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[Abstract]

Legal Issues on the Banking for the Real Estate Development
Project Finance

Hong-Ki Jin*

The revitalization of the real property market in Korea had been in full
swing when the unprecedented financial crisis of 1997 struck companies and
banks, which suffered severe financial difficulties due to currency shortfalls.
The situation demanded and facilitated the introduction of asset-backed secur-
ities (“ABS”), whereby advanced loans linked with real property could be
sold. Such securities were backed and facilitated by the enactment of the
Asset-Backed Securitization Act (“Securitization Act”), whose purpose was
to contribute to the sound progress of the national economy by the establishment
of a system for asset-backed securitization.

In addition, the promulgation of the Act on Business of Operating Indirect
Investment and Assets (“Indirect Investment Act”) has enabled a large group
of investors to get access to real property funds, which are offered by pro-
fessional asset management companies, and take part in profits from real
property. Furthermore, the Real Estate Investment Act (“Real Estate Act”)
has invited small investors to invest their funds in real property and has
made it possible for real estate investment companies to raise real estate
funds directly from the market when they plan to develop real property.

Project finance is a form of finance for particular projects, such as toll

* Professor, College of Law, Konkuk University



roads, railways, power stations, shopping centers and housing developments,
which takes repayment from the present and future cash-flow of the respective
project. In contrast to an ordinary borrowing situation, the financier of the
project finance has little or no recourse to the non-project assets of the borrower
or the sponsors of the project. Even though there are numerous risks, such
as completion and resource/reserve risk, the project finance tool is now widely
being employed by project sponsors who develop real property by way of
securitizing future cash flow.

The Securitization Act allows two types of entities to issue asset-backed
securities. One is a special purpose company and the other a trust company
which can be established under the Trust Business Act (“Trust Act”). Both
vehicles may use securitized assets transferred to them by the originator as
the underlying assets. These ABSs have transformed and fostered the market
for raising funds for investment in real property. However, the Securitization
Act mainly focuses on promoting sound financial institutions and corporations
by the facilitation of financing activities, and strictly prohibits refinancing
and the transfer of equity shares of special companies. As a result, it has
brought about and fostered the establishment of paper companies that were
not allowed to asset-backed securities.

As the real property market needs funds directly from a variety of investors,
the Real Estate Act was promulgated in order to enable investors at large
to have more opportunities to invest in real estate and therefore the sponsors
can raise real property funds from the indirect investment market. Under
the Real Estate Act, real estate investment companies come in three forms.
The first, self-managed real estate companies, have their own company organ-
ization and manage assets. However, self-managed real estate companies do

not exist because of tax issues. The second type, trust-management real estate



companies, are paper companies that entrust asset management companies
(“AMC”) with the management of real estate. The actions of corporate re-
structuring real estate investment trusts (REITs), the third type of company
allowed under the Real Estate Act, are limited to procuring real estate of
companies undergoing restructuring. Real estate investment companies enjoy
the benefits of a 50% reduction in real property acquisition tax as well as
registration tax. However, it is necessary for the Real Estate Act to be revised
in order to vitalize the real property market, especially to attract foreign
investors.

Indirect investment means collecting funds from investors to operate assets
and distribute profits accruing from that operation to investors. The Indirect
Investment Act envisages “investment trusts,” indirect investment funds used
by a settlor who entrusts management and operation of the investment trust
property with a trustee who manages it according to the settlor’s instructions
and then distributes beneficial rights to the investor and the investment company.
It goes without saying that the Indirect Investment Act has revitalized the
real property fund market because it provides a mechanism enabling a wide
variety of investors to invest in the real property market.

Under the Indirect Investment Act, real property funds may be invested
to procure real property and also make loans to companies that operate real
property businesses. However, the Indirect Investment Act limits the scope
of loans made by real property funds to companies doing real property-related
business to the extent of the net assets of the real property fund, and the
same act obliges the real property fund to procure securities at the same
time. In addition, for real property funds under the Indirect Investment Act,
the raising of funds by borrowing from financial institutions shall not exceed

twice the net assets of the real property fund.



On the other hand, under the Real Estate Act REITs are confined to invest
less than 30/100 of their own capital in individual real estate development
projects, which refers to the amount obtained by subtracting total liabilities
from total assets on the balance sheet.

But the limitation on investment scope for REITs and property funds may
deteriorate the capital structure of those real property investment vehicles,
resulting in the diminution of profits for the investors, too. Therefore, it is
strongly recommended that the relevant provisions be amended to the extent
that the real property market may prosper and that investors may freely invest
in the market.

Regarding supervisory authority over real property management vehicles,
real property companies are supervised by the Ministry of Construction and
Transportation (“MCT”), whereas AMCs are controlled by the Financial
Supervisory Commission (“FSC”), when the license for company establishment
is concerned. In light of the need for expediency and harmonization of the
relevant provisions for real estate development, it is recommended that the
FSC may have an authority for the overall management and operation of
real property and real property funds, while AMCs or sponsors for real property
development may get access to the relevant authority under the MCT to
consult for the procurement of the real property.

Lastly, investors may be concerned about taxes, because while taxes are
not the only factor having influence on investors when seeking investments
in real property, they take a large portion of profits for the real estate companies
and real estate funds. Accordingly, it is required that, real estate acquisition
tax and the income tax be adjusted in line with the real property market
demands and the double taxation of corporate and individual income should

be repealed.
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