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Abstract

Before 1997, other than few offshore securitization transactions, domestic asset-securitization cases were
almost non-existent in Korea.. Although there were strong demands in the financial market for such
transaction, it was very difficult to structure the transaction economically viable and free from
uncertainties and legal risks due to various restrictions under the Korean Commercial Code and other
trust related laws and regulations of Korea. The Act Concerning Asset-Backed Securitzation Act (the
“ABSAct”) was enacted in September 1998 to facilitate and promote securitization. This ABS Act
substantially removed the then existing legal barriersto securitization of assets. The ABS Act further
conferred certain procedural privileges and benefits for securitization that met the requirements set forth
under the said Act. While compliance with these requirementsis a prerequisite to enjoy the benefits under
the ABS Act, the ABS Act does not mandate that all securitization transactions to be subject to it.
However, certain tax exemptions are granted only to those asset-securitization complying with ABS Act.
Although, it is not impossible to structure an asset-securitization that does not comply with the specific
requirements or conditions of the ABS Act, such securitization transactions will not be entitled to the
benefits under the ABS Act or the tax reductions and exemptions under relevant tax laws of Korea. Snce
the enactment of the ABS Act in 1997, securitzation has become one of the most popular financing
techniques in Korea and the volume of transactions that have successfully closed since has grown
exponentially over the years. With increasing demand for securitization in Korea, it is expected that the
ABS Act will be further fine-tuned as the Korean financial market gains experience and skillsin relation
to securitization through trial and error.

* Partner, Lee & Ko; Member of Korean Bar Association and New Y ork Bar Association; LL.B. Seoul
National University, 1983; LL.M. Seoul Nationa University, 1985; LL.M. Harvard Law School, 1995.
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|. Legidative History and Nature of the Act Concerning
Asset-Backed Securitization of Korea

Until 1997, there was almost no financial transaction in Korea which can be
categorized as securitization transactions, other than avery few offshore securitization
transactions involving Korean financial institutions' foreign currency denominated
assets (including exchange notes and letters of credit) through an offshore special
purpose vehicle. Thiswas mainly due to the various restrictions under the Korean
Commercia Code (henceforth, the “Commercial Code”) and other trust related laws
and regulations of Korea.

It is not totally wrong to say that securitization transactions were possible even
before the enactment of the Act Concerning Asset-Backed Securitization (the “ABS
Act”). Under the then current laws of Korea, securitizations could have been carried
out by transferring the underlying assetsto a specia purpose company and then having
such company issue bonds or equity shares. However, such structure was not
economicdly viable due to the restrictions under the Commercial Code. Under Article
470 of the Commercial Code, the aggregate outstanding principa amount of the bonds
and debenturesissued by acompany could not exceed four (4) times the amount of net
assets of such company as shown in its previous year' s balance sheet. Therefore, using
aspecial purpose company established under the Commercial Code to issue equity
securities or bonds was not an economically viable structure.? Although using an
offshore special purpose company as a securitization vehicle was an alternative
solution, such offshore vehicle was viewed as a nhon-resident under the Foreign

1) Strictly spesking, these offshore transactions cannot be referred to as securitization transactionsin the Korean
financid market because these transactions have no connection with Korea except that the originators of the underlying
assets are Korean financid ingtitutions.

2) When using such method, a special purpose company is established with a certain amount of paid-in capital.
The company will then issue bonds in the amount of four (4) times of the amount of such paid-in capital (as such
company will have no other assets or debts, the net assets of such company will be equal to the amount of the paid-in
capital) and subsequently acquire mortgage-backed loans or such other assetsto be securitized (“ Acquired Assets’).
Upon acquisition of the Acquired Assets, the company will then issue additional bondsin the aggregate amount equal
to four times the value of the Acquired Assets. This procedure will have to be repeated until the aggregate principal
amount of bonds reaches the desired amount. However, such method would substantially reduce economic benefit as
well astransactiona efficiency due to high transaction and financing costs.
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Exchange Control Act of Korea and raised foreign exchange control authorization
issues. In most cases, authorization from the Korean foreign exchange authorities were
very difficult to obtain.® Further, using atrust as a securitization vehicle instead was
not viable at that time because Article 17-2 of the Trust Business Act of Korea, which
isthe only provision in the Trust Business Act related to issuance of beneficial
certificates (suikjeungkwon in Korean) by trust companies refers to issuance of
beneficial certificates where the entrusted assets are cash only. Therefore, it was not
clear whether beneficial certificates could actually be issued where assets other than
money are entrusted.? Due to these inadequate or ambiguous provisions under such
trust laws, structuring atransaction using atrust involved uncertainties and legd risks.
Therefore, redlistically speaking, it was a difficult environment for the promotion of
securitization transactionsin Korea.

Following the economic crisis at the end of 1997, restructuring or disposa of non-
performing assets of Korean financia institutions and companies became one of the
most urgent economic agenda. Asset securitization method was actively discussed asa
very effective means of restructuring because it effectively disposed of non-performing
loans and at the same time provided the necessary funds required for reducing the
liabilities of the financial ingtitutions and companies® As aresult, the ABS Act was
enacted in September 1998 to facilitate and promote securitization (which has already
been awidely adopted in many developed countries) in Korea® The ABS Act clearly

3) Thisiswhy al of the few securitization transactions done before the enactment of the ABS Act used an offshore
special purpose company as a securitization vehicle. In these transactions, Korean foreign exchange authorization issue
was easily resolved because the underlying assets used were foreign currency denominated bill of exchange or |etters of
credit held by Korean financial ingtitutions and the then effective Foreign Exchange Control Act exempted Korean
financia ingtitutions from authorization requirementsfor transfer of such assets to non-Korean residents. However, for
other originators who were not financid ingtitutions, certain foreign exchange authorizations such as an approval from
the Ministry of Finance and Economy, which was practically impossible to obtain at that time, were required and this
effectively barred other originators attemptsto pursue a securitization using an offshore vehicle.

4) When Article 17-2 is read together with other provisions of the related laws and regulations such as Securities
Investment Trust Act, it was quite likely that the answer is negative. Moreover, there were no court precedents or
officia interpretation by government authorities on thisissue.

5) Seung-Han Y oon, The Theory and Practice of the Securitization in (Korean) 64-65 (1998).

6) Although a separate special legidation in relation to a SPV solely for the purpose of securitization of mortgage-
backed housing loans has been launched in January 29, 1999 dueto its long-term duration and strategic importancein
relation to government policies, this paper will focus on the ABS Act as the prevailing law on securitization.
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removed the above-mentioned barriers to securitizations by expressy providing that
the restrictions on the aggregate outstanding principal amount of the bonds specified in
the Commercial Code does not apply to the bonds issued by special purpose
companies established for the sole purpose of securitization and further allowing trust
companies to issue beneficial certificates as ABS securities regardless of the type of
the entrusted assets. Since the enactment of the ABS Act, securitzation has become
one of the most popular financing techniquesin Korea

Although the main reason for the birth of the ABS Act was to achieve an effective
disposa of non-performing loans held by Korean financia institutions and companies,
the securitization under ABS is not restricted to securitizing such non- performing
loans. The scope of the ABS Act is so widethat it can accommodate any type of asset
securitization, such as mortgage-backed securitization by means of issuance of the
mortgage-backed securities or securitization of any underlying assets with future cash
flows. Therefore, the ABS Act and related regulations have paved away for Korean
financia indtitutions and companiesto seek an alternate finance by way of securitizing
their assets with future cash flows. Unlike the U.S. financial market, which has
gradualy progressed from rudimental to sophisticated securitization transactionsin
accordance with the market principle, the Korean securitization market has only started
with the enactment of the ABS Act.

The ABS Act sets forth the procedure for securitization as well as certain
requirements to be complied with in order to be regarded as securitization transaction
under the ABS Act. Further, ABS Act offers certain specia exemptions from strict
procedural requirements under the Korean Civil Code and other genera civil laws so
that certain legal huddles to securitization transactions would be avoided or at least
reduced to an acceptable level. In addition, under the Tax Preference Control Law
(“TPCL"), certain tax reduction or exemption is granted to securitization transactions
performed under this ABS Act. However, ABS Act does not necessarily require all
securitization transactions to be subject to it. The legidative purpose of the ABS Act is
to promote securitization of assetsin Korea by conferring certain privileges and
benefitsif such transaction complies with the requirements of the ABS Act. Therefore,
theoretically, securitization without complying with the requirements of the ABS Act
ispossible. However, in such a case, the specia provisions alowing certain procedural
exemptions and tax exemptions under TPCL would not be available. In other words,
the ABS Act does not prohibit securitization which do not comply with its specific
requirements or conditions provided therein; it only means that such securitization
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transactions will not be able to enjoy the benefit under the ABS Act or the tax
reductions and exemptions under TPCL.

Il1. General Concept of the Securitization under the ABS Act

In the US financial market, securitization is not alegally defined term and is often
used to mean avariety of financia transactions which have developed over time.” In
contrast, Article 2 of the ABS Act defines what constitutes an “ Asset- Backed
Securitization” under ABS Act.? Pursuant to such definition, securitization under the
ABS Act can be divided into two main structures. One structure uses a separate specia
purpose company established for the sole purpose of securitization. The other usesa
trust as the securitization vehicle. Under the special purpose company structure, the

7) SeeKirschenbaum & Holliday, Securitization: A Look at the Basics, Com. Investment Redl E<t. J., Winter 1990,
at 15 (noting “ Securitization isawiddly used and not very widely understood term.”).

8) Article 2 (Definitions)

Thetermsused in this ABS Act shall be defined as follows: <Amended by Act No. 6073, Dec. 31, 1999; Act

No. 6181, Jan 21, 2000; Act No. 6275, Oct. 23, 2000>

1. The term “ Asset-Backed Securitization” means the activities falling under one of the following items:
(a) A series of activitiesinvolving issuance of asset-backed securities by a specia purpose company
(including foreign corporations specializing in the business of Asset-Backed Securitization) using
securitization assets transferred to the specia purpose company by the originator as the underlying
assets, and payment by the special purpose company of amounts of principal and interest or
dividends with respect to the asset-backed securities out of the earnings or loans, etc. accruing from
the management, operation, or disposition of the securitization assets;
(b) A series of activitiesinvolving issuance of asset-backed securities by atrust company under the
Trust Business Act (including banks concurrently engaging in the trust business; hereinafter referred
to asa“trust company”) using securitization assets received in trust by the trust company from the
originator as the underlying assets, and payment by the trust company of the proceeds of the asset-
backed securities out of the earning or loans, etc. accruing from the management, operation, or
disposition of the securitization assets;
(c) A series of activitiesinvolving acquisition by atrust company of securitization assets from the
originator using funds received in trust by the trust company through issuance of asset-backed
securities and payment by the trust company of the proceeds of the asset-backed securities out of the
earnings or loans, etc. accruing from the management, operation, or disposition of the securitization
assets; or
(d) A seriesof activitiesinvolving issuance of asset-backed securities by a special purpose company
or atrust company using securitization assets, or asset-backed securitiesissued on the basis of such
securitization assets, which are transferred or entrusted to the special purpose company by another
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specia purpose company will issue securities or other instruments (representing its
equity or debt) after acquisition of the underlying assets to be securitized
(“Securitization Assets’) and payment of interest, principa and dividend will be made
from the cashflow arising from the management, operation and disposal of the
Securitization Assets by the specia purpose company.® In the case of atrust structure,
thetrustee will issue beneficial certificates representing beneficial ownership interest in
the cashflow from the management, operation and disposal of Securitization Assets by
the trustee.® The securities or other instruments issued by the special purpose
company representing debt or equity in such company as well as the beneficial
certificates issued by the relevant trustees constitute the asset-backed securities under
the ABS Act (“ Asset-Backed Securities”). Therefore, the concept of Asset-Backed
Securitization under the ABS Act can be explained as the sale of equity, debt
instruments or beneficia certificates, representing beneficial ownership interestsin, or
secured by, a segregated income-producing asset or pool of assets held by a specia
purpose company or atrustee on behaf of atrust in atransaction structured to reduce
or reallocate certain risks inherent in owning or lending against the underlying assets
and/or to ensure that such interests are more readily marketable and, thus, more liquid
than ownership interestsin and loans againgt the underlying assats.

The definition of the Asset-Backed Securitization provided in the ABS Act may
not be an exhaustive definition covering any and all transactions performed in the
financial market under the name of securitization. The legal implication of the
definition of the Asset-Backed Securitization inthe ABS Act isthat in order to enjoy
the legal benefits and privilege under the ABS Act and TPCL, atransaction should be
structured to fal within such definition.

special purpose company or trust company as the underlying assets, and payment by the special
purpose company or trust company of amounts of principal and interest, dividends, or earnings of
the asset-backed securities issued by the special purpose company or trust company out of the
earnings or loans, etc. accruing from the management, operation, or disposition of the securitization
assets or asset-backed securities originally transferred or trusted;

9) Article 2(1)(a) of the ABS Act.

10) Article 2(1)(b) and (c) of the ABS Act.
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[11. Qutline of Securitization under the ABS Act
A. Securitization \khicle

Under the ABS Act, a securitization vehicle which will hold Securitization Assets
and issue Asset-Backed Securities should be in the form of either (i) a specia purpose
company established under Chapter 3 of the ABS Act (“ABS SPC”), (ii) atrust
company (including a bank also engaged in trust business) under the Trust Business
Act or (iii) an offshore company exclusively engaged in the business of securitization
(an “Offshore SPC”. Also an ABS SPC and an Offshore SPC shall be collectively
referred to asan “ SPC”).

1. ABSSPC

The ABS Act requires that an ABS SPC must be established as a yuhan hoesa (a
limited liability company under the Commercia Code). Further, under the Article 20
of the ABS Act, ABS SPC ishot dlowed to establish any branches or hire employees
and prohibited to engage in any business other than the following businessaslisted in
Article 22 of the ABS Act:

(@) purchase or transfer the Securitization Assets or entrustment with
atrust company;

(b) management, operation and disposa of the Securitization Assets,

(c) issuance and repayment of securities;

(d) execution of agreements which are necessary to carry out the
securitization plan;

(e) temporary borrowing for repayment of securities;

() investment of surplus fund; and

(g) any other ancillary businesses related to sub-paragraphs (a) to (f)
above.

It seemsthat the legidatorsintended the ABS SPC to remain as a passive company

acting as amere conduit rather than an active company so that the economic position
of the ABS holderswould be same or at least smilar asif investment has been madein
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the Securitization Assets directly. Furthermore, the ABS Act provides that the above
businesses must be performed in accordance with the securitization plan registered
with the FSC (the “ Securitization Plan™). Hence, there might be a situation where an
ABS SPC cannot engage in abusiness (even if such businessfals on one of the above
categories) if such business has not been considered in the Securitization Plan. Such a
stringent restriction imposed on a ABS SPC would seem necessary in order to: (i)
ensure that the investors of the securities will receive the same economic benefits asiif
they had made a direct investment in the Securitization Assets (by using such ABS
SPC as a mere conduit) and (ii) protect the investors from unexpected risky
investment.

2. Trust

Under the ABS Act, atrust company licensed under the Trust Business Act®
(including banks engaged in trust business) may act as a trustee to hold the
Securitization Assets as trust assets and issue asset backed securities in the form of
beneficid certificates. A foreign trust company, unlessit also holds the trust business
license under the Trust Business Act in Korea, may not be atrustee and issue ABS
under the ABS Act.

3. Offshore SPC

The ABS Act provides that “aforeign corporation exclusively engaged in the
business of securitization” may be used as a securitization vehicle.? However, it is
silent as to what is exactly meant by “exclusively engaged in the business of
securitization”. Initsliteral reading of the ABS Act, Article 20 of the ABS Act limiting
thelegal capacity to conduct business appliesto ABS SPC established as yuhan hoesa
in Koreaonly. However, such an interpretation would not be in line with the legidative
intent to restrict the legal capacity of the ABS SPC to the minimum extent necessary to
exist as aconduit. Asthereis no reason to grant more legal capacity to an Offshore

11) Under Article 3 of the Trust Business Act, acompany may engage in trust business in Korea upon obtaining an
gpproval of the Financia Supervisory Board of Korea.
12) Article 2(1)(a) of the ABS Act.
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SPC than an ABS SPC established in Korea, Article 20 of the ABS Act should be
analogously applied to a“foreign company”. Hence, the Ministry of Finance and
Economy of Korea (“MOFE") gave an official interpretation® to the effect that an
Offshore SPC should likewise be engaged soldly in the businesslisted in Article 22 of
the ABS Act. Therefore, currently, aforeign corporation can be registered asa SPC
only if it isengaged soldly in the businesses sat forth in Article 22 of the ABS Act.

Nevertheless, MOFE has taken arather contradicting position regarding whether an
Offshore SPC may establish abranch in Korea. Inits official interpretation given
through the Finance Policy Division on May 14, 1999, it has taken the position that
Paragraph 2 of Article 20 limiting ABS SPC' s ahility to establish abranch appliesto
ABS SPC established in Korea only and does not apply to an Offshore SPC.
Considering that this interpretation was given for a case where an Offshore SPC
intended to establish abranch and file for business license with the tax authorities to
peformitstax liabilitiesin Korea, it should be read in such context. Therefore, even if
an Offshore SPC is alowed to establish abranch in Korea unlike Korean ABS SPC,
such branch should not be involved in any active business other than those listed in
Article 22 of the ABS Act.

B. Outline and Procedures of Securitization
1. Regidtration of the Securitization Plan

The ABS Act requiresthat a Securitization Plan including, inter alia, the scope of
the Securitization Assets, the classes of the Asset-Backed Securities, the management
of Securitization Assets and the duration of securitization must be registered with the
Financia Supervisory Commission of Korea (“ FSC”) by the relevant securitization
vehicle asafirst step of the Asset-Backed Securitization under the ABS Act in order
to enjoy the benefits and privileges provided under the ABS Act and TPCL . Asthe
registration of the Securitization Plan should be made by the securitization vehicle, and
not by the originator, an ABS SPC or an Offshore SPC should be established before

13) The official interpretation given by the Finance Policy Division of the Ministry of Finance and Economy of
Koreadated as of May 14, 1999.
14) Under Article4 of the ABS Act, the following must be included in the Securitization Plan:
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filing the Securitization Plan if an SPC is to be used as a securitization vehicle. The
number of Securitization Plan, which can be registered, is restricted to only one (1)
Securitization Plan per SPC.

Under Article 5 of the ABS Act, the FSC may refuse the registration of the
Securitization Plan or demand that changes be made to the contents thereof if (i) the
application documents for registration contains untrue or mideading information (ii) if
the contents of the Securitization Plan isin violation of the ABS Act or relevant
presidential decrees and regulation thereto or (iii) the establishment of the SPCisin
violation of the relevant laws. In the event FSC elects to demand amendment of the
Securitization Plan or refuse registration thereof, FSC must provide awritten notice to
the relevant securitization vehicle setting forth detailed reasons for such demand or
refusal within 15 days from the date application for registration isfiled.®® In the event
FSC does not respond within this 15-day period, the Securitization Plan will be
deemed asregistered on the date thet it isfiled.®

2. Acquisition of the Securitization Asset by the Securitization Vehicle

According to the definition of the Asset-Backed Securitization under the ABS Act,
the securitization vehicle may acquire the Securitization Assets only from certain
qualified partieswhich are listed asthe “ Originators’ under Paragraph 2 of the Article
2 of the ABS Act. This meansthat only the assets held by these Originators may be

(i) Matters concerning the name of aspecid purpose company, etc. and the locations, etc. of offices
thereof;
(i )Matters concerning the originator;
(iii) The duration of the Securitization plan;
(iv) Matters concerning the relevant securitization assets such as their types, total amount and
valuation;
(v) Matters concerning the asset-backed securities such as their classes, total amount, and issuing
terms and conditions;
(vi)Matters concerning the administration, operation, and disposition of the securitization assets,
(vii)Matters concerning the servicer provided in Paragraph 1 of the Article 10 of the ABS Act; and
(viii) Other matters prescribed by the presidential decree.
15) Paragraph 2 of Article 5 of the ABS Act and Article 7 of the Regulation on the Taking Actions regarding
Asset-Backed Securitization Business published by the FSC.
16) Article 7 of the Regulation on the Taking Actions Regarding Asset-Backed Securitization Business.
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securitized pursuant to the ABS Act. Upon transfer of the Securitization Asset to the
securitization vehicle, the Originator must immediately register such transfer of the
Securitization Assetsto the FSC*.

In addition, Article 13 of the ABS Act provides that the transfer of the
Securitization Asset by an Originator to an SPC must be done in the following manner
and in accordance with the Securitization Plan filed with FSC;

(i) The transfer should be effected by means of sale and purchase or
exchange,

(i) Thetransferee should have the right to retain benefits from and the
right to dispose of the Securitization Assets; provided, however, right
of firgt refusal held by the transferor upon transferee’ s disposition of
the Securitization Assets shall not be considered in violation of this
sub-paragraph (ii) so long asthe transfer price is determined based
on thefair market price at the time of such disposdl;

(iii) Thetransferor should not have right to claim back the Securitization
Assets, and the transferee should not have the right to claim back the
price paid for the transferred Securitization Assets; and

(iv) The transferee should assume risks associated with the Securitization
Assats; provided, however, it is possible for the transferor to assume
such risk for a specific period of time or to bear warranty liabilities
(including the transferor’ s warranty for the abligor’s financial

capability)
3. Appointment of Servicer and Business Trustee

The SPC must appoint the Originator or other qualified servicer asits servicer
(“Servicer”) and entrust the servicing of the Securitization Assets. In addition, al of the
businesses of the SPC other than those specifically listed in Article 23 should be
entrusted to athird party (a“Business Trusteg”). Such requirement isin line with the
restrictions provided in the ABS Act on SPC’ s ability to hire employees. While only

17) Article 6 of the ABS Act.
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certain qualified entities may be act as a Servicer, thereis no restriction as to the
qualification of a Business Trustee. Nevertheless, in an asset-backed securitization
involving public offering of Asset-Backed Securities, the FSC has been actually
requiring that afinancial ingtitution should be appointed as a Business Trustee in order
to protect the holders of the Asset-Backed Securities®® The Servicer and the Business
Trustee need not be separate entities.

4. |ssuance of Asset-Backed Securities

Thereisno mention asto the timing of the issuance of Aasset-Backed Securities
inthe ABS Act. However, sinceit isthe normal practice for a securitization vehicle to
fund the money required acquiring the Securitization Assets through the issuance of
securities, it is quite common to have the acquisition of Securitization Assets and the
issuance of securities occurring simultaneoudly.

C. Qualifications of the Originator

The Paragraph 2 of the Article 2 of the ABS Act lists certain entities as qualified
Originators and such Originator may be largely classified into following categories:

1. financid indtitutions;

2. government owned public companies such as the Korea Asset Management
Corporation (“KAMCQ"), the Korea Land Corporation (“KOLAND”), the Korea
Nationa Housing Corporation, the National Housing Fund; or

3. corporations which are of internationa repute (including foreign corporations or
Korean subsidiaries of foreign corporations) whose assets are deemed necessary to be
securitized and gpproved in accordance with the prescribed standards by the FSC.

Currently, only these qualified Originators are entitled to securitize the assets
owned by them. The purpose of such limitation on qudifications of the Originator isto

18) Legdly, the Business Trustee is only an administrative agent of the SPC and not atrustee for the holders of the
asset-backed securities. However, as the term Business Trustee, which isaliteral trandation of the corresponding
Korean term used in the ABS Act, implies, in practice, FSC has regarded and reguires the Business Trustee to actually
assume the duties of the holders’ trustee and to protect the interest of the holders.

113



Securitization in Korea

minimize the detrimental effects, which may be caused by the specia privileges (see
IV below), granted under the ABS Act.

D. Qualifications of the Servicer

Under Article 10 of thethe ABS Act, only the following persons are entitle to act
asSPC's Savicer.

(i) The Criginator;

(ii) A licensed credit information company established pursuant to the
Act Concerning Use and Protection of Credit Information; or

(iii) Such other persons specializing in the asset management business
meeting the requirements prescribed by the Presidential Decree of
the ABSAct.

E. Scope of Securitization Assets

The ABS Act provides that “ Securitization Assets” are to be defined as “ debt
claims, real estates and other property rights that are the subject matters of
securitization” *. While the qualifications of the Originator are rather limited, the
scope of Securitization Assets is quite broad (almost without restriction).
Nevertheless, since securitization involves the issuance of securitiesin return for future
cash flows with respect to Securitization Assets, the Securitization Assets must be able
to produce future cash flows. In this regard, it was the main issue during the process of
legidative debate as to whether or not real estates should be included as a securitization
asset, dthough it waslater decided that real estates should be included. Such conclusion
was based on the fact that many developed countries have permitted various types of
assets to be securitized and also that, in particular, the Resolution Trust Corporation
(“RTC") of the United State has successfully securitized rea estate assats.

19) Paragraph 3 of Article 2 of the ABS Act.
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F. ABS Scurities
1. Typeof Securities

Under the ABS Act, the Asset-Backed Securities are defined as the “equity
securities, debentures, beneficia certificates and other securities or certificates to be
issued pursuant to a Securitization Plan in respect of Securitization Assets’ ® In such
case, thereis no restriction as to the scope of “ other instruments or certificates’, which
would mean that there is also no restriction on the type of the securitiesto beissued in
a securitization transaction. However, the Asset-Backed Securities issued under the
ABS Act may not automatically be recognized as ‘ securities' under the Securities
Exchange Act. As aresult, there may be certian inconveniences and hindrances as to
the issuance and distribution of Asset-Backed Securities not recognized as securities
under the Securities Exchange Act. Moreover, beneficia certificates issued by atrust
company under the ABS Act would still be required to comply with the Trust Business
Act despite the fact that such beneficial certificates will be treated as securities under
the Securities Exchange Act. In the case of debentures, since they are not limited to
debenturesissued by chusik hoesa (which is the most common form of alimited
liability company in Korea) under the Securities Exchange Act, it is possible that
debentures issued by a SPC would be regarded as ‘ debentures’ (therefore, as
securities) under the Securities Exchange Act. However, with respect to equity
securities or “ other instruments or certificates’ issued by a securitization vehicle, it
would be difficult to treat them as* securities’ asthey are not expresdy stipulated in the
Securities Exchange Act.

2. Limit on Amount of Issuance
The permitted total amount of issuance of Asset-Backed Securitiesisrestricted to

the total amount of the purchase price or the appraised price of the Securitization
Assts®

20) Article 2(4) of the ABS Act.
21) Article 33 of the ABSAct. .
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I'V. Special Provisonsand Privilegesunder the ABS Act
A. Special Provisons on Assignment Procedures of Securitization Assets
1. Assignment of Debt Claims

The Korean Civil Code stipulates that for an assignment of debt claims, anoticeto
or consent of an obligor isrequired in order for such assignment to be effective as
against such obligor.®? Further, in order for such assignment to be perfected as against
all third parties, such notice or consent must bear a fixed-date stamp.® Y et, the ABS
Act provides specid provisionsin order to simplify the assignment proceduresin that
it would be quite burdensome, in terms of time and expense, to satisfy the above
requirements in a securiti zation transaction where amultitude of obligors areinvolved.

Under the ABS Act, anotice required for the assignment of debt claimsto be
securitized (as a prerequisite for protection against an obligor) may be given not only
by an assignor but aso by an assignee. In a situation where the address of an obligor is
unknown, such problem can be resolved by a deemed notice by way of public notice
of the proposed assignment published in amajor daily newspaper after having sent
certified content mails twice or more. Furthermore, even if no such noticeisgiven, the
assignment could still be perfected as againgt all third parties (other than the obligor of
such debt claim) if the assignment is registered with the FSC under the ABS Act.?
This means, so long as such assignment is registered with FSC, the assigned debt
claimswill not belong to the bankruptcy estate of the assignor nor will the creditors of
the assignor be able to attach the assigned debt claims even if no notice is given to or
consent from the obligor is obtained. Of coursg, if no noticeis given to or consent from
the obligor is obtained, such an assgnment is not effective as against the obligor of the
assigned debt claim so that if the abligor, being unaware of the assignment, paysto the

22) Article 450 of the Civil Code.

23) Paragraph 2 of Article 450 of the Civil Code. Further, the term “Fixed date” used in this Article 450 is
interpreted to mean the date appearing on a document which the related parties cannot arbitrarily ater. In Korea, a
Korean notary public is authorized to affix afixed date stamp on adocument. Another way of affixing such fixed date
stamp on adocument is to send such document by a content-certified post, in which case, the stamp bearing a date
affixed by the post office on such document congtitutes the fixed date stamp.

24) Article 7 of the ABS Act.
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assignor, the assignee will not be able to collect from the obligor. Nevertheless, in most
of the securitization transactions, the originator serves as the servicer of the
securitization vehicle so that underlying debt claims are physically collected by the
originator on behalf of the securitization vehicle even after the completion of the
assignment. Therefore, in redlity, the absence of notice to or consent from the obligor
does not actually increase any risk. Therefore, in a quite number of securitization
transactions which involved agrest multitude of obligors of the underlying assets, only
the registration with the FSC has been done and notice to or consent from the
underlying obligors have been waived.

2. Assgnment of Mortgage

Under Korean Civil Code, assignment of mortgage interest requires registration of
the assignment in the real estate register kept by the relevant court. In atransaction
where the Securitization Assets consist of great number of real estates scattered all
over the country, this means registration with numerous courts of the relevant
jurisdiction. Thiswould be not only time consuming but aso very expensive. Hence,
for an assignment of mortgage interest, the ABS Act permits a securitization vehicle to
acquire mortgage interests by means of registration of such assignment with the FSC
without any further registration on the real estates register kept by the relevant courts.

3. TrueSdle

Asnoted in Paragraph 2 of Section |11 above, Article 13 of the ABS Act requires
that atransfer of the Securitization Assets by an Originator to an SPC must be donein
acertain manner. Thismeans, if a Securitization Plan contemplates atransfer which is
not in compliance with this Article 13, such Securitization Plan shall not be registered
with FSC. This Article 13 further providesthat if atransfer of the Securitization Assets
is donein the manner provided in Article 13, such transfer shall not be deemed asa
creation of security interest. The legal commentators generally agree that the
legislative intent of this Articleis to provide a safe harbor for Asset-Backed
Securitizations meeting the above requirement to be regarded as atrue-sale so that the
Securitization Assets of such Asset-Backed Securitization could be completely
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isolated from the bankruptcy risk of the Originator.

There are pros and cons of the legal implication of this Article 13 of the ABS Act.
Considering the legidative intent, the Korean insolvency courts may smply respect the
form of an Asset-Backed Securitization registered with the FSC and determine that
ownership of the Securitization Assets belongs to a securitization vehicle and not to the
insolvency estate of the Originator. If such position istaken by the Korean courts, then,
once the Securitzation Plan is registered with the FSC, such Assat-Backed Securitization
will befreefrom a“true sal€’ risk. However, for the reasons discussed below, thereisa
possibility that Korean courts may not be bound by the Article 13 of the ABS Act or
FSC'sdecison that dl requirements of Article 13 are satisfied. Firdt of dl, the ABS Act
does not specifically provide that satisfaction of Article 13 requirements will override
other laws such as Bankruptcy Act or other insolvency related laws® (Theselaws are
collectively referred to asthe “ Insolvency Act” in this paper). In other words, Article
13 does not clearly provide that the court must find for atrue sale even in the
insolvency context if the Article 13 requirements are met. Second, the basic principle
of the Insolvency Act isto give equal treatment to creditors of the same class, whichis
different from that of the ABS Act. Third, determination by the FSC that a certain
transfer meets the requirements of the Article 13 of the ABS is made at the time of the
registration of the Securitization Plan; however, the determination by the insolvency
court will be made later on and in such determination, not only the factors existing at
the time of registration of the Securitization Plan but the post-registration factors
should also be considered. Under the circumstances, an argument may be made that
Article 13 merdly defines the meaning of “true sal€” for the purposes of the gpplication
of the ABS Act and registration of the securitization plan thereunder and that it should
not be construed that a “true sale” exists for all intents and purposes, even in an
insolvency situation. If such an argument is accepted by the Korean insolvency courts,
then the Korean insolvency courts may seek to determine independently whether the
transfer is a true sale within the meaning of the Insolvency Acts even though a
particular transfer has been determined by the FSC at the time of the registration of the
Securitization Plan to satisfy the requirements of the Article 13 of the ABS Act. There

25) Asset-Backed Securitization Research Group, Financia Innovations-ABS 384-385 (1999).
26) There are three different bodies of law governing insolvency in Kores; (i) Bankruptcy Act (ii) Company
Reorganization Act and (iii) Composition Act.
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iSno express provision in the Insolvency Act or in any other law as to what constitutes
atrue sale nor isthere any court precedent on the issue of the true sale in case of the
sler’sinsolvency. Therefore, it isnot entirely clear at the moment as to what factors
will be actualy considered by the court in order to determine atransfer of assetsto a
securitization vehicle asatrue sale, if the court takes the latter position. Considering
the basic principle of the Insolvency Act (i.e., fairness among creditors) and the mgjor
difference between atrue outright sale and a secured loan, we can gill presume that the
factors taken into account by a Korea court would be similar to those factors
considered by US courts, such as (1) risk of loss (2) benefit of ownership (3) post
transfer contral (4) the parties’ intent and (5) accounting treatment.?”

Nonetheless, as FSC, when approving the registration of the securitization plan,
reviews the relevant agreements and considers true sale issues, registration with FSC
will probably be very persuasive for the Korean insolvency courtsin an insolvency
procedure and the Korean insolvency courts will be very cautious in recharacterizing
the nature of the transfer as creation of security interest for an Asset-Backed
Securitization registered with FSC, even if the Korean insolvency courts take the latter
position. Therefore, it would be fair to say that the Article 13 of the ABS Act does
performsthe role of a“safe harbor” for Asset-Backed Securitization registered with
FSC to acertain extent.

On the other hand, as the satisfaction of the requirements under Article 13 of the
ABS Act ismandatory, for those securitization transactions which does not meet such
requirements, the opportunity to be registered with FSC and enjoy the benefits of the
ABS Act isdeprived of. While it is definitely preferable to structure the transfer of
Securitization Asset to a securitization vehicle as atrue sale, prohibiting transactions
not meeting the requirements of Article 13 seemsto defeat the legidative purpose of
the ABS Act to promote securitization. The fact that such transactions are more risky
to the investorsis not a sufficient ground to prohibit such transaction. The issue of
whether to undertake the Originator’ s insolvency risk is something to be eventually

27) For the factors considered by US Courts, see Roy B. True, Risk and Insolvency Issues in Japanese Asset
Securitization, International Law and Politics, Vol. 28, 1996, at 548; Macom S. Doris, Bankruptcy Considerations,
Structured Mortgage and Recelvables Financing 1990, Practicing Law Institute Real Estate Law and Practice Course
Handbook Series (355PLI/REAL 301), 314-320; Robert D. Aicher and William J. Fellerhoff, Characterization of a
Transfer of Receivables Asa Sale or a Secured Loan upon Bankruptcy of the Transferor, American Bankruptcy Law
Journal, Vol. 65, 1991, at 186-194.
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determined by the investors®
B. Protection Againgt Servicer’s Insolvency

In order to protect the holders of the Asset-Backed Securities against insolvency of
the servicer in securitization transactions, the ABS Act specifies duties of the servicer
to manage the entrusted Securitization Assets separately from its own assets® Further,
in the event of bankruptcy of the servicer, such Securitization Assets separately
managed by the servicer will not constitute a bankruptcy estate of the servicer, and the
securitization vehicle may request the servicer or the receiver of the servicer to deliver
such Securitization Assets to the securitization vehicle® The same should apply asto
the commencement of composition procedures under the Composition Act or
reorganization procedures under the Cor porate Reorganization Act. Any creditors of
the servicer cannot enforce their respective claims against such Securitization Assets,
and such Securitization Assetswill not be subject to a preservation order or suspension
order pursuant to the Bankruptcy Act, the Composition Act or the Corporate
Reorganization Act.

C. Miscdllaneous

For the purpose of securitization, where any real estate acquired in connection with
disposal of non-performing assets of financial institutions or corporate restructuring
are assigned to an ABS SPC, exemptions on certain administrative restrictions,
procedures or other charges under various laws (including the Urban Traffic
Readjustment Promotion Act, the Housing Construction Promotion Act and the
Foreigners Land Acquisition Act, etc) and other tax benefits®™ will be granted.

28) Asst-Backed Securitization Research Group, supra note 25, at 385-386

29) Article 11 of the ABS Act.

30) Article 12 of the ABS Act.

31) The Special Tax Treatment Prevention Act provides reduction or exemption of certain taxes such as
registration tax, acquisition tax and specid value-added tax, etc.
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V1. Certain Tax Issuesrdated to ABS Transactions
A. Corporate Income Tax by an SPC

Under the Corporate Tax Act, the taxable income of a corporation is subject to the
corporate tax asfollows: (i) the total corporate tax rate for the taxable income equal to
or less than 100 million Won at 17.6%, comprised of the sum of 16% in corporate tax
and surtax thereon (10% of corporate tax) and (ii) the total corporate tax rate for the
taxable income more than 100 million Won at approximately 30.8%, comprised of the
sum of approximately 28% corporate tax and surtax thereon.®

Asthe Asset-Backed Securities are issued by the SPC either in the form of adebt
securities or equity securities, the actual cash received by the holders of the Asset-
Backed Securities would be classified asinterest or dividend. Under Korean tax law,
both interest and dividend are subject to withholding tax. Therefore, unless a special
tax exemption is granted, the cash-flow arising out of the Securitization Assets will be
subject to two level of income tax-once at the SPC level at 17.6% or 30.8%, as the
case may be and a second time in the hands of the holders of the Asset-Backed
Securities at the time of payment of interest or distribution of the dividends® Such
two-level tax will substantially undermine the economic efficiency of the transaction.
Oneway of practically avoiding two level taxation is through deduction by the SPC of
the interest paid on the debt securities issued by the SPC, which offsets a
corresponding amount of profit arising from the underlying Securitization Assets. Ina
case where the exact amount of the future income cashflow of the SPC can be
caculated at the time of the issuance of Asset-Backed Securities, the interest rate of
the debt securities issued by the SPC will be set at such rate so as to set off with al
profits of the SPC with the interest so that net income of the SPC will eventually be
almost zero. However, in a case where the future income cashflow is difficult to
estimate in advance (for example, where Securitization Assets are non-performing

32) Exact corporate tax amount for taxable income over 100 million Won is 16 million Won plus 28% of excess
portion of the taxable income exceeding 100 million Won.

33) For aKorean corporation, withholding iswaived in certain cases and even if it iswithheld, it isonly atiming
issue because the Korean corporations are entitled to atax credit for the amount of the withholding tax in calculaing its
corporatetax on its overdl net income. However, for an individua holder or anon-resident holder, itisacritica issue.
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loan, it would be almost impossible to estimate the exact amount of collection in
advance), all or at least a certain portion of the Asset-Backed Securitieswill haveto be
issued in the form of equity securitiesin order to pass all of the cash-flows from the
underlying Securitization Assets to the holders of the Asset-Backed Securities. As
dividends are not deductible expenses under Korean tax law, a structure involving
issuance of Asset-Backed Securities in the form of equity securities would be
economically very inefficient. Considering the foregoing, the Corporate Tax Act
provides a special tax benefits for Asset-Backed Securitization under the ABS Act.
Under Article 51-2 of the Corporate Tax Act, if the ABS SPC distributes as dividend at
least 90% of the distributable profits of such company as prescribed in the presidential
decree, the amount of such dividend shall be deducted from its taxable income.
Therefore, for an ABS SPC, the burden of the two-level tax is substantially reduced.
However, it isimportant to note that the above-mentioned tax benefit for corporate tax
is not available to an Offshore SPC. Thus, in a structure where issuance of equity
securities is contemplated, using an ABS SPC would be a better choice to reduce tax
liabilities of such SPC.

Further, theoretically speaking, the tax status of the Offshore SPC in connection
with the corporate income tax may vary greatly depending on whether or not the
Offshore SPC has a permanent establishment in Korea. If the Offshore SPC has a
permanent establishment in Korea, it will be subject to the same corporate tax
applicable to aKorean corporation on its overal net income. If, however, the Offshore
SPC does not have a permanent establishment in Kores, its domestic source of income
will be subject to withholding tax pursuant to the Corporate Tax Act; provided,
however, the applicable tax rate will be subject to adjustment as provided in the tax
treaty, if one exists, between the SPC’ s country of residence and Korea, potentialy
resulting in reduction or exemption of the corporate tax. Currently, however, asthe
FSC actudly requires the Offshore SPC to establish abranch in Koreaas aprerequisite
for filing registration of a Securitization Plan, most of the Offshore SPCs do have a
branch in Koreaand thus, are considered to have a permanent establishment in Korea.

B. Tax Exemption under TPCL

Most of the tax reductions and exemptions provided in TPCL are for securitization
transactionsinvolving real estate as Securitization Assets. Further, such tax reduction
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and exemptions are available to ABS SPCs. Therefore, if the Securitization Assets
involvereal estates, the tax positions between the ABS SPC, i.e. aKorean SPCinthe
form of yuhan hoesa, and an Offshore SPC are significantly different.

1. Acquigition Tax

Under the Local Tax Act of Korea, acquisition tax is payable upon acquisition of
certain types of assets as provided therein and one of such asset isreal estate. However,
TPCL providesthat for area estate acquired by an ABS SPC prior to December 31,
2003 the acquisition tax shall be exempt 399

2. Regidtration Tax

As noted above, atransfer of areal estate ownership or atransfer of a mortgage
interest should be registered with the real estate registry. Further, such registration is
subject to certain amount of registration tax. However, TPCL provides that for
registration of transfer of ownership interest or mortgage interest in areal estate
acquired by an ABS SPC prior to December 31, 2003, the registration tax are exempt

3. Capital Gains Tax

Under Corporate Tax Act, capital gains made by a company upon sale or
dispogition of ared edtateis subject to the specid additiond tax, the nature of whichis
acapital gainstax. However, the special additional tax on capital gains from the
disposition of red estate assets originally acquired by an ABS SPC in accordance with
the ABS Plan filed under the ABS Act will be reduced by 50% provided that the
relevant real estate assets were acquired by the ABS SPC from the originators before
December 31, 2003 and such assets are disposed of within 5 years from the date of
acquidtion. ®

34) Article 119 of the TPCL.

35) Article 120 of the TPCL.

36) Under Corporate Tax Act, when aredl estate asset is disposed of , the sdller pays two types of taxes: incometax
and capital gainstax. The gains realized will be added to the taxable income so that an ordinary corporate income tax
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V1. Conclusion

Since securitization is, asin other countries, aform of advanced structured finance
involving various parties, such as the originator, a securitization vehicle, the servicer,
the businesstrustee, investors and credit evauation company, it has been only possible
in countries which have developed financial markets. It goes without saying that
thriving securitization market is conditioned by complementary economic, socid and
legal framework. Securitization has been one of the most effective and appropriate
method in solving current economic problemsin Korea, such as restructuring of
financial institutions and corporations, despite many defects found in the ABS Act
(since it was enacted somewhat hastily to remedy the sudden economic crisisin
Kored). With increasing demand for securitization in Koreg, it is expected that asthe
experience and knowledge in relation to securitization are gained and accumulated
progressively through trial and error, the ABS Act will further beimproved by adding
and/or modifying relevant provisions.

(maximum 30.8%) will beimposed. The gain is calculated by deducting the property’ s book value (i.e. the acquisition
basis|ess depreciation and other adjustments) from the selling price; however, such gains may be offset with the losses
of the company. The capital gainstax (called, “ special additional tax”) is a separate tax on the gain only, whichis
calculated by deducting the property’ s acquisition cost (as compared to the book value) from the selling property.
Losses do not offset gainsin computing capita gainstax. While capital gainstax in the U.S. may imply preferential tax
rates, the oppositeistrue in Koreaif the capital gain is derived from the disposition of real property. The capital gain
tax isan additional tax to the ordinary income tax, designed to discourage real estate speculation. However, in response
tothedown turnin red estate market, the government introduced a number of regulatory enhancementsto revitalize the
real estate market.
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