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Regulation of Equity—Linked Securities

Soo Hyun Ahn

ABSTRACT

The purpose of this article is to provide a legal analysis with respect to Equity—linked
Securities, which is generally called as Equity—linked Note and some selected issues
thereof.

Equity linked Securities (or Note) link some or all of the principal and interest
payment to changes in the price of a stock(s) or stock index. This kind of financial
product has merits that it can be tailored to provide capital appreciation and periodic
income or both, so conservative investors who have propensity to avoid risk prefer to
this kind of investment. The Economic character of Equity—linked Note is equivalent
to owning a bond and an equity—call option or call spread. It is one of the hybrid
securities or instruments that has arisen since the beginning of 2002 in Korea.

This new kind of financial product was introduced through the 2002 Stock Exchange
Act Amendments, in which Equity—linked Securities are positioned as a kind of
securities, not as a derivative. As a result of that, Equity—linked Notes can be
distributed to general investors through public offerings. This legal treatment gave
rise to the explosive issuance of Equity—linked Notes in recent days in Korea. But
only qualified securities companies which meet the conditions set in the presidential
decree 36—2 (2) are allowed to issue Equity—linked Notes. Until now only 6
securities companies are allowed to issue Equity—linked Note. So long as
Equity—linked Note 1s stipulated as a securities, it is regulated by the disclose
regulation, suitability and anti—fraud provisions under the Stock Exchange Act.

In this article, the author explains the major legal issues of the Equity—linked Note
and analyzes how Equity—linked Note issuance and issuers are regulated under the
Stock Exchange Act. In conclusion, the author suggests that legislators consider the
devices to protect general investors who cannot keep the speed of the development of

financial engineering either through code of conduct rule or investor education.



Otherwise new financial products could raise many unprecedented disputes between

1ssuers and investors and could lead to many lawsuits with burden of cost.
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