrial loan companies), 22480 (personal prop-
erty brokers). These cther statutes--not Section 3319--govern the situa-
ticns to which they apply. Compare Sectlon 3320, which establishes an
amount of earnest money deposit that is deemed to satisfy Sectlon 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 & contract for the
sale of resl property may provide by a clause separately signed or initisled
by each party that any part or all of any deposit that actually is made by
the purchaser shall constitute ligquidated damages to the vendor if the
burchaser fails to safisfy his obligation to purchase the property. For
the purposes of this section, "deposit” includes but is not limited to &
check (ineluding 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 shell
satisfy the requirements of Section 3319 if it does not exceed five percent
of the total purchsse price in the contract. HNothing in this subdivision
precludes the parties from agreeing on a greater amount as ligquidated damages

if such agreement satisfies the requirements of subdivision (a).

-20-



§ 3320

Comment. Section 3320 makes clear that the parties to a contract to
purchase land may egree 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 walid if the clause is separstely signed
or initialed and the amount of the deposit is reascnable. See Section 3319,
Under priocr law, the valildity of the use of a deposit as liguidated damages
was uncertain. See Sweet, Liquidated Damages in California, 60 Cal. L. Rev.
8, 95-100 (1972). As to the effect of & ligquidated damages provision on
the right to specific performance, see Recommendation end Study Relating to
Liguidated Damages, 11 Cal. L. Revision Comm'n Reports 000 (1973), supra
at b.

Subdivision (b) is included to avoid disputes as to the reasonableness
of the amount specified to be liquideted 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 s separately signed or initialled clause is satisfied
and the requirements of Section 3319 are satisfied.

Section 3320 does not deal with the valldity of a2 provision giving the

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

Civil Code § 3358 (emended)

Sec. 7. BSection 3358 of the Civil Code is amended to read:
3358, Netwithstanéing-the-previsiens-ef-thia-Ghapéer,-ns-ﬁeruen-eaa

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

demages for the breach of an obligation than he could have gained by the
full performence thereof on both sides, except in the cases specified in the
Articles on Exemplary Damages and Penal Damsges, and in Sections 3319, 3320,

3339, and 33b0.

Operative Effect

Sec. 8. This act applies only to contracts executed after January 1, 1975.

Compent. The delay in the operative effect of the act will permit time
for revisiona of forms, standard sgreements, end the like.



