MERGERS AND ACQUI SI TIONS | N THE REPUBLI C OF KOREA

By: Tae Hee Lee

Korea has traditionally had few nergers or acquisitions, and
t here has never been a single nerger or acquisition by tender offer
of a publicly listed conpany. The country nonet hel ess does have
a set of rules and regul ations that apply to tender offers as well
as to other neans of acquisition. This article will introduce
Korea's | egal and regul atory restrictions on share acqui sition and
ownership by donestic and foreign persons. Although the courts
have the power to interpret those rules and regul ations, they are
in practice largely interpreted by the Securities and Exchange
Comm ssion ("SEC') in the course of application and enforcenent.

Korea's rel ative | ack of nergers and acqui sitions has resulted
from a conbination of cultural aversion to the selling of a
conpany, substantial governnent discretion to control the conduct
of private conpanies, the vested i nterests of conpany founders and
a general reluctance to permt foreign ownership of donestic
busi nesses. In spite of such reluctance, by the end of 1994
certain legislative changes are expected to begin to change the
exi sting situation. Anong the highlights are the all owance for the
first time of acquisition by a conpany of its shares as treasury
stock effective in 1994, and the abolition of the rule limting any
singl e donestic (and foreign) shareholder to 10% of the shares of
a listed conpany to be effective in 1997.

l. GENERAL RESTRI CTI ONS

The follow ng provisions, applicable to both foreign and
Kor ean sharehol ders, are significant to the subject of nergers and
acqui sitions in Korea.

A. Donestic Ten Percent Rule: This rule was created to
encourage the public listing of privately owned conpanies by
enabling pre-listing owers to retain and transfer control of
| i sted conpanies. Under the donestic ten percent rule, no person
may acquire beneficial ownership of ten percent or nore of the
shares of a |isted conpany except for single blocks of shares that
were a) owned by a single person at the tinme the conpany went
public, b) acquired through a public tender offer, or c) otherw se
acquired pursuant to SEC approval ("Exenpt Bl ocks").

An Exenpt Bl ock may be transferred to anot her owner, who
may in turn transfer it to a third owner. However, the transfer



of a portion of an Exenpt Bl ock has the effect of dividing it into
two small er Exenpt Blocks. Any attenpt to consolidate separate
Exenpt Bl ocks under the same ownership is fully subject to the
donestic ten percent rule.

Virtually every listed Korean conpany is controlled by
an Exenpt Bl ock of shares, usually retained by the original, pre-
listing owner. Additionally, tender offers are effectively
i npossi bl e because of various restrictions discussed further bel ow
Therefore, control of a |listed Korean corporation can only be
acquired by acquiring a controlling Exenpt Bl ock of shares froma
previ ous controlling sharehol der through a private transaction.

Acqui sition of shares in violation of the donestic ten
percent rule will result in the loss of voting rights of shares
exceeding the ten percent limt. Crimnal penalties also exist.

Al t hough t he Donmesti ¢ 10%Rul e has been a cl ear roadbl ock
to the possibility of a hostil e takeover, the National Assenbly has
recently passed legislation which will abolish the Donestic 10%
Rul e as of January 1, 1997, as nentioned above.

However, in the case of a public conpany, defined to nean
a conpany designated by the Mnistry of Finance in which the
government or governnent-invested conpany owns 30% of nore of the
equity, the articles of incorporation of such conpany may contain
a restriction that no sharehol der may own in excess of 3% of the
shares, provided that a sharehol der hol ding i n excess of 10%of the
shares at the time of SEC registration of the conpany nmay retain
such shares. For conpani es adopting this rule, a hostile takeover
is effectively precluded without regard to the abolition of the
domestic 10% rul e.

B. Treasury Stock Restrictions: Al t hough Korean
corporations, whether listed or not, are not presently permitted
to buy back or to own their own shares except as a tenporary step
incident to a reduction of their paid-in capital or in other
special situations, in connection with the abolition of the
Donestic 10% Rule, the National Assenbly has passed |egislation
effective January 1, 1994 which is intended to ease the restriction
with the intent to aid in warding off hostile takeovers.

According to the new law, a listed corporation will be
permtted to purchase in the stock market as treasury shares a
percentage of outstanding voting shares as determned by
Presidential Decree, but not to exceed 10% in any case. The
percent age established by existing Presidential Decree would |imt



the percentage to 5% of total outstanding shares. Furt her nore,
such purchases of treasury shares are subject to prior report to
the SEC. Treasury shares to be acquired may only be paid for out
of the amount which nmay legally be paid out as dividend by the
acquiring corporation. The anount which may be legally paid out
as dividend is to be determ ned by the SEC pursuant to a formula
establ i shed under Presidential Decree. However, it is clear that
a corporation which is in a negative profit position will not
qualify for acquisition of treasury shares for such purpose.

Al though the new law purports to discourage hostile
t akeovers, whether it will be effective for the purposes intended
is unclear. The acquisition limts, both in ternms of percentage
of outstandi ng shares and the dividend equival ents avail able for
funding an acquisition appear to I|limt its effectiveness.
Mor eover, since treasury shares are not entitled to vote under the
Korean Comrerci al Code, such shares cannot be effective in regard
to action by the general neeting of sharehol ders.

C.  No Cross-Holdings: Were one ('parent') of any Korean
corporation owns forty percent or nore of the shares of a second
('subsidiary') corporation, the subsidiary cannot own any shares
inthe parent. Any contract to acquire shares in violation of this
rule is null and void. Any shares held in violation of this rule
are deenmed not to have voting rights, and they nust be pronptly
sold by the subsidiary. Were the parent owns ten percent or nore
but less than forty percent of the subsidiary, the subsidiary is
permtted to own shares in the parent but is not permtted to
exercise the voting rights of such shares.

In addition to the foregoing, a listed conpany is
generally precluded from engaging in cross-shareholding by
agreenent with any other |isted conpany, except where the shares
hel d anpbunt to |less than 1% of the outstanding shares of a listed

conpany.

D. Monopoly Requl ati on: Restrictions are provided on
mergers, acquisitions and business conbinations in restraint of
trade, which apply to any conpany whose paid-in capital is at |east
one billion Korean won or whose net assets are at least five
billion Korean won ("Subject Conpany"). The Subject Conpany nust
report to the Fair Trade Conmmissionif it intends to acquire twenty
percent or nore of the shares in another conpany, or to nerge with
or acquire the business of another conpany. The Subject Conpany
may not consummat e the i ntended transaction until thirty days after
it has filed such report. If the Comm ssion finds that the
proposed transacti on may j eopardi ze conpetition, the Comm ssi on may




order the Subject Conpany not to consummate the transaction or to
take any ot her corrective neasures.

According to the Conmi ssion, in regard to regul ation of
hori zont al busi ness conbi nations, there are 3 factors to consi der:
(i) whether the difference in nmarket share will be substantially
increased after the nmerger; (ii) the status of conpetition in the
mar ket (e.g. how nmany conpetitors or practical barriers to new
mar ket entrants); and (iii) whether the transaction will create a
mar ket - domi nating power. Inregard to factor (iii) in particular,
there are 4 cases of market-dom nating power as follows:

(1) either one of the conpanies involved or both conpanies
t oget her hold a market share ratio of 50% or nore;

(2) Even if a 50% or nore market share ratio is not held
under (a), if one of the conpanies or both together
constitute the biggest player in the market, and there
is a substantial difference in market ratio of the
second and third players;

(3) either one of the conpanies involved or both conpanies
together constitute any of the first, second or third
| ar gest pl ayers by market ratio, and the market rati o of
the largest three players, taken together, is 70% or
nor e;

(4) any other conpetitor except the conpanies involved is
very snal |

Corrective neasures and adm nistrative penalties as well as civil
and crimnal liability are prescribed for failure to file such a
report or to follow an order of the Comm ssion.

E. Hol di ng Conpany Restriction: Al so, no conpany nay
control other conpanies as its principal business or acquire or own
shares in other conpanies where such shares have a book val ue
exceeding fifty percent of the book val ue of the acquiring conpany,
unl ess such control and acquisition or ownership is expressly
approved. Although rare, such approval may be obtai ned for hol di ng
conpani es whose sol e purpose to pool the sharehol dings of donestic
investors in Foreign-lnvested Enterprises (discussed further
bel ow) .

F. Di scl osure: Since April 1, 1992, any person whose
shareholding in a listed conpany (1) reaches or exceeds five




percent, or (2) rises or falls by one percent or nore nust report
to the SECwithin five days on the existence of and purpose of the
transacti on whi ch caused t he change i n sharehol ding. As of January
1, 1994, rel ated persons are treated as one person for the purposes
of the disclosure requirenent discussed above. The definition of
rel ated persons has been anended to include (i) in case of an
i ndi vidual, the lineal ascendants or |ineal descendants of such
individual, and (ii) in the case of a corporation, a natural or
juridical person who owns at | east 35%of the corporation or whose
shares are at |east 35% owned by such corporation. Furthernore,
| ar ge group conpani es, as desi gnated by the governnent pursuant to
the Mnopoly Regulation and Fair Trade Act, are automatically
treated as related conpanies and therefore are subject to the
di scl osure requirenents as well.

G Insider Trading Restrictions on Large Shareholders: A
person with ten percent or nore of the shares of a |isted conpany
is considered an insider, and as such is subject to the foll ow ng
restrictions: (i) Short-Selling: Such person is prohibited from
"short selling"” of such conpany's shares; (ii) Short-termTradi ng:
Any profits made by such person on any purchase and sale (or sale
and purchase) of such conpany's shares within a period of six
nont hs nust be transferred to such conpany. This rule was anended
at the end of 1991 so that it applies regardless of whether any
inside informati on was used in making the decision to buy or sel
shar es.

I'1. REGULATI ONS AFFECTI NG TENDER OFFERS

Al though there has not yet been an acquisition by tender
offer, there are several established rul es under the Securities and
Exchange Act that would govern any tender offer. Matters not
directly governed by the following rules are subject to the near-
total discretion of the SEC

A. Report to SEC. A report of any intended tender offer
must be filed with the SEC ten days or nore before shares can be
purchased. Notice of the intended tender offer nust be given to
the target conpany when the report is filed wth the SEC, so the
target's managenment will have a mninum of ten days' advance
war ni ng before the offer is nade to shareholders. The report nust
include terns and conditions of the offer to purchase shares,
including the offer price and duration. The SEC may order changes
to any termor condition.

B. Fi nanci ng: The acquirer nmust attach to the report a
certificate froma bank evi denci ng t he exi stence of deposited funds



sufficient to conplete the offered purchase of shares. Thi s
requi renent has the effect of requiring that financing mnmust be
conpleted relatively early and nmakes it difficult to arrange a
| ever aged buyout .

C. QO her Means of Share Purchase: As in nost countries,
during the tender offer period, the offering party nay not purchase
any shares through any nethod other than the tender offer.

D. Li censed Agent: The acquirer nust designate a |icensed
Korean securities conpany as its agent for the transaction. Since,
the licenses of such conpanies permt themto act as agents only
for friendly tender offers, not hostile tender offers. It is
practically inpossible to acquire a conpany through a hostile
tender offer.

E. No Mandatory O fer or Conpul sory Acquisition: Korea has
no rule which requires that an offer be extended to all the
remai ni ng sharehol ders after control is acquired by a private
transaction or which enpowers a successful public tender offerer
or to acquire the shares of mnority sharehol ders against their
will.

[11. REGULATI ONS CONCERNI NG PROXY VOTI NG

Al though no detailed regulations exist, if a proxy is
request ed pursuant to a general neeting of sharehol ders of alisted
conpany, the proxy form should be delivered to the sharehol der
The formshoul d specify the way in which the voting right is to be

exercised in regard to each agenda item |isted. Addi tionally,
ref erence docunents expl aining the rel evant agenda item shoul d be
provided to the sharehol der. A general proxy is therefore

prohi bited. The proxy shoul d be reported to the SEC si mul t aneously
with delivery to the sharehol ders.

V.  RESTRI CTI ONS APPLI CABLE TO ACQUI SI TI ONS BY FOREI GNERS

Acqui sition of shares by foreigners is subject not only to the
general restrictions described above but also to the follow ng
additional restrictions.

A. Qpen Mar ket Purchase: At present any foreigner nmay
purchase shares through the Korean Stock Exchange, w thout any
prior approval or reporting requirenent, subject to the follow ng
restrictions:




1. Registration: Any prospective purchaser nust first
register with the SEC and obtain an identification nunber, and use
t hi s nunber when buying or selling shares.

2. Three Percent Rule: Sharehol ding by any single
foreign person in any Korean public corporationislimtedto three
percent of each class of issued shares. Affiliated foreign
conpanies will be treated as separate and di stinct foreign persons,
provi ded they are i ndependent |egal entities which are not forned
for the sole purpose of investing in Korean conpani es.

3. Foreign Ten Percent Rule: Conbined sharehol di ng by
all foreign persons in any listed conpany is limted to ten percent
of each cl ass of issued shares. (This conbined I[imt nay be raised
to twenty-five percent if special authorization is received from
t he SEC).

4. Mnority Rights: Although many barriers exist to the
acquisition of acontrolling block of shares, m nority sharehol ders
are not conpletely excluded from nanagenent of Korean conpani es.
The Korean Comrerci al Code does reserve certainrights to mnority
sharehol ders holding ten percent or, in sone cases, even five
percent of the total outstanding shares of a Korean conpany. For
exanpl e, a sharehol der holding ten percent of shares may, under
certain circunstances, petition the court for reorganization or
di ssolution of the conpany. Sharehol ders hol ding five percent of
shares have the right to i nspect the books and accounts, demand the
convening of a general neeting of shareholders and petition the
court for cessation of illegal acts by, and renoval of, directors
of the conpany.

B. FCO A lnvestnent: Foreign persons nmay acquire a
controlling interest in listed or non-listed corporations subject
to Mnistry of Finance ("MOF") or other designated conpetent
authority approval pursuant to the Foreign Capital |nducenent Act
("FC A"). Such an acquisition usually takes the formof a joint
venture or creation of a wholly owned subsidiary. Acquisition by
foreign persons of shares in a Korean conpany under FCIA ("FC A
| nvestnent") causes such conpany to be treated as a Foreign-
I nvested Enterprise which is subject to several restrictions
descri bed bel ow.

1. Engagenent in Business: FCIAIlnvestnent is approved
only when each foreign investor is or plans to be actively engaged
in the business to be invested.

2. New Shares: The Mnistry of Finance has generally



not permtted FCIA Investnent by neans of acquisition of
outstanding shares already held by other shareholders in an

exi sting conpany. |Instead, the Mnistry of Finance has generally
required that such investnent be made by neans of subscription to
new shares. This requirenent effectively prevents a foreign

investor from acquiring one hundred percent ownership of a pre-
exi sting conpany. However, the Mnistry of Finance has recently
softened this restriction by allowng acquisition of existing
shares in case of additional (not initial investnent).

3. Prohibited Projects: The Mnistry of Finance is not
aut horized to approve FCI A Investnent in conpanies participating
in projects in which foreign participation is prohibited. This
prohibition applies to projects that are public in nature
(i ncluding waterworks, sewage, postal or telegraph services,
rail ways or mning), projects that cause harmto health, sanitation
or the environnent, projects that violate public policy (including
ganbling), or that are otherw se prescribed by Presidential Decree
(1 ncl udi ng newspaper publishing, radi o broadcasting and grain m ||
busi ness) .

4. Sharehol dings by Foreign-lnvested Enterprise:

(a) A Foreign-lnvested Enterprise may not acquire
any shares of other Korean conpani es without prior approval of the
M nistry of Finance. Such approval will be granted only if the
other conpany is a custoner or supplier of, or otherw se has
significant business relations wth, the Foreign-Invested
Enterpri se.

(b) No Foreign-Invested Enterprise may acquire
shar ehol di ngs in other Korean conpanies if the book val ue of such
shar ehol di ngs exceeds forty percent of the value of the net assets
of such Foreign-lnvested Enterprise.

(c) The purchase of shares by any Foreign-Invested
Enterprise in a |isted Korean conpany is permtted only if such
pur chase does not exceed the limts of the three percent rule and
the foreign ten percent rul e discussed above.

C. Shareholdings in Land-Oming Conpanies: For ei gners,
defined to include Korean conpani es owned fifty percent or nore by
foreigners, are generally prohibited fromacquiring any ownership
or |l easehold interest in real property in Korea wthout the prior
approval of the Mnistry of Construction. Such approval is also
required before any foreign acquisition of fifty percent or nore
of the shares of a Korean conpany that owns real property in Korea.




However, if the acquisition of Iland by a Foreign-Invested
Enterprise is part of a project that has been previously approved
by the Mnistry of Finance pursuant to the FCIA the necessary
approval fromthe M nistry of shoul d be obtai ned without difficulty
in nost cases.

D. Shareholdings in Restricted Industries: Speci al
perm ssion is also required for foreign acquisition of shares in
a bank or an insurance or securities conpany.

V. TAXATI ON OF SHARE TRANSACTI ONS

Tax treatment of proceeds from the sale of shares varies
according to the status of the taxpayer and the shares.

A. Corporate Taxpayers: Gains fromthe sale of shares by
a corporate sharehol der are subject to the ordinary corporate tax.

B. | ndi vi dual Taxpayers: Gains fromthe sale of shares in
unl i sted conpani es are taxed as capital gains. However, gains from
the sale of shares in a |isted conpany are generally exenpt from
t axes except where one person or a group of related persons sells
fifty percent or nore of the shares of a company and the val ue of
real property hol dings of such conpany anount to fifty percent or
nore of the entire value of such conpany.

C. For ei gn Taxpayers: Foreign individuals and corporations
that sell shares in listed or unlisted Korean conpani es are subj ect
to certain Korean taxes. Subject to any applicable tax treaties,
capital gains made by a non-resident wthout per manent
establishment in Korea fromthe sal e of shares of a Korean conpany
to a non-resident (other than to their permanent establishnments in
Korea) is exenpt fromKorean tax unl ess the seller owned, together
with the shares held by any entity which has a certain special
relationship with such non-resident, 10 percent or nore of the
total issued and outstanding shares of the Korean conpany at any
time during the five years before the year within which the
transfer occurs or the seller sells such shares through a
securities conpany in Korea.

VI. ACQU SI TI ON BY ASSET PURCHASE

An alternative to share acquisition is to acquire the assets
of a target conpany.

E. Shar ehol der Approval : The sal e of substantially all the




assets of a listed or unlisted conpany nust be approved by a
shar ehol der's neeting of both the selling conmpany and the buying
conpany. Were a listed conpany is selling substantially all its
assets, dissenting sharehol ders have the appraisal right.

F. Liabilities: Liabilities of the selling conpany wll
generally not pass with the assets with the foll ow ng exceptions:

C. Tr adenane: An asset buyer who continues to use the
tradenane of the seller succeeds to the liabilities of the seller
unless a judicial registration is nade of the buyer's intent not
to so succeed.

D. Taxes: The buyer of substantially all the assets of a
conpany becones secondarily liable for any corporate tax of the
seller arising fromthe ordinary business of the seller.

E. Enpl oyee bl i gations: The buyer of substantially all the
assets of a conpany nay succeed to such conpany's liabilities to
its enployees, such as severance paynent obligations and other
accrued rights. The law on this point is, however, unsettl ed.

F. Prior Approval for a Foreign-Invested Enterprise: Before
acquiring the assets of another Korean conpany, a Foreign-Invested
Enterprise nust first obtain the approval of the Mnistry of
Fi nance.

VI'I. TRENDS

A variety of trends in the Korean econony are pushing the
government towards reducing restrictions on nergers & acqui sitions
by Koreans and foreigners. These trends include grow ng interest
in encouraging equity investnent by foreigners and grow ng
pressures to restructure industries in response to changing
i nternational conditions.

VI 1. CONCLUSI ON

Despite the |ikelihood of continuing |liberalization, thereis
little prospect that nergers and acquisitions by neans of hostile
tender offers wll take place in the near future. The vari ous
restrictions on donestic and foreign shareholdings will continue
to constitute an effective defense agai nst any unwel cone takeover
bi d. In the nmean tinme, with the approval of the Mnistry of
Fi nance, foreign investors can make direct i nvestnents, can acquire
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t he assets of Korean conpani es or can acquire |large or controlling
bl ocks  of shares via private transactions. Cont i nued
| i beralization of rules affecting conpany ownershi p can be expected
to ease the approval process and increase the opportunities for
donestic and international nergers and acqui sitions.
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