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¥s, Lori{ A, Senitte August 21, 1991
Return Review Section

pavid F, Levine ATSS 4B5-5550
genior Tax Coungel {C1€) 445=-5550

Thie is in response to your memorandum cdated July 30,
1921, In & merorandur dated July 19, 1991, I responded to vour
previous memorandum recarcding the application of use tax to
certain charoes under 2 tevalble lease contract, 1In vour
correspondence with the taxpayer, you indicated that there were
certain quidelines from the legal staff recarding the distincticn
retween taxable rentals and nontexable penalties., I statecd that a
charge set forth in the lease contract fer retention of poesegsgion
of the leased property beyond the due date should be regardec as a
tavahle rental, T asked vou to send me 2 corv of quidelines from
regqal which would be contrary to this conclusion, You have now
sent & copy of a memorandum from Legal dated September 21, 1584

and agk for further cuidance,

; “Ag noted in the memorandum you forwarded to me, "the
ecriticel factor ie whether the lessee has the right to possess the
property after the due date. If possession is wrongful and
unlawful, then late charges cannot be interpreted ag rental
cherges because the period for which the charges are 2gssessed
would be 2 period during which the lessee was no longer acting as
leggee and had no right of posesession.," This statement remains
the applicabkle rule; however, if the lease contract specifies the
amount which the lessee must pay to the lessor if the property is
retained heyond the termination date of the lease, then the lessee
would aenerally not be regarded as unlawfully end wrongfully
roldine the preoperty. The lease contract does not have to specify
that thie is an amount for an extended rental for us to conclude
that the 2mourt ies part of the taxahle rentals pevable for lawful
pocsesgion of the property, Thus, except as noted below, if the
jeage ppecifies the charge for retention of property beyond tbhe
lease termination date, the presumption must be that the charge is
part of the taxable rentele payable, (Reg, 166C(c)(1) (tzxable
rentale include any paymente required by the leage).)
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Neverthelees, it is true that an amount charged for
retention of the property beyvond the due date could ke so
substantial thet it would be regarded as liguidated damages, The
Legislature has set forth specific reguirements for a valid
licuidated demages provision, With respect to a contract for the
retail purchase er rental primarily for personal, family, or
househeold purposes, & provision in a contract for liquidated
damsges is void except vhen the parties to the contract agree upon
an arount which the parties agree is presuvmed to be the amount of
dameqes sustained by a breach of the contract, when, from the
nature of the case, it would be impracticable or extremely
Aifficult to fix the actual damages, (Civ, Code € 1671(¢&).)
Obviouely, to meet thege minimum requirements, the proviegion for
1iguidated damager must specify that it is a provieion feor
licuidated damages ané must specify that the parties agree that
the amount of dawmagee wouléd be impracticable or extremely
Adifficult to estimate,

I note that even if the contrect meets these pinimum
requirements, any aqreed amount must represgent the result of a
reagsonable endeaver by the parties to estimate & fair average
compensation for any loss that may be sustained, (Feary v. Aaron
Burelar Alarr, Inc, {1972) 32 Cal.App.38 553,) The party who
re!ies on 2 qun!ﬁated dampges proviegion has the burden of proof
with respect to ite velicdity, (Carrett v. Coast and Southern
Pederal Ssvines and Loan Association (1973) al,.36 ¢ o)
¥hus, to ava!ﬁ the requirement to collect use tzx on the entire
amount of the cherce for retention of property by the lessee
bevond the terminetion date of the contract, the lessor must
establish that the payment was pursuant to a provision meeting the
requirements of a valid liquidated damage provigion. Otherwise,
the payment cannot bhe regarded ag liguidated damages, but rather
must be regarded as additional rentals under the centract. I note
that parties to a lease contract could, under many circumstances,
properly set the liguidated damages equal to the normal rental.

If all such charges were regarded as nontaxahkle, this would create
& substantial loophole not authorized by the Sales and Use Tax
Lew, Rather, only those amounts specified in 2 valid liquidated
dampages provigion which are in excess of the normal rentals are
excluded from the measure of tax,

TIf you have further gquestions, feel free to write again,
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ME. Viqtorla Lani Arena
This should bhe annotated zg 330,3430 as follows:

Late Charaes, An additional payment required by
the lease contrect which is made by the lessee for
failing to return the leassed property timely ig a
charge for continved poeseseion of the property and
i therefore subiject to use tax regardlesg of whether
the payment ie designated a2g 2 rental or a penalty
unlese the contract provision meets the statutory
recuirements for a liquidated damaqes provision, To
be regarded as liovidated darmages, the contract rust
epecify that the payrent is for liquidated Jarmages
and that the parties have aareed that the amount of
liquidated darmages is presumed to be the amount of
damaoes sustained by breach becsuse it would be
impracticable or extrerely difficult to fix the
actuel damaces, If meeting these recuirements, the
arount in excessg cof the normel rental charges would
be recarded as nontaxable licuidated damaces,




