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[Title]

Special Provision Releasing Third Party Pledgor’s Obligation to Preserve Security and Third Party Aquirer
[Deciding Court]

Supreme Court

[Date of Decision]

23 June 1995

[Case No.]

Case No. 1835 (o) of 1994

[Case Name]

Claim seeking Registration of Cancellation of Revolving Mortgage Registered on Property

[Source]

Minshu Vol. 49 No. 6: 1737, Hanrei Jiho No. 1534: 35, Hanrei Taimuzu No. 880: 140

[Summary of Facts]

In order to pay expenses related to a building for commercial lease that was under construction (“Property 1”), A made an arrangement to receive a loan in the amount of 400 million yen from an insurance company (“B”) with a credit union (“Y”) as a guarantor. In order to secure Y’s right to claim reimbursement with regard to the said guarantee, it was decided that Property 1 and another property owned by C (“Property 2”), were to be mortgaged under a joint revolving mortgage, and that C would jointly and severally guarantee that reimbursement obligation. At the time the loan was executed in December 1981, however, only 150 million yen, an amount equivalent to Property 2’s security value, was loaned, because Property 1 was still under construction, and Property 2 was mortgaged under a revolving mortgage in order to secure Y’s right to claim reimbursement. An additional 250 million yen was loaned in March of the following year, at which time Property 1 was also mortgaged under a joint revolving mortgage, together with the existing revolving mortgage on Property 2.
In December 1985, A requested that Y discharge the revolving mortgage on Property 1, stating that A would pay off all the remaining balance of the above additional loan. Y consented to A’s request.  The circumstances surrounding this consent were important in this case, and are described in the second paragraph of the Summary of Decision. C died before the discharge, although C’s child, X acquired Property 2, whether through partition of C’s estate or purchase from another heir (it was not clear which) after the said discharge. 

A subsequently issued a bad check and went missing, and in June 1986, Y, acting as  guarantor, paid B the balance of the initial loan in the amount of approximately 100 million yen, and acquired the right to claim reimbursement from C’s heirs.

It was under these circumstances that X filed suit seeking a procedure to register the cancellation of the revolving mortgage registered on Property 2.  In other words, X claimed that Article 504 of the Civil Code gave rise to an exemption for X by reason of Y having discharged the revolving mortgage on Property 1. X further claimed that, even though there was a special provision between C and Y whereby C released Y from Y’s duty to preserve the security, and thereby waived C’s benefit from the exemption, it was contrary to the principles of good faith or an abuse of Y’s power for Y to assert the validity of the said special provision under the circumstances of the case. The court at first instance ruled in favor of X.  The lower court reversed that decision and ruled in favor of Y.  X appealed to the court of final appeal.

[Summary of Decision]

Final appeal dismissed
“2.  A special provision entered into in advance between  a person such as a guarantor of a debt, a third party pledgor, or a person who has a legitimate interest in effecting performance (hereinafter collectively referred to as “Guarantor”) and a creditor, which releases the creditor from the duty to preserve the security prescribed in Article 504 of the Civil Code, thereby waiving the Guarantor’s benefit from the exemption under the said Article, is considered valid in principle (see Supreme Court First Petty Bench decision, 1 March 1973, Case No. 555 (o) of 1972, Saibanshu Minji No. 108: 275). It goes without saying that there can be situations where a creditor’s assertion of the validity of such a special provision is not upheld, on the basis that it is contrary to the principles of good faith or an abuse of power. However, after considering the circumstances as a whole, such as how the contract of guarantee and the special provision were entered into, the course of dealings between the creditor and the debtor, and the situation in which the creditor acted so as to lose or diminish the creditor’s security, then if these acts of the creditor were reasonable from the perspective of commonly-accepted financial dealings, and did not, regardless of the language of the special provision, deprive the Guarantor of expectations of subrogation that the Guarantor properly held or should have been able to hold, then in the absence of special circumstances, it would not be contrary to the principles of good faith or an abuse of power for the creditor to assert the validity of the special provision.

Turning to the case in question, the lower court lawfully confirmed the above facts, and found further additional facts as follows:  (1) Y’s loan to A was 400 million yen, the execution of which divided into two separate instances. 150 million yen, which was equivalent to the security value of the first property, was loaned at the time the first property was mortgaged under a revolving mortgage. Later, 250 million yen, which was roughly equivalent to the security value of the additional property, was loaned under the mortgage on the additional property; (2) the additional loan was reimbursed fully at the time of the sale of the additional property; (3) at the time of the discharge of the additional security, Y requested that A obtain the consent of C’s heirs. However since A made firm demands that Y provide the discharge immediately due to lack of time, and moreover, submitted to Y a written pledge stating that A would not permit C’s heirs to raise objections, Y agreed to go forward with the discharge on the basis that he would cooperate with the sale of the property.

The Court reasoned from these facts to hold that Y’s discharge of the additional security was reasonable from the perspective of commonly-accepted financial dealings, and that it did not deprive C, who had offered his property as security, and C’s heirs, of their proper expectations of subrogation with regard to the additional security. Since there were no other special circumstances raised and proven in the case, it was held that Y’s assertion of the validity of the special provision against C’s heir was neither contrary to the principles of good faith nor an abuse of power.  The above discharge of the security did not give rise to exemption from liability under Article 504 of the Civil Code.”
3.  A person who obtained security property by transfer from a person who had a legitimate interest as a third party acquirer after the creditor lost or diminished the creditor’s security could also, in principle, assert this gave rise to an exemption under Article 504 of the Civil Code (see Supreme Court Third Petty Bench decision, 3 September 1991, Case No. 1194 (o) of 1986, Minshu Vol. 45 No. 7: 1121). However, “where there was a special provision between the creditor and the third party acquirer due to which the creditor has been released from the obligation to preserve the security, as in this case, preventing the exemption prescribed by Article 504 of the Civil Code arising when the creditor has lost or diminished the creditor’s security, since the exemption does not arise anew when the security property is transferred to a third party acquirer, it is proper to understand that the third party acquirer has acquired the property encumbered with the security without the benefit of the exemption, and that the third party acquirer cannot assert the effect of the exemption prescribed in Article 504 of the Civil Code.

Since when Y discharged the additional security, as described above, the exemption under Article 504 of the Civil Code was not valid vis-à-vis C’s heir who was the then owner of the property, even if X was a third party acquirer who acquired the property by transfer from C’s heir, X acquired the property encumbered with a revolving mortgage without the benefit of the exemption, and could not assert the effect of the exemption prescribed in Article 504 of the Civil Code against Y.”


