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[Party Names]

X 
Kyo Corporation (Plaintiff)
Vs.

Y 
The Sanwa Bank, Limited (Defendant) 
[Summary of Facts]
Plaintiff X, who was a real estate broker handling sales and leases, obtained a loan of approximately 2 billion yen (2,000,000,000 yen) from Defendant Bank Y for the purchase of X’s company building. The interest rate for the above loan escalated, necessitating payment of the difference between the interest paid in advance and the higher interest (the prime rate at that time was 6.2%). As a countermeasure, X asked Y’s acting branch manager, non-party A, to present financial products to X that would enable X to acquire funds at a low interest rate. A presented a financial product to X that lowered the effective yen interest rate by combining a loan of Australian dollars and a forward exchange contract, however discussions were not finalized. Next, A presented the financial product in this case to X, which was known as a “loan package with forward exchange agreement”. This product combined a foreign currency or ‘impact’ loan accompanied by a currency forward agreement with a foreign exchange option. X would obtain a loan of 7 million U.S. dollars (USD 7,000,000) from Y, and repay the loan after three months (on 26 March 1990). The yen exchange rate at the time of the loan would be 144.65 yen per dollar. The exchange rate for the repayment would be set at the rate of 143.33 yen per dollar. The loan interest rate for U.S. dollars was a high 9.0625% annually. However, by applying a yen-dollar exchange rate determined in advance, the interest rate on a yen basis would be a low 5.4% annually. Separately from this ‘impact’ loan, X would agree to sell U.S. dollars forward (that is, X would provide a US dollar call option to Y) in the amount of 7 million U.S. dollars (USD 7,000,000) at the strike price of 142.75 yen per dollar. The exercise date was set as 22 March 1990, four days before the ‘impact’ loan repayment date, and the delivery date for the dollars was to be the same day. As a collateral condition, X was not allowed to sell dollars, if the dollar exchange rate on the exercise date was a weaker dollar and a stronger yen than the strike price. Also, conversely, X was obligated to sell the dollars to Y in accordance with the terms of the contract if the yen was weaker (against the dollar) on the exercise date than the strike price. (That is to say, if X did not have dollars in hand, it would have to pay even more yen to buy 7 million U.S. dollars (USD 7,000,000) from other sources and then sell these dollars to Y at the strike price of 142.75 yen per dollar.) Moreover, if the dollar-yen exchange rate exceeded the trigger price of 139.75 yen per dollar even once by the exercise date, then this contract to sell dollars forward would expire. In this financial product, by simultaneously creating a currency option it was possible to set the rate for converting dollars into yen at the time of the ‘impact’ loan at a favorable level, resulting in a financial product in which the effective yen-basis interest rate was low, as described above.

If the borrower, X, used this financial product, X would enjoy the low effective yen interest rate of 5.4%, if the yen were higher than the strike price of the option. However, if the yen were lower, on the other hand, there would be a possibility of a large foreign exchange loss. (In this situation, it was possible to perform the option contract by obtaining another open ‘impact’ loan and delivering 7 million U.S. dollars (USD 7,000,000) to Y, thereby postponing the foreign exchange loss.) It followed that this product was a speculative product that gambled on a strong yen, thus allowing the borrower to take advantage of a low interest rate in exchange for accepting a high level of risk. 
For this reason, non-party A showed X a document that listed specific examples of scenarios if X were to sign up for this product, and explained to X that this product was a combination of a dollar-denominated ‘impact’ loan with a forward exchange agreement and a contract to sell dollars forward (foreign exchange option), that X would only get away with paying the effective interest rate of 5.4% if the yen exchange rate exceeded the trigger price even once by the exercise date for the exchange option, or if the yen exchange rate was higher than the option strike price on the exercise date, but that in all other situations, X would have to buy dollars on the foreign exchange market and would suffer foreign exchange losses with respect to the difference between the price paid and the option strike price, and that, in this situation, however, X would be able to borrow dollars through an open ‘impact loan’ instead of purchasing dollars on the market, and deliver the dollars to Y without realizing the actual loss. In addition, Y’s branch manager at Harajuku, non-party B, explained the matter to X’s representative director, non-party C, in the following terms, “Mr. President, this is a risky product. It aims for a strong yen. Even a shift of one yen will mean that 7 million yen goes up in smoke.” At A’s request, C supplied to Y a “Pledge concerning Loan Packages with Forward Exchange Agreements” which stated that X fully understood the structure of the ‘loan package with forward exchange agreement’ and its specific risks in the current situation.

Subsequently, however, contrary to expectations, the yen exchange rate never exceeded the target exchange rate by the exercise date of the exchange option, and the yen was weaker than the contract price on the exercise date. X also suffered losses with respect to the separate loan from Y, because X refinanced to an open ‘impact’ loan in the expectation of a strong yen. X expressed an objection for the first time when Y informed X of the actual loss of approximately 80 million yen (JPY 80,000,000) on the date of the exercise of the relevant loan package. Furthermore, X filed this suit claiming damages in tort, asserting that X suffered foreign exchange losses because A and B did not sufficiently explain to X the risks of the contract, and simply stated that X was able to obtain funds at a low interest rate through the use of the product.

[Summary of Decision]

The first dispute was as to the details of the acts presenting and explaining the relevant contract. The court ruled as follows on this point, “With respect to the relevant contract, we find that Y fully explained the contract to C, in writing as well as verbally, before the relevant contract was entered into, pointing out that X would suffer foreign exchange losses with respect to the difference between the dollar purchase price in the market and the contract price, which X would have to bear in full, … if the yen exchange rate did not exceed the target exchange rate by the exercise date, and the yen exchange rate was weaker than the contract price on the exercise date.”

The second dispute was whether or not these acts of presentation and explanation were unlawful according to socially accepted ideas, as the conduct of bank employees towards a customer for the purpose of a business transaction. On this point, the court ruled as follows. “The explanations were proper as those offered by a bank employee to a customer for the purpose of entering into the relevant contract, and there was no unlawfulness of any kind according to socially accepted ideas… C was a business leader, running an enterprise that had bank loans extending to as much as 2 billion yen (JPY 2,000,000,000). Our interpretation is that C understood, as a matter of common sense, that yen and dollar exchange rates fluctuated for various reasons, were hard to predict, and that there were many views with regard to trends in these fluctuations… In terms of the explanation of the relevant contract, it sufficed if the explanation extended to the details of the Plaintiff’s rights and obligations, as well as the established facts relating to the conditions on which the above rights and obligations were based.”
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