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Liability of Directors of Financial Institution in Violation of Regulations on Granting of Large Loans
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[Date of Decision]

29 March 2002
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Case No. 2257 (ne) of 2001

[Case Name]
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[Source]

Kinyu Shoji Hanrei No. 1143: 16

[Party Names]

X 

The Resolution and Collection Corporation

 

(Plaintiff, Intermediate Appellant and Intermediate Appellee) 

Vs.

Y1 

(Defendant, Intermediate Appellant) 

Y2, Y3 
(Defendants, Intermediate Appellants and Intermediate Appellees)
[Summary of Facts] 

Non-party Credit Cooperative A had had a business relationship since 1978 with non-party Company C, for which non-party B was a representative director. B also managed non-parties Company D, Company E, Company F and Company G, which formed Company C Group consisted of the five companies above, and received loans from Credit Cooperative A. These were simply dummy companies, however, used to expand the maximum loan limit that B received from Credit Cooperative A. Around 1988, B commenced the purchase of 6,000 tsubo (19,836 square meters) of land for development as a condominium site. However, the governor’s permit for development required under the City Planning Act could not be obtained, and there was no progress in the process of prior consultation with the mayor, pursuant to city’s outline of guidance for applicants. At the time of the relevant loans in the case, Company C Group had more than 4 billion yen (JPY 4,000,000,000) of unabsorbed losses for fiscal 1992, and a loan balance of approximately 5 billion yen (JPY 5,000,000,000) with Credit Cooperative A. Although there were no apparent obligations in arrears, in reality, Company C Group engaged in practices such as extending payment due dates and receiving loans in order to make payments due (loans for principal and interest). Company C Group appropriated the loans from Credit Cooperative A as funds for repayments on other loans. According to Article 6(1) of the then Act on Financing Business by Cooperative Associations, and Article 13 of the Banking Act applied mutatis mutandis under the Act on Financing Business by Cooperative Associations, a credit cooperative could not extend loans to an individual in an amount in excess of 20% of the total of that same individual’s capital and reserves. Credit Cooperative A’s maximum loan amount to Company C Group for Loan Nos. 1 through 5 in this case was anywhere between 1.07 billion yen (JPY 1,070,000,000) and 1.16 billion yen (JPY 1,160,000,000). In other words, at the time Credit Cooperative A granted Loan No. 1 (see below), it was already in violation of the regulations on the granting of large loans.

Credit Cooperative A was incorporated in 1955, and by 1992, deposits had reached 100 billion yen (JPY 100,000,000,000). However, at the time of the regular inspection of Credit Cooperative A by the Prefecture of Osaka in 1992, the credit cooperative was subject to comments pointing out a rapid increase in bad debts, breaches of legislative notices, and inadequacies such as in the examination of the purposes of funding as part of the processing of loan applications. In response, Credit Cooperative A listed the loans to Company C Group as loans that exceeded the maximum limit under the regulations on large loan in a report to the governor of Osaka Prefecture. In 1993 and 1994, Credit Cooperative A was again subject to comments of the same nature from Osaka Prefecture that were more critical in nature.

In February 1993, Credit Cooperative A loaned 32 million yen (JPY 32,000,000) to Company D (Loan No. 1) and 70 million yen (JPY 70,000,000) to Company E (Loan No. 2) for the purpose of the purchase of the eastern slope area as part of the development described above, with the end of March 1993 as the due date. Company C Group sold the eastern slope area 
 at the total price of approximately 3.5 billion yen (JPY 3,500,000,000) in April and August 1993. Although the sales price was designated as funds to repay Loan Nos. 1 and 2, Company C Group did not repay the loans. Moreover, Credit Cooperative A loaned 150 million yen (JPY 150,000,000) to Company E in August 1993 (Loan No. 3), 450 million yen (JPY 450,000,000) to Company C in December 1993 (Loan No. 4), and 120 million yen (JPY 120,000,000) to B in February 1995 (Loan No. 5). At the time of these loans, Y1 (Defendant, Intermediate Appellant and Intermediate Appellee) was the Chairman of the Board of Directors of Credit Cooperative A, Y2 (Defendant, Intermediate Appellant and Intermediate Appellee) was the Managing Director of Credit Cooperative A, and Y3 (Defendant, Appellant and Appellee) was a director and the head of the loan application processing department of Credit Cooperative A. Y1 and Y2 approved all of the relevant loans in the case, and Y3 approved Loan Nos. 4 and 5  only.

In the end, almost none of the loaned monies were repaid. In May 1995, Y1, Y2 and Y3 resigned from office at Credit Cooperative A, and in March 1996, Credit Cooperative A decided to discontinue financing to Company C Group. In January 1999, Credit Cooperative A transferred assets including Loan Nos. 1 through 5 to X (Plaintiff, Intermediate Appellee and Intermediate Appellant), and went into dissolution. In this case, X claimed, as against Y1 and Y2, losses in respect of Loan Nos. 1 through 3 in the amount of 159 million yen (JPY 159,000,000 yen), and as against Y1, Y2 and Y3 losses in respect of Loan Nos. 4 and 5 in the amount of 447 million yen (JPY 447,000,000), as well as damages for delay with respect to these loans.

[Summary of Decision]

Portion of lower court decision ruling against X revoked, and all of X’s claims against Y1, Y2 and Y3 allowed.

“The reason that credit cooperatives are subjected to various kinds of regulation, including by the Act on Financial Business by Cooperatives, is that in addition to the fact that it is anticipated that they will collect deposits from a large number of unspecified people, making it necessary to protect these depositors, they act as local financial institutions in providing credit to local residents and businesses, and it is essential to maintain their sound  management, because their collapse would cause confusion in the credit system as well as profound ill effects on local communities. (3) For these reasons, credit cooperatives are considered to have special social responsibilities, and their directors, who are their managers, have legal responsibilities toward, not only investors, but also depositors, the local community, and ultimately the nation, to maintain that sound management (financial standing)… Since the directors of credit cooperatives have compliance obligations (Article 42 of the Act on the Cooperative Association of Small and Medium Enterprises, and Article 254(3) of the Commercial Code), and since the regulations concerning large loans are legislative regulations, they are not permitted to grant loans in violation of these regulations, and have a duty to supervise so that these types of loans are not granted. If a situation does develop in violation of the regulations, they have a duty to swiftly correct the situation… The ‘business judgment’ principle… assumes that managers have made rational decisions as expert managers. Viewed from the perspective of the purport and purposes of the regulations on large loans, acts in violation of these regulations are, in principle, harmful for the financial health of credit cooperatives, and irrational. These acts were without any doubt outside the boundaries of the managers’ discretionary authority, and the managers cannot be exempted from liability simply by saying they were making ‘business judgments’… It was obvious that Y1, Y2 and Y3 were well aware, prior the relevant loans, that Company C Group was one entity, that the loans to Company C Group were already in violation of the regulations on large loans, and that they were required to improve the situation… it would not normally be permitted to grant new loans under these conditions, … especially if Company C Group was already substantively in arrears.

“… It could hardly be said that the relevant loans were absolutely essential in order to collect the existing loans, and there were no reliable source for their collection. It follows, then, that while Credit Cooperative A was in an unlawful state, in violation of the regulations on large loans, Y1 and Y2 approved the relevant loans, or Y3 approved Loan Nos. 4 and 5, outpouring a large amount of additional funds into the Company C Group, and making it impossible to collect those funds. We must conclude that these were unlawful acts in egregious neglect of the directors’ duty of care, and the directors cannot be exempted from liability arising from their failure to perform their obligations.”

[Keywords]
� The Osaka High Court decision of 29 March 2002 and Osaka District Court decision of 28 May 2001 were the same case, with the same person providing the commentary. The Summary of Facts is therefore identical.


� There was an error in the commentary indicating “eastern keishachi” instead of “eastern shamenchi”. This has been corrected.
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