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Glossary

This report contains a number of terms and abbreviations along with references to legislation all of which

are listed in the following glossary.

AFA

Betéteti Tarsasdag (Bt)
CMEA

EBRD

EC

ECU

EEAF

EIB

EPC

Egvesiilés

FIDESZ

FTC

Felszamolas alart (fa)
GATT

GVH

HUF

Hirlapkiado

IAS

IBRD

ICC

IER

Kereskedelmi Bank Rt

Koridtoit Feleldsségii Tarsasag (Kft)
Kdzkereseti Tarsasdg (Kkt)

Kozos vallalat (Kv)
MAHART

MALEV

Magyvar (MATAV)
Tavkuozlési Villalat
MAV

MIGA

MOL

MVM

Magyar Hite Bank Rt
Magvar Koztdrsasdg
NBH

NOI

OECD

OPIC

PCT

PHARE

PIFS

viii

General turnover tax

Limited partnership

Council for Mutual Economic Assistance
European Bank for Reconstruction and Development
European Community

European Currency Unit

Environmental Enterprise Assistance Fund
European Investment Bank

European Patent Convention

Trade or business association

Young Democrats

Foreign trade companies

Undergoing liquidation

General Agreement on Trade and Tariffs
Competition Agency

Hungarian forints

Newspaper and journal publishing
International Accounting Standards
International Bank for Reconstruction and Development
International Chamber of Commerce
Ministry of International Economic Relations
Commercial and Credit Bank

Limited liability company

Unlimited partnership

Joint venture

Shipping

Hungarian Airlines

Hungarian Telecommunications

Hungarian Telecommunications Company
State railway

Multilateral Investment Guarantee Agency
Oil and gas

Electricity

Hungarian Credit Bank

The Republic of Hungary

National Bank of Hungary

National Office for Inventions

The Organisation for Economic Cooperation and Development
Overseas Private Investment Corporation
Patent Cooperation Treaty

Poland-Hungary Assistance for Restructuring the Economy
— EC assistance programme

Pre-investment Feasibility Studies
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1X

Részénytarsasdg (Rt)

SIB

SIS

SBM

SBS

SISA

SPA

SPMC

SSS
zerencsejaték

TDP

TIPS

Tankonyvkiadé

USA and US

VAT

Public limited company

State Inspectorate of Banks

State Inspectorate of Securities
Supervisory Board for Mining

State Banking Supervision

State Insurance Supervisory Agency

State Property Agency

State Property Management Corporation
State Securities Surveillance Board
Gambling

Trade and Development Programme
Training for Investment Personnel Scheme
Textbook publishing

United States of America and United States
Value Added Tax
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Introduction

The transformation of the economies of central and eastern Europe is now well under way as demo-
cratically elected governments in each country attempt to correct the legal. political. environmental and
economic distortions they have inherited.

The approach and pace of reform in each country has been different. largely due to the different
economic. political. historical and social conditions prevailing in each country at the time economic
transformation was initiated.

Hungary was better placed than most of the other countries in central and eastern Europe to
commence the process of transition, having commenced its move away from a system of central planning
as far back as the early 1960s. Hungary, at least, had the benefit of confronting transformation with a
developed tradition of economic reform.

In an increasingly favourable investment environment, Hungary is continuing a process of intro-
ducing and maintaining a legislative framework designed to encourage private enterprise. attract foreign
investment and know-how. and establish a competitive modern market economy.

The introduction of far reaching reforms has not. however, been achieved without economic hardship.
Hungary has continued to experience economic dislocation as privatisation has developed and
individuals and companies have adapted to the free market environment and the social cost of con-
fronting political legacies is realised.

While Hungary comes to terms with the realities of freedom. and the free market forces to which its
economy is now exposed. the international outlook for Hungary remains optimistic. The key legislative
building blocks of a market economy are now in place. Since 1989 there have been major reforms of
Hungary's company. taxation. banking. foreign investment. financial reporting. insolvency. property.
employment and privatisation laws, and the association agreement Hungary entered into with the
European Community (EC) was approved by the European Parliament in September 1992. In addition.
the number of businesses operating in Hungary with foreign participation has increased dramatically in
recent years.

This book is designed to provide existing foreign investors. and those contemplating an investment in
Hungary for the first time. with a comprehensive overview of the Hungarian legal system. with particular
reference to the commercial aspects of Hungarian law most likely to be encountered by the foreign
investor.

The material contained in this book was prepared in late 1992 and early 1993 and is based on infor-
mation and the legislation in force in Hungary as at 1 March 1993.

The contents of this text do not constitute legal advice and should not be regarded as a substitute for
taking specific advice on particular issues.
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1 Hungary — a country and
business profile

1.1 Geography and climate

The Republic of Hungary (Magyar Kézidrsasdg) is a country covering an area of approximately
93,000 sq km in central Europe. Geographically, the country lies at the heart of central Europe.
Landlocked, with no access to its own seaport, Hungary shares common borders with Austria, Slovenia,
Slovakia, Romania, Yugoslavia and the Ukraine.

Hungary is predominantly a flat, fertile plain divided approximately into thirds by the river Danube
(Duna) and its tributary, the river Tisza. Almost 84 per cent of Hungarian territory is below 200m in
height.

Hungary’s climate is temperate but continental with four distinct seasons. Winters are characteristi-
cally cold and summers hot.

1.2 History

The Carpathian basin, in which Hungary is located, has been inhabited by a variety of ethnic groups since
early times.

Hungarian history is generally seen as starting with the arrival of the Magyars from central Asia
around 896AD, although parts of what is now Hungary were occupied by Celtic warriors as early as the
third century BC.

Hungarian history is characterised by conquest, turmoil and uprisings. The Celts were followed by the
legions of the Roman Empire, the Vandals, the Huns and the Avars in the Dark Ages, and the Mongol
hoards in the thirteenth century. :

In 1541 the independent Hungary ceased. The north and west part of the country fell to the Austrian
Habsburg Empire, Central Hungary came under direct Turkish rule, whilst Transylvania, which was
independent with regard to its domestic policy, was dependent on Turkey for its foreign policy.

In 1867, following a long period of resistance by the Hungarians, the Habsburg Empire was split into
two dominions — the Empire of Austria and the Kingdom of Hungary. This left the Hungarians with
control over substantial minorities, notably the Romanians, Slovaks and Croats.

Following defeat in World War I, the Austrian-Hungarian empire collapsed. Under the Treaty of
Trianon in 1920 Hungary was forced to cede major parts of its territory to Romania (Transylvania) and
to the newly created states of Czechoslovakia and Yugoslavia. As a result several million Hungarians
were left outside the new Hungarian state. These frontiers still remain in force today.

Hungary entered World War II on the side of Germany and Italy. Soviet troops finally defeated the
German forces occupying Hungary in April 1945.

In the years following World War II, living standards fell dramatically as the Soviets imposed a
Stalinist programme of industrialisation and nationalisation. developing heavy industry but ignoring
infrastructure, light industry and agriculture.

Social dissatisfaction with the political and economic situation led to the popular uprising in Hungary
in October 1956. The Soviet Union invaded Hungary and after two weeks of fighting the Hungarians
were suppressed.

Janos Kadar was given the task of restoring the communist regime by the Soviet leadership. After
years of consolidation and reconstruction Kadar introduced the new economic mechanism in 1968 to
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decentralise control and management but without private ownership of production facilities. except for
small scale agricultural production. The new economic mechanism did have some initial success and liv-
ing standards in Hungary were considerably higher than those in many of the other communist countries
of the region.

In the late 1980s. Hungary pioneered many new economic and political reforms facilitated by the new
era of Soviet politics under President Gorbachev. In 1988 new tax reforms were introduced. the banking
system was reorganised and steps were taken towards the liberalisation of wages and prices. These
reforms were followed in 1989 by new company laws and laws on the reorganisation and privatisation of
state-owned enterprises. The programme was further extended in 1990 by the establishment of the
Budapest stock exchange.

1.3 Political and legal system

The Hungarian legal system is based on written laws as enacted in accordance with the constitution,
which was adopted by parliament in 1949 and completely rewritten in 1989. Its most recent amendment
was in 1990. Following the adoption of the new constitution, the communist party (named the Hungarian
Socialist Workers Party) renamed itself the Hungarian Socialist Party and abandoned its claim to a
leading role in the running of the country.

Under the terms of the constitution, Hungary is an independent state based on the rule of law dedi-
cated to a multi-party system, parliamentary democracy and a social market economy. A major feature of
the reforms in recent years has been the movement to replace government decrees by a series of primary
statutes, openly discussed. amended and finally passed by parliament.

A variety of opposition groups and parties have now emerged in Hungary and multi-party elections
were held in March and April 1990. The Hungarian Democratic Forum emerged as the winner and took
power in coalition with the Christian Democrats and the Small Holders. The opposition is now formed
by the Centre Left Free Democrats as well as the Young Democrats (FIDESZ) and the Hungarian
Socialist Party. The next election will be held in 1994.

1.4 Population and social patterns

The population of Hungary was estimated in 1990 at approximately 10.3 million.

Approximately 97 per cent of the population is ethnically Hungarian and 59 per cent of the population
live in cities. The largest cities (1990 estimates) are Budapest, the capital (2.1 million). Miskolc
(214.000) in the north east of the country, Debrecen (211.000) in the east, Szeged (180.000) in the south,
Pecs (177.000) in the south west and Gyor (131.000) in the west.

Women account for 50 per cent of the population. Hungary has an ageing population profile as the
population is declining and average age is rising.

There are no large immigration or emigration trends. except for a recent influx of refugees from
Romania. Many of these are ethnic Hungarians.

Approximately five per cent of the population of Hungary are national minorities. Most of these are
Germans or Slovaks. but there are also Romanians. Serbs and Croats.

The principal language is Hungarian (Magyvar). Typically. either German or English is used in busi-
ness discussions involving foreigners.

1.5 Economic and business climate

Hungary’s decision in 1989 to embark on a process of transformation to a fully developed market econ-
omy did not involve. as it did in other countries in central and eastern Europe. a total departure from
Hungary’s economic past.

Hungary began its move away from a centrally planned economy as far back as 1964. Reforms in the
period leading up to 1989. which included the introduction of the new economic mechanism in 1968.
encompassed the elimination of centrally planned targets. decentralisation of some decision-making
responsibilities to enterprises, establishment of tax and company law systems and the introduction of a
two-tier banking system.

Although the initial reforms did provide full employment and a marginal rise in wages and living
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standards. they did not result in lasting success and during the 1970s and 1980s Hungary became heavily
indebted and a significantly poorer relative to the market economies of the organisation for economic
cooperation and development.

Successive Hungarian governments have proved incapable of making a more decisive break with the
past. The legacy of the 1956 Hungarian uprising. and the events in Czechoslovakia in 1968. created
uncertainty about the extent of reform that would be tolerated by the Soviet authorities and Hungary’s
important trading partners at the time, being members of the Council for Mutual Economic Assistance
(CMEA), did not share Hungary’s enthusiasm for market orientated reform. In addition, there was
limited scope within Hungary for private ownership and a lack of information and incentives which
affected decision making at all levels.

The economic reforms introduced in Hungary since 1989 have gradually implemented and extended
the scope of previously initiated policies. As a result, private sector and joint venture activity has
increased considerably and Hungary has demonstrated an ability to redirect its exports and imports away
from CMEA markets to the markets of advanced industrialised countries and continue to service its
convertible currency debt.

Rapid liberalisation of prices has resulted in approximately 90 per cent of retail sales now being made
at market value. Price liberalisation. deregulation of imports, cutbacks in subsidies and budgetary and
financial reporting reforms. have all contributed to a more transparent environment for the making of
macroeconomic and microeconomic decisions.

Despite recent reforms, gross domestic product is expected to continue to decline, inflation has con-
tinued to increase (although in 1992 a considerable decrease in the inflation rate has taken place) and the
burden of foreign debt remains heavy.

One of the major obstacles to further internal progress has been Hungary’s undeveloped banking
system which. prior to the 1987 banking reforms, tended to allocate resources to ailing state-owned
enterprises in preference to new projects helping to sustain inflationary pressures and giving rise to
Hungary’s current debilitating domestic interest rates. Further reform of the banking sector is required to
increase the efficiency of state industries, reduce inflation and release capital for new investment.

The programme for privatisation of Hungary's commercial banks has commenced and the govern-
ment has indicated that privatisation will take place as soon as bad and doubtful debts inherited from the
pre-reform era are either recognised. written off or provided against by the commercial banks. Current
estimates of the level of non-performance in the loan books of Hungary's commercial banks range from
15-30 per cent. Recapitalisation of many of the banks will be required before privatisation can occur.

The liberalisation of price controls and further banking reforms are likely to result in a substantial
decline in real incomes and a drastic increase in unemployment as old state industries are forced to either
reorganise their operations to compete or face liquidation under Hungary's new financial reporting and
insolvency legislation. More than 300 of Hungary’s major state industries are reported to be on the verge
of bankruptcy.

Liquidation of inefficient and insolvent industries will not only reduce gross domestic product but will
also result in the loss of important trading markets and impact on the cost to the nation of its social
security system. Demands for increased social security expenditure and further tax reforms to stimulate
the economy will make it extremely difficult for the government to prevent further expansion of the
budget deficit.

The privatisation programme in Hungary, perhaps the key economic reform, has been based on the
sale of assets, rather than on systems of distribution of assets through vouchers or the restitution of assets
to original owners, which have been favoured by certain other central and eastern European countries. At
the time of preparation of this manuscript. the introduction of property tickets worth one million
Hungarian forints (HUF) due to every citizen as a matter of right is under consideration by the govern-
ment.

A comprehensive legal framework for the establishment of new private industry and the transforma-
tion of state-owned enterprises and cooperatives into economic associations has now been established.
although delays and reassessment of the methods of implementation. especially concerning the valuation
of state property, have resulted in large and medium scale privatisation only now beginning on the scale
expected.

A range of techniques have been developed for the sale of state assets and privatisation can now be
initiated not only by the State Property Agency (SPA). but also by enterprises themselves and outside
investors. Hungary has been particularly successful in attracting foreign investment which has served to



